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“What lies beyond doesn't worry me.

Suppose you break this world to bits, another may arise.
My joy springs from this earth,

this sun shines on my sorrows.

When | leave here, let come what must.

What do | care about it now, if hereafter

men hate or love, or if in those other spheres

there be an Above or a Below?” Dr. Faust

in Johan Wolfgang von Goethe’s Faust, Part 1 (1808)

Abstract: We show that the tax system in Chile is insuffitjémefficient and
inequitable. Insufficient because it does not ymtdugh revenues for the state to
promote human capital development and to face ppuea more comprehensive way;
inefficient because it is highly unbalanced causmast of the tax burden to be
concentrated in very few taxes while neglectinguke of the least distortion-prone tax
mechanisms available; inequitable because it fdfeesniddle and low income groups to
shoulder most of the tax burden while allowing skeer rich to get away paying one of
the lowest tax rates among middle income and achhoountries.
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Fiscal policy in Chile: Promoting Faustian growth?
. Introduction

Two salient features have characterized the ecandavielopment of Chile during the
1990-2009 period of “Concertacion” governmentsisti-ieconomic growth has been
highly unbalanced favoring the rapid growth of ttiathal natural resource and
environment-degrading industries to the detriméiknowledge and human capital-
intensive sectors. Second, while poverty has dedlover the period, inequality in the
distribution of income and wealth has remainedpaiadiingly high levels. Even more
ominously, by some measures the degree of ineyunalg apparently increased over the
last two decades.

The central hypothesis of this paper is that fipodicy has been in part responsible for
the lack of progress towards developing an econihiayis based more on knowledge-
intensive and environmentally clean industries lasd dependent on primary and related
industries, and that at the same time is less bpaiajust. We show that tax policies

have not only failed to provide the fiscal resosroeeded for promoting human capital
expansion and to finance more effective anti-pgvend pro-distribution programs, but

have instead directly exacerbated inequality.

The emphasis of fiscal expenditures on the prowisifgpublic and social goods including
health, education and social programs, has been@aey compared to many other
countries that instead devote a large fractiomefgovernment expenditures to wasteful
subsidies, often targeted to satisfy the lobbyiamands of the rich. However, the key
problem in Chile has been the reduced scope of spehding due, in turn, to the

incapacity of the tax system to generate enoughalfi@venues.This has made

! In recent years international copper and othermoodity prices have been unusually high and, intgrea
part thanks to the jump of revenues from the stapper enterprise, the government has experieracgd |
fiscal surpluses that were mostly saved rather ¢sip@mt. The existence of unspent revenues duresgth
years does not, however, mean that government ditpegs are not constrained by tax revenues. The
government rightly chose to save most of the endsaurces under the understanding that they do not
correspond to permanent or normal revenues.



government expenditures largely impotent to pronaatecisive expansion of human

capital among the vast majority of the populatiad & reduce inequality.

A. What is wrong with taxes in Chile?

We show below that the tax system in Chile is ifisigint, inefficient and inequitable.
Insufficient because it does not yield enough reesrfor the state to promote human
capital development and to face poverty in a morapgrehensive way; inefficient
because it is highly unbalanced causing most ofakéurden to be concentrated in very
few taxes while neglecting the use of the leagbdi®n-prone tax mechanisms available;
inequitable because it forces the middle and laverme groups to shoulder most of the
tax burden while allowing the super rich to get gywaying one of the lowest tax rates

among middle income and advanced countries.

At about 20% of GDP, Chile’s tax revenue/GDP r&ione of the lowest among middle
and high income countries. The great reliance)ofégenues on mostly regressive
indirect taxes reaching more than 66% of all taseneies is the highest among middle
income and OECD countries. Tax expenditures orHotgs- which in Chile also happen
to be extremely regressive- at 4% of GDP are mugihen than in most middle income
countries in Latin America with the exception of ht®. In addition, while the evasion
rate of the value-added tax (VAT) is among the Isivie the world, the income tax
evasion rate, estimated at about 50%, is very giggn Chile’s level of development.
Finally, natural resource rents which in a coumatsydependent on the extraction of
natural resources as Chile comprise a very largeestf GDP are mostly untaxédihe
large number of industries that intensively usexract natural resources (mining,
aquaculture, fisheries, hydroelectric, and forestngong others) and/or are
environmentally dirty (pulp and paper, chemicalsgsand many others) are mostly
exempt from paying royalties and/or environmerdaks, respectively, and tend to derive

the largest benefits out of existing tax loopholes.

One of the few exceptions is a small tax surchargprofits of copper mining (often called a “roygjt
established over the last few years.



B. What are the economic consequences of Chile’sctaystem?

Here is a summary of the key mechanisms by whiehak system affects equity and
economic efficiency:

1. The low tax revenues deprive the governmerti®financial resources needed to
spend more on education, provision of technicdlsskiealth care, and social security.
This has restricted investments in human capitalranthe vast majority of the

population that depends on the state to accesatolu@and health care, has restricted the
scope of aid to the poor and the lower middle ineahasses, has forced ordinary citizens
to either spend an enormous share of their incamedacation and health care in the
private sector or to accept the substandard |lefdlsese services provided by the state.
The low volume of fiscal spending in these areaslieen a factor causing the
perpetuation of low skills and poor human capifahe labor force that in turn has
become a binding constraint to the expansion dieskintensive activities other than the
traditional resource-extractive ones. At the same the under development of human
capital has contributed to restrict the income dhoef the poor and middle income

classes.

2. The tax system is almost single-mindedly dirg¢teprovide large incentives to
investments in physical capital, particularly foetmost traditional resource-dependent
and environmentally dirty industries. This is asieie by policies that allow for
accelerated depreciation of capital for tax purppaanyriad of tax deductions for

investments, and other generous tax breaks foocatipns.

In addition, the so-called tax expenditures (le¢galloopholes) confer especial privileges
to powerful established economic interests thatiolthe most part of such tax
expenditures and investment incentives furtherrdauting to transfer wealth from the
tax-payers (mostly middle classes) to the very.ridie tax system has yet another way to
benefit the rich: It allows very large income tasasion rates which for reasons discussed

below mostly constitute a break for the rich.



The resulting light corporate tax and income rewsmequired shifting the tax burden to
indirect consumption taxes, especially the valugeadax (VAT) which has meant that
most of the tax burden has been shouldered by malall low income groups. We show
below that high value-added taxes are likely tmbeonly regressive but also to cause
significant deadweight losses due to the facttiahigh VAT reduces the disposable
income of the low and middle income classes tha fmuidity constraints. This restricts

even further their ability to invest in human cap#and other assets.

3. The lack of royalties for the use of naturabrgses and the lack of environmental
taxes targeting the most environmental degraditigiges prevent the government from
raising tax revenues using instruments that arsiplysthe least distortion-prone of the
available tax mechanisms. This not only attemp#sreg economic efficiency but also
constitutes another massive implicit transfer oéltfefrom the average citizen who is in
reality the ultimate owner of the country’s natuedource patrimony and pays most of
the costs of environmental pollution (health artteotvise), to the rich and powerful
economic groups that get access to the exploitatieast natural resources and the

environment for free.

Furthermore, the fact that producers using natessdurces and the environment are not
required to pay for this important factor of protan entails an implicit discrimination
against sectors that are not resource-dependerararahvironmentally clean such as
high tech and human capital-intensive activitiesciiinave to pay market prices for all
their inputs. Effectively, these policies amounatdi-industrial policies; far from
stimulating emerging new activities that may polysitave important spillovers such as
high tech ones, these policies instead artificiedige the relative (“comparative”)
advantages of traditional industries that oftenehf@w positive externalities or spillovers
and many negative externalities. Thus, the perdiséfusal to tax natural resource rents
and polluters is another mechanism that not onhrdautes to perpetuating inequality

but also to reducing economic efficiency.



C. Faustian economics?

These fiscal policies may be good to maximize ghositer the short run but they are not
consistent with sustained long run economic growibcal policies like those
implemented over the last two decades may be aotd=mustian economics, where short
run output growth is in part achieved at the cdst stagnating human capital, ever
souring social conditions caused by extreme inetyualat reduce solidarity, promotes
crime and foment discontent, and the continuedrdetstn of the natural capital and the

environment.

D. The program for the remainder of the paper

Section Il provides empirical evidence illustratihg persistence of highly unbalanced
patterns of economic growth and the perpetuatianexfuality over the last two decades.
Then in Section Il we discuss evidence that suigpbie characteristics of the tax system
mentioned in A above. In Section IV we link thecBspolicies of the Concertacion to the
persistence of social inequality and over depenglehthe economy on primary goods as
introduced in B above. Finally, in Sections V anldaé discuss the implications of fiscal

policy for the long term patterns of economic depehent.

In the following sections we rely quite heavily ioernational comparisons in order to
assess Chile’s fiscal policies. To make these coisgigs rigorous we consistently use to
the extent possible the same higher income cougntrieatin America as well as OECD
countries in all our analyses. We use the fourastitountries in Latin America
(Argentina, Brazil, Mexico and Uruguay) becausel€siincome is clearly among the
top 5 economies in Latin America over the wholdquepf analysis. At times we also use
poorer Latin American countries to emphasize tloetfzat in certain respects Chile’s
indicators are closer to those of lower income taes than to the other four middle
income Latin American countries. In addition we tise poorer OECD countries as
comparators because Chile is a member of OECD x&eption is in the analysis of

royalties where we consider advanced resourcecoahtries such as Australia and



Norway not so much as comparators but as examplesioies that Chile could

implement.

[I. Unbalanced Growth and Inequality: A historical perspective

In this section we show two things: 1. Chile had bae of the most unbalanced patterns
of economic growth in the world; 2. Chile’s levdlinequality is much worse than what
earlier studies have purported to show and, evem mmgportantly, it is likely to have

increased a great deal over the last two decades.

Unbalanced growth: continued reliance on traditibn@source-intensive industries

An indicator of the lack of balance of the Chilesmonomy and its excessive dependence
on resource-intensive and raw material sectorszendoy the inordinately low share of
the service sector in GDP, given Chile’s level ef papita income. The share of the
service sector in GDP has been below 56% throughost of the last two decades
(Table 1). This is, according to the World Bankeaf the lowest shares among the
richer economies of Latin America. The averageebéthe service sector in GDP over
the 2005-09 period reached 66% in Brazil, 57% igehtina, 61% in Mexico, and over
63% in Costa Rica compared to slightly less the#b &2 Chile. Among the larger Latin
American countries Chile’s share of the service@aanks among the bottom three,
only slightly above Bolivia’'s. Thus, even resourad countries at similar stages of
development as Chile, such as Argentina and Braaie a much greater participation of
services in the economy. Chile has an underdeedlsprvice sector and concomitantly
an over-grown resource-based industrial sectorpaintary sectors.

Even more important, the participation of the pmiynsectors (agriculture, fishing,
forestry and mining) in GDP has been above 20%aéamyeyear over the last decade
regardless of the sharp variations of the worldgwiof raw materials. Even the
manufacturing sector is comprised mostly of agagisuch as food processing, leather,
wood processing, pulp and paper, and mineral regithat are mainly based on the most
basic elaboration of raw materials. The particgratf electronics, computers,

information technology and other more technolodycsdphisticated activities is



practically negligible. Examining the evolution ovbe years reveals that there are no
clear indications of even a gradual reduction efdkegree of dependence of the economy

on primary sectors.

Table 1. Services as % of GDP

Country Name 1985-1989 1990-1994  1995-1999  200@&2D02005-2009
Argentina 52.5 62.2 66.[L 60/3 57.3
Bolivia 47.6 50.2 53.0 55.1 513
Brazil 45.2 52.8 68.2 65.6 665
Chile 51.8 52.4 55.2 55.9 517
Colombia 45.4 48 5 56.0 60,8 58.2
Costa Rica 55.3 56.8 569 61.4 63.2
Dominican

Republic 61.7 52.8 54.2 58.6 61.2
Ecuador 58.4
Guatemala 54.2 55.0 56|3 56.0 53.1
Mexico 56.9 65.5 66.1 66.P2 60|9
Peru 57.4 62.7 60.9 614 57.1
Venezuela, RB 41.7 41.p 48|7 45.2 38.2

Source: WDI, World Bank

Table 2 shows the evolution of another indicatothef extreme dependence of the
economy on the primary sectors. The average arshaaé of exports of primary goods
(agriculture raw materials, food, fuels, ores andarals) in total GDP stood at 32% in
the 2005-09 period, much higher than in any othevipus five-year period since 1985.
It is also the highest among the Latin Americametoies and it is more than four times
the average value for Latin America and the Cadbb®art of the period 2005-09 saw
very high international commodity prices but ever2000-04, a period of relatively low
commodity prices, the reliance on primary exporés wot any different from the last
pre-Concertacion five-year period (1985-89).

Also, the gap between the reliance on primary asgmetween Chile and the rest of Latin
America has tended to increase rather than decos@sdime despite that Chile grew
faster than the rest of the Region. As can be ge€able 2, the ratio of primary exports
to GDP in Chile relative to that of Latin America awhole was 2.6 (23.8/8.8) in 1985-



89 and increased to 3.6 (32/8.9) in the period 2B@5Moreover, this gap ratio has been

above 2.9 in every five-year period since 1990.

Table 2: Percentage of Exports of Primary G8au&DP

Country Name 1985-1989| 1990-1994 1995-1999 2000-2004 2005-2009
Argentina 5.8 4.5 5.7 12.3 14.0
Brazil 4.7 3.5 2.9 5.2 6.0
Chile 23.2 19.2 18.2 23.1 32.0
Mexico 10.0 5.1 5.2 4.3 6.3
Latin America & Caribbean 8.8 6.1 5.8 7.8 8.9
OECD countries 3.0 2.7 2.7 2.8 4.0
Ireland 15.0 13.7 10.3 6.3 5.6
Korea, Rep. 2.4 1.6 2.4 2.6 4.2
New Zealand 15.6 16.6 14.8 15.4 15.1
Portugal 4.2 3.2 2.9 2.7 4.0
Spain 3.3 2.7 3.7 3.9 3.2
Upper middle income countries 9.8 7.1 8.0 10.9 12.4

Source: WDI and own calculations
#Include agriculture raw materials, food, fuels ames and mineral exports

On the level of Inequality
Using household survey data (CASEN) for the ye@32Q0pez and Miller (2007)

concluded that inequality was then as deep asihait years of the military dictatorship
and that most of the inequality occurred betweerrithest 10% of the households and
everyone else. Table 3 shows that six years latidgvimg has changed. In 2009 the
household survey shows that inequality betweemithest 10% and the rest of the
households remains as deep as in 2003 although p@gress was made in terms of
reducing poverty.The gini coefficient in 2009 showed some modegiraiement with
respect to 2003 from 0.57 to 0.55. But the inequéaketween the top 10% and the rest of

3 But even in this latter aspect progress was une®ewerty measured at the end of 2009 became
significantly worse vis-a-vis the year 2006. White2009 GDP fell by 1.7%, the levels of poverty and
extreme poverty increased by more than 10% witpeetsto 2006 despite that the between-years were
quite prosperous, with growth rates of 4.6% in 286@ 3.7% in 2008. This large sensitivity of poyert
levels to even short run economic slowdowns illtsts the inadequacy of using poverty measuresithat
not account for the vulnerability of the “non-poptfiat is for the massive clustering of househaoids
income levels that are often very near the “povinty’.



the households did not change as shown by the X8f#0which at 3.4 remained
unchanged.

Table 3: Evolution of Poverty and Inequality Measiby CASEN household
surveys(1987-2003)

Year Poverty | Extreme Poverty 20/20 10/40 GINI
(%) (%) INDEX INDEX COEF
1987 45.1 17.4 0.57
1990 38.6 12.9 14.0 3.5 0.57
1992 32.6 8.8 13.2 3.3 0.56
1994 27.5 7.6 14.0 3.4 0.57
1996 23.2 5.7 14.8 3.5 0.57
1998 21.7 5.6 15.6 3.5 0.58
2000 20.6 5.7 14.5 3.5 0.58
2003 18.8 4.7 14.5 3.4 0.57
2006 13.7 3.2 13.1 3.0 0.54
2009 15.1 3.7 15.7 3.4 0.55

Source: Mideplan, Social Division from Casen Sys/

Surely, the real source of inequality remains téHseincomes at the top of the
distribution. In fact, the inequality among thetbat 90% of the households is rather
small. Solimano and Torche (2008) estimate a difi88 for the bottom 90% of the
population, which reflects a relatively egalitaridistribution. Moreover, as is well
known, household surveys greatly under estimatértieeincomes of the rich as they are
simply not represented in most surveys (Aguiar Bitgl 2009; Attanasio and Szekely
1999). What this means is that the real gap betwe=rnchest 10% and everyone else is
even greater than what the CASEN-based data show.

Most analyses estimating the share of the riclotal income use income tax data rather
than household survey data, although income texalab tends to under estimate the
income of the rich due to tax evasion among otbasons (Brandolini and Smeeding,

2008). Unfortunately, there are no analyses ofibigion using income tax data in Chile.
Sanhueza and Mayer (2009) provide estimates aftthee of the top 1% of households

based on a large survey for Santiago which has t@educted over several decades
using a consistent methodology. They report thastiare of the top 1% of the

10



households over the 2005-08 period was 9.6%. &isate is obviously downwardly
biased as shown by comparing it with estimatesrfany developed countries (including
some that are regarded as highly egalitarian ssi¢beamany and Canada) which yield

much higher shares (Atkinson at. al., 2010).

Below we use wealth estimates of the super richighdd annually by Forbes, to
estimate the annual income of a small but impofftaction of the wealthiest households
that are not represented in the household surveysdd this income to that of the
richest 1% measures obtained from the househol@guata to obtain a lower-bound

estimate for the participation of the income of thye 1% in total income.

The four Chilean individuals appearing in the 2Gb@bes’s list have a combined fortune
of US$43 billion. We also have changes of theirltieaver the 2002-10 period which
allows us to obtain estimates of their annual inedlows. With all certainty these
individuals as well as a handful of other supehn ace not represented in any of the
household surveys so it is legitimate to add tbsiimated income flows to the top 1% of

the household as measured by the household surveys.

We can estimate the long run annual income of thée@n super rich by comparing the
evolution of their fortunes over time as measurgédrbes. We look at the period 2002-
2010, which includes both booms and deep recessorthis period may be considered
normal. We consider 5 individuals (the “Big Fivelpearing in the Forbes’s list of
billionaires in 2010 or at least in one year over 2002-10 period. We assume that those
that appear in the 2010 list but not in 2002 haelaaly US$1 billion wealth in 2002, and
for the one case that is in the list in 2007 butthereafter (due to the death of the
individual in that year) we assume that the farfolgune did not increase at all in
subsequent years. With this we can estimate thege@annual net wealth increase over
the period for the Big Five by taking the differena wealth levels over time and

dividing by the number of years.
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However, this figure corresponds to their net ahsagings or wealth accumulation but
not to their total annual income because they @ssume part of their income
(expeditions to escalate Mount Everest are indeeg expensive!). We again
conservatively assume that their propensity to savery high, 85%. This implies that
we can obtain an estimate of their annual income iy multiplying the annual increase
in wealth by 1.18. As Table 4 shows the averagerre of the Big Five estimated in this
way was $6.3 billion per annum. According to thenCal Bank of Chile the average
annual gross national income (GNP) in current delaver the period 2002-2010 was
$94 billion and the annual measured household iecacaording to the CASEN surveys
over the period was about $70 billion. Thus, tleme of the Big Five corresponded to
6.7% of the average annual GNP of the country aré¥4 of the total annual average
household income as measured by the householdysuanel 8.3% of the total household
income (where total household income reported b$sEMN has been augmented by the

estimated income of the Big Five).

To compute the total share of the richest 1% ofitygulation we first add the estimated
annual income of the Big Five to the survey averageual total household income,
giving $76.3 billion. Next we add the estimatedueabf the income of the top 1% in the
survey which is equal to $6.7 billion (9.6% of $3i0ion) to our estimates of the average
annual income of the Big Five, $6.3 billion. Thisglies that the augmented average
annual income of the top 1% is $13 billion. Dividithis by the total augmented annual
household income ($76.3 billion) we obtain a netinggte for the share of the richest 1%
now including the Big Five at 17% of the total hehsld incomé. This would place

Chile second among all the 22 countries for whigh $hare has been measured using
income tax data, only slightly below the USA whtre share of the richest 1% is
estimated at 17.6% (Atkinson et.al., 2009).

* One can estimate the true gini coefficient usirigrmulae derived by Alvaredo (2011) for the casew
an infinitesimal number of individuals own a fingbare of total income. He shows that in this ¢hedrue

giniis G=(1-S)G + S, whereG' is the measured gini excluding the super rich &id the income

share of the super rich. Using the household sumegsured giniG* =0.55, and the above estimated
share of the Big FiveS=0.09, we obtain that the true gini is about 0.59.

12



Table 4. Wealth, Wealth Changes, and estimatedaimzome of the Big Five over the
2002-2010 period (billion US$)

Wealth in Wealth in Change in

2002 2010 Wealth
Luksic 14 19.2 17.8
Matte 15 10.2 8.7
Paulmann 1.0 10.5 9.5
Angelini 1.0 6.0 5.0
Pinera 1.0 2.4 14
Total 5.9 48.3 42.4
Annual average net wealth increase of the big five 5.3
Estimated annual income of the big five 6.3
Annual GNP 94.0
Annual average total household income as per CASEN 70.0
Average annual income of the “big five” as % of total GNP in the 2002- 6.7%
2010 period
Average annual income of the “big five” as % of the CASEN-based
household income in the 2002-2010 period 9.0%
Revised Share of richest 1% of households including the big five as 17%
% of total augmented household income

Sources: Forbes Magazine, World's Billionai@askings. Central Bank of Chile, own calculations

This estimate is likely to be a lower bound foresab reasons: First, because we assumed
that the Big Five not appearing in the 2002 Foilstdriad exactly 1 billion; most likely

they had less than 1 billion in the base year anithair increased wealth and hence their
annual income over the period has been largenileat we estimated. Second, we
excluded other very rich people that are neithelushed in the Forbes list nor are

represented in the household survey sample.

In summary, the income distribution analysis shoma things: first, the Concertacion
period appears to have been an incredible prosperenod for the super rich. Second, at
about 17% and 9% of total income the shares ofithest 1% of the population and
especially of the five billionaires, respectiveiyve reached levels that may be regarded
as socially intolerable. In general, the pictureeeging by merely including the five
richest individuals makes the earlier analysessifidution based on household surveys

to appear quite trivial and over optimistic. Studydistribution by focusing only on

13



household surveys information and neglecting thgestch amounts to ignoring the

800-pound gorilla sitting in our living room.

Has Inequality worsened during the last two dec&des

So far we have provided more realistic lower-boarehsures of the levels of inequality.
Another question is whether inequality has incrdasesr the Concertacion government
periods. One way of checking whether distributias iworsened over the last two
decades is to check whether or not the gap betthesverageand themedianper capita
household income has been increasing. The estimnbtee median per capita household
income from the household surveys are likely t@alg®od estimate of the true one given
that the number of super rich households thatxckieéed from these surveys is very
small. However, the measures of the average p&adapome from the household
surveys are greatly underestimated due to thetatthe few very rich individuals not
included in the surveys comprise a large proportibtine total income. We thus compare
the median household per capita income measurtbe isurveys with per capita GDP of

the country.

As is well known in practically every country hobséd income is much lower than the
per capita GDP. That is normal as GDP measuresdadgtems such as net payments to
foreigners and others as well as the income o$tiper rich domestic households which
the household estimates do not account for. Bug terfocus on comparing the annual
rate ofchangeof these variables not their levels. In this respleere are no clear patterns
among countries; in some countries per capita lmldencome has grown faster than
per capita GDP while in others it has grown atoavsk rate over the last two decades
(OECD, 2011). Using the estimates of the rate ofwtin of the median household per
capita income provided by the income distributioojgct of OECD (2008) it follows that
Chile is clearly among those countries where ppitad&DP has grown faster than per
capita household income. In fact, over the lastdecades there is no other OECD

country that has exhibited a bigger gap betweevtbeneasures.
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According to OECD (2011) the annual rate of growftithe median household
disposable income (which includes transfers to ébakls) in Chile over the last two
decades was 2.4%, much lower than the 4.2% annowatigrate of per capita GDP. This
large gap is one very succinct indicator of thejuadity of economic growth not merely
of income levels. It means that an increasing sbhtiee output produced in the country
is being appropriated by either foreign investarbythe rich end of the domestic
income distribution that is generally excluded frira household surveysThis is an
indirect indicator showing that income has beconoeentoncentrated in the super rich
whose income is not reflected in the householdestgnand in foreign investors that have

been able to capture an increasing share of thestmoutput.

lll. Tax Policies and the elites
Low tax revenues
Chile has the lowest tax revenue per dollar of Gibfong all OECD countries. In 2006
the total tax receipts in Chile amounted to 20%biP compared to an average of 36.3%
for all OECD countries (Figure 1). As shown in Figd, even within Latin America,
Chile’s tax revenues as a proportion of GDP aremower than that of the most
developed countries in the region, including Bré24%), Argentina (27%) and Uruguay
(25%). A recent survey by ECLAC (2009-10) findattChile is well below the
international tax revenue norm given its per capiteme. These low levels of tax
revenues impose a tight binding constraint on tope of public expenditures which

have generally been quite effective in reducinggotyv(L6pez and Miller, 2008).

By the early nineties there was a consensus im l&anerica that the tax systems
originated in the dictatorial regimes of the eightwere greatly insufficient to raise the
tax revenues needed to finance the more progressoral policies that democratic
governments were required to implement in viewhef prevailing high levels of poverty
and concentrated income distribution. This ledatoreforms that succeeded in most

countries of the Region to significantly increame tevenues.

® The fact that net national income per capita esiacreased faster than the median householdriads
consistent with the idea that the distribution hasonly become proportionally more biased toward
foreign investors but also more biased toward itteest domestic households.
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Figure 1. International Comparisons of the Tax Buarth 2006 (% of GDP)

M Direct tax burden B Indirect tax burden Social security burden

Source: Gomez and Martner (2010).

While Chile did manage to increase tax revenuesedls its efforts in this respect were
much more timorous than in most other countrighénRegion. In fact, the evolution of
tax revenues in Chile over the 1990-2006 periodvshanly a slight increase of about
19%, from 16.5% of GDP in 1990 to 19.7% in 2006k(€sb). According to Jorratt
(2009) the average tax burden during 1987-90 cporeding to the last four years of the
military dictatorship was 17% of GDP while the aage tax burden during 2006-09, the
last four years of the Concertacién governments, slightly more than 19% (ECLAC,
2010).

As can be seen in the Table 5, Chile’'s 19% incr@atex revenues over the period 1990-
2006 contrasts with the evolution in most othemtoas in Latin America where tax
revenues have increased much more rapidly. Thegedax revenues over GDP for the
group of 19 Latin American countries increased BYbver the period, and among the
high per capita income countries in the region gBr&hile, Uruguay, Argentina and
Costa Rica) the average tax revenues increasedby/timan 30% from 19.7% to 25.7%.
That is, Chile not only has one of the lowest tarxdens among the countries with

comparable per capita incomes in Latin America,abst has been one of the most
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conservative countries in terms of reforming its $gstem to allow for greater tax
revenues.
Table 5. Tax Revenues of the Central Governmerftaas GDP§

Average
1990 2000 2006p
1990-2006

Group 1 19.7 22.7 25.7 22.3
Brasil 26.4 30.4 34.2 28.5
Uruguay 22.4 23.6 25.6 23.8
Argentina’ 16.1 21.5 27.4 21.7
Chile’ 16.5 19.2 19.7 18.9
Costa Rica" 16.9 18.9 21.4 18.9
Group 2 11.6 15.9 19.9 15.6
Honduras" 15.3 17 19.3 16.8
Colombia 10.9 16.8 20.7 16.6
Nicaragua 9 17.5 21.3 15.9
Panama 14.7 16 15.9 15.7
Peru 11.6 13.9 16.4 14.6
Bolivia 8.2 14 25.7 14

Group 3 7.9 10.4 12.5 10

El Salvador 8.9 13 15 12.6
Mexico 12.6 12.1 11 12.3
Dominican Republic 8.2 12.7 14.1 11.9
Paraguay 9.9 12 13.5 11.8
Ecuador 10.1 11.6 14.2 11.2
Guatemala 7.6 10.9 12.1 10.3
Venezuela 4.4 9.4 12.6 9.3

Haiti 7.3 7.9 10 7.4
Simple Average Latin America 12.5 15.7 18.4 15.4

Source: Gomez and Martner (2010)
1: Tax revenues correspond to the General Governmen
2: Data corresponding to 2005.

High reliance on indirect taxes
The tax structure of Chile continues to be heangliant on indirect taxes while income

taxes provide a much smaller fraction of all reveanand constitute a very low proportion
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of GDP. In 2006 almost 60% of the total tax reveswere originated in indirect taxes
(Jorrat, 2009). As can be seen in Figure 1 thigdéence on indirect taxation is
extremely high by international standards. In castironly 30% of the tax revenues in
Brazil correspond to indirect taxes, 55% in Argeatand 47% in Uruguay. Even the
average dependence on indirect taxes for ninetagn American countries at 54% was
lower than that of Chile while the average sharmdirect taxes in the OECD countries

was 32%, about one half that in Chile.

Over the last two decades the participation ofrgatitaxes in total revenues in Chile has
declined significantly and concomitantly the shafrdirect taxes in total tax revenues has
steadily increased, from an average of about 21#epfotal tax revenues in 1990-93 to
an average of 32% in 2004-06 period (ECLAC, 20 wever, at 6.9% of GDP the
share of direct taxes in Chile is still very low ibyernational standards. Among the
comparable middle income countries we have thatiBsancome tax revenues have

been about 10% of GDP over the last few years agémina’s above 8%.

Low corporate income taxes

Corporate income tax rates have also remainedlgerat 3.2% of GDP over the period
2004-06, which is higher than the 2% shares obdevver the early nineties, but still
implies a very low effective tax rate for corpooats (Jorratt, 2009). Using the well
accepted lower bound estimate for the share otaldpiGDP of 50% (World Bank) this
would yield an effective tax rate on profits eqt@bbout 6.4%, well below the legal

corporate rate of 17%.

Large tax expenditures or legal loopholes

According to a recent study by the Chilean taxceffiSIl, 2006), tax expenditures were
extremely high reaching 4% of GDP and more than d0%l tax revenues in 2004.
According to the study about 80% of the tax loopBalonsisted on a variety of income
tax exemptions and another 18% affected the VAEsEHarge tax loopholes not only
subtracted tax revenues to the state but alsoraatgregressive. The above study found

that more than 80% of the income tax loopholes titexiethe wealthiest 5% of the
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population and 60% goes to the richest 1% of thpufadion. That is, the wealthiest 1%
of the people receives an annual transfer equivéde?? of GDP via tax expenditures.
With respect to the VAT tax expenditures, the stslagws that it is also quite regressive,
albeit to a lesser extent than the income tax lotgsh About 70% of the VAT loopholes

benefit the richest quintile of the population.

Of all income tax loopholes, tax deferments esplgailirected to create incentives for
investment in capital equipments and others areobtiee most important component.
Tax deferments are due mainly to exemptions tomedsprofits. However, it appears that
part of the retained profits are never distributedause they correspond to “profits”
generated by paper firms created for the specifip@se of avoiding the high personal
income marginal tax rate which reaches 40% for imgbmes. These paper firms then

become owners of durable consumption goods thahdaet used by the individuals.

Table 6 provides more updated figures about taxedipures for Chile and compares
Chile’s tax expenditures from those of other L&merican countries. As can be seen in
the Table, Chile’s tax expenditures increased 4&od4of GDP in 2005 (compared to 4%
reported for 2004) and then increased again totah8&6 of GDP in 2007 and finally
returned to the levels of about 4% in 2009. Thabver the 2004-09 period there have
been no clear trends towards decreasing the imp&rtaf tax expenditures despite the
recognition that such expenditures are highly regive. Also, comparing to the other
countries, it follows that Chile’s tax expenditusge among the highest in the group of
comparable countries considered in the Table falticular, the rates for Brazil and
Argentina have been lower by a significant margemt Chile’s in every year for which

data are available. Only Uruguay has had highelo@aphole rates than Chile.
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Table 6. Tax Expenditures in Latin America (% of BD

2005 2007 2009
Argentina| 2.21 2.2 2.08
Brazil 1.69 2.29 3.2
Chile 4.38 4.88 3.96
Colombia 3.7 3.52 N/A
Peru 2.07 2.22 1.81
Uruguay 4.75 4.59 5.61

Source: Villela (2011)

High rates of income tax evasion

Tax evasion rates in Chile are very disparate ddipgron the type of taxes; are low for
indirect taxes, especial for the VAT, but are highincome taxes. In fact, the tax
evasion rate for the VAT, estimated at about 1Ethe lowest in Latin America (Gomez
Sabaini, 2010) and is among the lowest in the OEQINMtries. By contrast, the rate of
income tax evasion is quite high reaching almo&b %0orratt, 2009) and according to
Gomez Sabaini (2010) comparable to several cogntrieatin America including
Argentina (50%), Mexico (46%), Peru (51%) and Bv&dor (51%).

Table 7, taken from Gomez Sabaini (2010), showstasion rates for a sample of 12
countries in Latin America: while Chile has by the highest efficiency in collecting
value added taxes with an evasion rate that islég@doout one half the evasion rate in
the second most efficient country in the samplghdws a mediocre performance in
collecting income taxes.

In 2005 the effective income tax revenues in Chidge about 5.9% of GDP. An evasion
rate of 49.7% as estimated by Gomez Sabaini (2000)d imply a revenue loss of 5.8%

of GDP® Using somewhat more detailed data, Jorratt (26868inated a lower value for

6, . . . . : . .
Using a different approach to estimate tax evagierarrive at tax evasion estimates that are venjfai
to Jorrat’s. A recent study showed that legal coate tax loopholes amounted to about 3.2% of GRIP (

2006). Given that the corporate tax rate is 1796, rtteans that the theoretical effective corporaterate
should be about 13.8% once legal loophole dedustiwe considered. Thus, the effective corporatestax
paid are about one half of the theoretical aftgaléax deductions rate suggesting a tax evasi@abofit
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income tax evasion, of the order of 4% of GDP.rg ease even if we use the latter

estimates we must conclude that income tax evasimaleed quite massive.

Table 7. Tax Evasion Rates in Latin America

Value Added Tax Income Tax
Tax Evasion Ra‘e Estimation Yejar Tax Evasion Ratarasitn Year

Argentina 21.2% 2006 49.7% 2005
Bolivia 29.0% 2004 n.d n.d
Chile 11.0% 2005 47.4% 2003
Costa Rica 28.7% 2002 n.d. n.d.
Colombia 23.5% 2006 n.d. n.d.
Dominican Republic 31.2% 2006 n.d. n.d.
Ecuador 21.2% 2001 63.8% 2005
El Salvador 27.8% 2006 45.3% 2005
Guatemala 37.5% 2006 63.7% 2006
Mexico 20.0% 2006 41.6% 2004
Nicaragua 38.1% 2006 n.d. n.d.
Panama 33.8% 2006 n.d. n.d.
Peru n.d. n.d. 48.5% 2006
Uruguay 26.3% 2006 n.d. n.d.

Source:Gomez-Sabaini (2010)

In Chile like in most Latin America, income taxdfeat mainly the upper10% to 15% of
the population. Income taxes are automatically destlfrom workers’ wages but the
richest segments of income tax payers obtain nfdsiea income from non-wage
sources which gives them much greater scope foenuhetlare their incomes. This
means that most tax evasion benefits the ridezgnhents of the population that rely on
non-wage revenues as their primary source of inc@uaeave can expect that income tax
evasion is at least as regressive as legal taheg.

While it is in general easier to control evasionmfirect taxes such as the VAT than on

income taxes, the gulf between evasion rates affgthe two types of tax in Chile is

50% which is consistent with the estimated 49.786ine tax evasion rates reported by Jorrat (20089. T
combination of legal loopholes and evasion subiré&88o from the theoretical corporate income tax
revenues.
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perplexing. As can be seen in Table 7, in most t@min the Region for which there are
data for both VAT and income tax evasion, the rafiY AT/income tax evasion is about
one to two and for some one to three. But for Céuleh ratio is almost one to five. This
may suggest that for some reason the Chilean govarts must have made a conscious
decision to place lower emphasis in collecting medaxes than value added taxes. A
key question is how a system that is exemplargiefit in enforcing tax collections in

some areas can be so ineffective in others.

Two factors may explain the high income tax evasaias: first, the very large
difference between the maximum personal incomedsxand the tax rate on profits.
The maximum marginal personal income tax rate ¥ 4@uch higher than the legal tax
for retained profits which has been around 17%rdumost of the period considered. In
reality this difference is much greater becaustmefmany investment allowances and
other legal loopholes that allow firms to reduceitiprofit tax to levels closer to 10%.
High income individuals receiving non-wage inconagéd created paper firms allowing
them to transform income into profits thus eludiages. In addition, the tax office faces
great restrictions in accessing bank account in&bion, much greater than in other
countries including Argentina (Fairfield, 2010).astudy by Fairfield (2011) has also
shown that this has drastically limited the abibfythe tax office to control income tax

evasion.

In summary, the combination of income tax evasiath lagal tax loopholes may easily
reach at least 8% of GDP or 40% of the total gowemt tax revenues. Part of these tax
benefits, especially the tax deferments and acteledepreciation allowances, may
create additional incentives to investment in ptaiscapital, but another significant part
constitutes mainly tax losses. These not onlyasgmt massive losses of financial
resources for the government but in addition aseurces that are appropriated mainly
by the very rich.
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Capital gains go mostly untaxed

Most capital gains are tax-exempt including cagtahs associated with the sale of most
stocks, mutual funds and real estate. Chile isobroaly three countries in the OECD that
refrains from taxing both long and short term capgiins. In Latin America, most of the
high income countries do have capital gain taxatiMexico has a 35% rate and Brazil a
15% for short-term and long-term capital gains. Awgnéhe OECD countries most

impose tax rates in the range of 30-40% on sham-tapital gains and 20% to 30% on
long-term capital gains (Dalsgaard, 2001).

Allowing capital gains to be untaxed representdtzardarge break for the wealthy and
also provides yet another mechanism for them tdewacome taxes by disguising part
of their income as capital gains. The conventiguistification for refraining to tax capital
gains is that it would reduce the international petitiveness of the Chilean financial
markets. However, the fact that most middle amgh lmcome countries in the world do

impose capital gain taxes renders this argumené gquplausible.

Ineffective inheritance tax

The inheritance tax rate theoretically can be gh Bs 35% but tax revenues actually
collected are extremely low yielding an insignifit@art of the total tax revenues. In
fact, the revenues collected by this tax have ¢éemeyears averaged about $60 million

per annum or just 0.2% of all tax revenues (JQr2D9).

This may suggest that the inheritance tax is paashceived allowing for the existence
of significant mechanisms for elusion and/or lovioecement that tolerates high rates of
evasion. In principle a well conceived and enfonrerbritance tax can potentially be an
important source of tax revenues and an effectalecle to ameliorate economic

inequality.
An argument often used by those opposing inhetamother wealth taxes is that they

constitute double taxation, by taxing wealth the Blready been taxed when it is

generated. However, in view of our previous analysgarding income taxes, this
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argument lacks validity. As we have shown, the Hakie been able to accumulate large
fortunes in part thanks to legal and illegal schethat have allowed them to pay
extremely low effective income tax rates over tharg. An inheritance tax is often the
last opportunity for society to recover part of tag revenue losses that a defective

income tax system and lax enforcement has engeathdere

Negligible royalties on rents to natural resources

A large fraction of Chile’s GDP consists of remdsiatural resources. Just the rents
generated by the production of copper and its nvaihyable byproducts (including
silver, gold and molybdenum) were estimated at ab@&@#$21 billion per annum over the
period 2005-09 (CENDA, 2010)This represents about 14% of the average annu® GD
over the period which was US$150 billion. Of thesets, about US$7 billion were
generated by the state enterprise (CODELCO) mostath were paid to the central
government. The large private copper mines prodinet annual incomes or rents for
the remaining US$14 billion (and paid about US$2lon in taxes). If one includes the
other major industries using natural resourcesigiolg salmon, other fisheries, non-
copper mining, hydroelectric and forestry, the voéuof rents are likely to be
significantly higher. There are no estimates obuese rents for the non-copper sectors

S0 one cannot directly obtain a reliable estiméth® total rents.

However, using new estimates of wealth recenthyetged by the World Bank one can
indirectly obtain an estimate of the volume of rampper rents. The World Bank
estimated that the total value of tangible weadthGhile, which includes produced
physical capital and natural capital, at a leveliegjent to 6.3 times the annual GDP
(World Bank, 2011). Natural wealth comprises 60%hag estimate and the remaining
40% corresponds to produced capital. That is, ustng reference the annual estimate for
GDP over 2005-2009 of US$150 billion this means tha total tangible wealth of Chile
was about US$950 billion of which US$560 billionsmaatural wealth and US$390

billion was produced capital.

" The 2005-09 period is representative becauselitdes years of both exceptional high and low
international copper prices. The rents are defaethe total revenues of copper and by producssties
total cost of production including interest andaher capital costs.
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If we use as a benchmark an annual rate of retuonlg 6% for natural capital we obtain
that the total annual returns to natural wealtd$$34 billion or 23% of GDP Given

that the total annual copper rents amounted to W$#Ron this would mean that the
rents for the non-copper resource sectors woulduatrto US$13 billion. That is, non-
copper rents would equal slightly less than 9% BPG About 62% of the total resource
rents of the country are generated by the copmtoisand 38% by all the remaining
resource-based sectors including fisheries, forestm-copper mining, hydroelectric

power, and others sectors that rely heavily onradtesources.

The natural resources are a patrimony that beltmght Chileans and yet the government
has given rights of exploitation of such resourfcedree to large foreign and domestic
corporations. Given that the state has given alwayights to exploit natural resources
one may expect that the corporations that explmih sesources be required to pay a
royalty for them over and above the normal taxatidmat is, the resource rents should be
captured by the ultimate owner of the natural resesj the citizens of the country
through the state. Since these rents are retuomgiag to corporations that are allowed
to exploit them over and above the normal retuortbigir capital, taxing these rents in
principle would entail no economic distortions amould not discourage investments as
long as the firms are still allowed to obtain norm@above normal rates of return to their
investments. In practice, however, it is diffictdtascertain what the “normal” returns to
produced capital are, so it is often necessargtcdutious in setting levels of taxation

that would allow corporations to retain part of theource rents.

This is the understanding in most resource-ricraaded countries that have established
a variety of mechanism to get a significant parthefresource rents while still allowing
some margin to prevent that the returns to prodeegdal fall below a normal rate

which could, in turn, discourage investment andsealeadweight losses. Countries such

as Norway and Australia are able to share a mussitgr part of the resource rents than

8 A long term capital rate of return of 6% has ofteren used by economists in the context of climate
change (Nordhaus, 2007) The implicit rate of retornatural capital obtained by copper mines inehi
has been estimated at levels many times highera#a(Riesco, 2008).
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Chile. In fact, Australia uses especial taxes erémts of mining firms that imply an
effective net income tax equivalent to more thaicévihe rate paid in Chile by the very

same mining firms (Cenda, 2010).

Other countries combine especial exploration ampdo#ation rights with actual royalties
applied to sales values. As shown in Table 8 Norelayrges a 10% royalty on the total
value of sales in addition to significant explawatand exploration rights as well as a
10% surcharge on profits (Figueroa et.al. 1998).

This contrasts with the case of Chile, where coffipgis are assessed a modest 5%
surcharge on declared profits as the only inteshare part of the resource rehtsVith
this surcharge the effective corporate income & for copper firms reaches 18.5%
which is less than half of the rate that the Alstragovernment charges to some of the

same mining firms working in Chile.

Table 8. Natural Resources' Policies in Chile andudga

Norway Chile
Rights of Exploration _ very low
substantial | mining patent
Rights of Exploitation , very low
Substantial | mining patent
10% base,
Royalty over sales which goes up
with the price 0%
10% base,
Tax surcharge over profits which goes up
with the price 5%
Reserve to be exploited by the
state company half one third
State has quotas of production
depending on the demand? yes no

Source: Figueroa et.al. 1998

The Chilean government does not apply any royalgpecial tax surcharge to any of the

other natural resource rents despite that a vastanof land, water and other resource

° After the 2010 earthquake the tax surcharge hes inereased to about 8% of declared profits.
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rights have been arbitrarily allocated to selegdate firms for free and often in

perpetuity.

Chile is missing an opportunity to dramaticallyre@se tax revenues (or reduce the
rather exorbitant value-added tax currently at 18%o)ising taxes that generate no
deadweight losses. Taxing natural resource retiteely to generate financial resources
to increase investment in human capital and otbesta that would come to replace
resource income in the future as natural resowgeedepleted, and contribute to improve
social equity. Chile could increase tax revenugsiicantly even if it adopted a very
cautious approach by letting the resource firm®tain a significant part of the resource

rents.

Taxing part of the rents to natural resourcBevenue potential

Based on our estimate that natural resource remisitute about 23% of GDP, if the
government allowed resource firms to retain 75%hefrents instead of almost 100% as
occurs now, tax revenues would increase dramaticéllsurcharge equivalent to 25% of
the net rents could increase tax revenues by ak ami8.5% of GDP (some US$5
billion) or by almost 30% of the current total t@venues’ Using the average copper
price of 2005-09 as the “normal” reference pribe, net pre-tax earnings of private
copper firms are US$14 billion per annum. Thesadipaid taxes for US$2.6 billion per
year over this period meaning that US$11.4 bilibthe rents were untaxed. So a 25%

tax on the net rents would yield some US$3 billi@n annum in extra tax revenues.

With the new tax surcharge, private mining firmswabstill pay much less taxes as a
proportion of their revenues than CODELCO. In fédihe surcharge on private mines
were equivalent to the one applied to CODELCO iuld@amount to about US$8 billion
instead of US$3 billion. This should be a guarathe the tax proposed is not excessive
given that, notwithstanding the fact that produttosts of CODELCO are likely to be

9 This assumes that resource firms are alloweddaatehe tax surcharge from their net income orctvhi
the regular income tax is assessed and we havedextthe profits of CODELCO which already pays
much higher tax surcharges.
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much higher than those of private firms, the stat@oration has remained highly

prosperous.

As indicated earlier the non-copper resource segenerate rents equivalent to 9% of
GDP. However, parts of these rents are difficuliatoin part because some of them are
produced by small and often poor producers. Wenassbat only two thirds of these
rents (or about 6 % of GDP) can be realisticallyjscted to the tax surcharge. We
assume that the taxable resource sectors pay ¢nageveffective income tax rate of 6%
that applies to the country as a whole yieldingsebfor the tax surcharge equal to 5.6%
of GDP. Hence, a 25% royalty on these rents woidhiiy1.4% of GDP or US$2.1 billion

per year.

Thus, the total additional tax revenues yieldedabyng private copper and non-copper
rents would be above US$5 billion from about US$BIion per annum to US$35 billion
or more than 17%. All this can be achieved by giswell-designed mechanisms already

successfully implemented by developed countries.

An even more effective alternative mechanism ctealdo follow the Norwegian model
and simply set a 10% royalty on the sales of resoproducts. Since an overwhelming
portion of the sales of primary products are exgabthis could be achieved by a 10%
export tax on copper and other primary exports. 8erage annual exports of primary
products amounted to US$48 billion over the 2005%&%od of which CODELCO
exported about US$7 billion. Since the state comdready pays a higher tax rate the
export tax would apply only to the remaining prignaxports by private firms. Thus, for
our reference 2005-09 period, the 10% export rgyatiuld apply to US$41 billion of
primary exports and would have yielded about US#ibib in extra tax revenues. In
addition, a similar 10% royalty on the value of destic sales for resource corporations
such as electric utilities and others that produedly for the domestic markets may
complement the above revenues to yield extra taamaes similar to those generated by

the profit tax surcharges discussed earlier.
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Far from reducing inequality taxes make Chile maenequal.

The after-tax income distribution in Chile is mameequal than the pre-tax one. This sets
Chile apart from most OECD countries and even fseweral middle income Latin
American countries. In fact, in most countriesia OECD the after-tax income gini
coefficient is up to 15% lower than the pre-taxi gimefficient (Figure 3). By contrast, in
Chile the opposite happens; the after-tax incomeigjihigher than the pre-tax one
(Gomes-Sabaini, 2010). In several countries inn_LAtnerica taxes do make a
contribution to reduce social inequality. In Argeatand Uruguay, for example, the
after-tax income gini coefficient is significantlywer than the pre-tax one while in
Mexico and Colombia is neutral. Among the largertadas in Latin America only in

Brazil and Chile the after-tax income distributisrworse than the pre-tax one (Gomez-
Sabaini, 2010). Of course the fact that taxeshiteGexacerbate inequality should not be
a surprise in view of the previous analyses whiahelshown the massive pro-rich biases

of the tax system.

Figure 3. Gini coefficients before and after taxe®ECD countries
0,50 T

0,48 +

O«®

0,46 +

0,44 + © j

0,42 +

0,40 +

Oe—0
O e—
Oe——@
o—>"

0,38

<

0,36

0,34 +
@ GINI before taxes & GINI after taxes

<
OO

0,32 +

0,30 ! | | | | | ‘ f ‘
UK Finland  Denmark Italy Spain Belgium EU 15 Sweden Germany  Netherlands

Source: Gomez-Sabaini 2010

29



The tax structure causes unnecessary efficiensg$os

Most taxes cause some deadweight losses and Cliaike&ystem is no exception.
However, as shown earlier Chile has missed the rypity of reducing efficiency losses
significantly by failing to tax natural resourcente. More generally, a key problem with
the tax system is its highly unbalanced nature.t@kesystem tends to rely on extremes:
it is highly dependent on absurdly high value-ad@e@s while it applies very low

effective rates to corporations and exempts cagitais almost completely.

Value-added taxes have often been advocated asiéetf presuming that they would
cause fewer distortions than income and profitsak®wever, in highly unequal
countries such as Chile a large portion of the faimn faces severe liquidity constraints
as a consequence of their low incomes and of tistesce of credit market
imperfections:? Liquidity constraints become a binding factor limg investments by

the poor and the middle classes (say the bottom &08sen 90% of the population) in
both physical and especially human capital, despdethose investments may have high
rates of return. This creates under investmentimdn capital and consequently
efficiency losses which a tax system based onewtliaxes will only make worse by
reducing the disposable income of already liquiddpstrained households. Forcing
those that are most affected by liquidity constsa(ne., the poor and most middle
groups) to pay value-added taxes as high as 19%rdgrworsen such constraints further
impairing their capacity to self-finance sociallypftable investments and thus

exacerbating economic inefficiency.

1t is as if those that designed the tax systendenly forgot a maximum of marginal economic analysi
that corner solutions are rarely optimal due toitleeeasing marginal costs that each tax may cause.

2 |n fact, recent empirical literature has showrt tiradit market failure and liquidity constraintea
pervasive affecting a large portion of househatdsadth poor countries (Haque and Montiel, 1989) and
even in rich ones (Attanasio et. al., 2008; Graaq7; Jappelli, 1990).

B The vaT triggers an income and a substitution effetfact, the exorbitant 19% value-added tax may
reduce the disposable income of the poor and middiEeme classes by at least 10% (Engel et al., 1999
substitution effect in favor of savings or investinarises from the fact that the VAT tax targetsstiyo
consumption expenditures. The literature has shbanthe most important determinant of savings is
disposable income. The income effect is likely donéhate the substitution effect especially in ategn
where credit markets are mostly inaccessible todad middle income households.
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Value-added taxes are often justified by appedbnitpe most naive textbook models of
perfect markets. Value-added taxes in the moréstEasecond best scenario where taxes
coexist with capital market imperfections also eadsadweight losses. These
deadweight losses may be larger than those caysegliovalent income, profit or capital
gain taxes that exempt middle and low income growpsch are the ones most likely to
be affected by liquidity constraints. The implicatithen is that a tax system that strives
to minimize deadweight losses should strike a beti&ance between income, profit,
rents, capital gains, and value-added taxes insteaalying on the latter for almost two

thirds of the tax collections as in the case ofl€hi

IV. Public spending has contributed to reduce poveytbut not inequality

The share of total public spending in GDP has lweasistently below 22% over the
twenty years of Concertacién governments (TabldBis is one of the lowest spending
ratios among the middle income countries in Latmekica and among the OECD
countries. This of course is a result of the vexy tax revenues prevailing in Chile
during the period. While the total volume of puldending in Chile has been low, the
vast majority of this spending has targeted saoigkenditures. In fact, about 66% of total
government expenditures have consisted in socf@reditures. Moreover, about 75% of
all government expenditures have been directedheresocial goods or pure public

goods including public order and safety, and iriftagure.

Table 9. Government Expenditure by Function 12839 (% of GDP)

1987-1989| 1990-1997 1998-2005 2006-2009
overnment and Public 3.0 2.0 1.4 1.2
Defense and Economic Affairs 5.7 4.3 4.2 4.3
Public Order and Safety 1.0 1.0 1.3 14
Social Expenditure * 14.5 12.7 14.4 13.8
Total 24.2 20.0 21.3 20.7

*Includes expenditures on education, health, h@yssocial protection, recreation and culture and
environmental protection.
Source: DIPRES (2011) and own elaboration
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Thus, the spending composition policies of the @atacion governments have
emphasized the provision of goods that are compleangwith private spending rather
than substitute. As Lopez and Galinato (2007) &lnavn this is precisely the role of
government spending; to mitigate the effects ofkatfailure or imperfections that lead
the private sector to under invest in social gdausduding education, health and
welfare), R&D, the environment and in pure publoods by directing most government

spending towards those areas.

While spending in R&D and environmental protecth@s been extremely low, at least
the emphasis on social spending has been remarKdtideemphasis in spending on
social goods together with the relatively rapidgpateconomic growth during most of
the period has been important in halving the r&te@asured poverty. However, still
more than 15% of the population is below the pgvine and about 4% is considered
under the extreme poverty line. More importantlynach larger fraction of the
population is above the poverty line but still Higlulnerable, just slightly above the

(very low) official poverty line (Lopez and Mille008).

Thus, the proportion of expenditures in social good total government expenditures in
Chile is much higher than that in most other L&tmerican countries. According to the
World Bank only in Uruguay this fraction is hightéan in Chile. For Latin America as a
whole, this share is about 48% well below that@¥Gn Chile.

However, this picture radically changes when wesater social expenditures as a
fraction of GDP instead of as a fraction of totaVgrnment expenditures. Table 10
compares social spending as a share of GDP bet@lag&nand countries of similar
levels of development in Latin America, and therage spending in Latin America as a
whole as well as the average for OECD countrieshfemperiod 2005-07. Total social
spending in Chile at less than 12.4% of GDP wasvbé¢he average for Latin America
(14%) and well below levels prevailing in countreagch as Argentina (21.5%), Brazil
(23.7%) and Uruguay (20.7%). It was also much lotlvan the average for OECD
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countries:* The discordance between social spending as sbresl public spending
and as shares of GDP is of course the result datttehat Chile’s total government
expenditures as a proportion of GDP are much |dkasamn most other countries of similar

levels of development.

Table 10. Comparing Social Public Expenditures asf @DP (2005-2007)

Total | Education| Health

Argentina 21.5 5.1 4.8
Brazil 23.7 4.9 45
Chile 12.4 3.3 2.8
Mexico 10.9 3.9 2.7
Uruguay 20.7 3.7 3.6

Latin

America 14.0 4.6 3.1
OECD 19.5 4.6 5.8

Source: OECD online dataset and CEPALSTAT onlintaskt

Table 10 also shows that the government expenditareducation and health as a
percentage of GDP are well below the levels prengiin most middle and high income
countries in the world. The Chilean government spaty 3.3% of GDP in education
well below the 4.6% spent by OECD countries andhrass than countries at similar
levels of development in Latin America includinggéntina (5.1%), Brazil (4.9%),
Mexico (3.7%) and Uruguay (3.7%).

The gulf between Chile’s public expenditures inltlreand comparable countries is even
deeper than that of education. Public spendingaith was only 2.8% of GDP in Chile,
while the OECD average was more than twice thadllav5.8%. Moreover, Chile was
well below the average level of public health spegdn Latin America which was 3.1%
of GDP, and also below all comparable countridsatin America with the exception of

Mexico.

4 However, apart from Mexico there are other coestin OECD such as Turkey that spend even a smaller
fraction of GDP on social services.
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V. The Consequences

As shown in the previous section, government spenidi education and health has been
very low when compared to countries of similar lewe development. Moreover, the
fact that Chile is much more unequal than mostratiiddle income and developed
countries implies that a much larger fraction sfgbpulation must rely on the state as the
only source of education, health care and otheakservices? That is, more unequal
countries of similar levels of per capita incomead& spend much more in the provision
of public education and health services than coesthat have a more egalitarian
income distribution where a higher fraction of gapulation has the financial means to
buy them from the private sector. Thus, the cagehile is double dramatic: not only it
spends less in public education and health serti@gscountries of comparable levels of
income but given that it is much more unequal tmast of the comparable countries it
has much greater needs than them.

Poor quality of education and health care

The low level of expenditures on public educatias been a factor explaining the poor
quality of public education on which more than 96fthe student population depends
directly. Despite the low government expenditurelealth the public system appears to
have provided relatively satisfactory serviceshmse able to enroll in it but, according to
a recent study by the Ministry of Health, more ti8fo of the population does not have
access to health care at all (Hoffmeister, 2010edent survey showed that among those
able to access public health care more than 70% satisfied with the service (OECD,
2011). However, this relatively high degree of&atition is not fully reflected in the
health outcomes: While Chile’s life expectancyuste high -almost as high as the
average for OECD countries- child mortality is ari¢he highest among the OECD

countries, only lower than the child mortality mf@evailing in Mexico and Turkey.

15 |n fact, more than 90% of the primary and secopdardent population in Chile is enrolled in public
schools despite that they provide a much inferi@lity of education than private schools (Missamil a
Solimano, 2010), more than 70% of the populatiostoge the public health system despite the ofteg |
waiting lists for many pathologies, and 10% of plopulation simply has no access to any health care
(Hoffmeister, 2010).
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Much debate exist in Chile about whether the reablem with public education and
health services is due to serious problems ofieffiy, management, and organization of
the public systems, or to simply insufficiency eSources. What is clear, however, is that
as seen in the previous section the resourceshig@overnment devotes to public
education and health care are extremely low aactidn of GDP (and even lower per
potential client of the public system) by companisath OECD and even other middle

income countries in Latin America.

While the government spends 3.4% of GDP in eduedlie private sector spends only
20% less (about 2.7% of GDP) despite that the gowent must serve a student
population that is 9 times larger than that encbifeprivate education (Departamento de
Estudios y Desarrollo, MINEDUC, 2006). The totaperditures per pupil in the public
primary and secondary education system are lessofi@a third of the expenditures per
pupil in the private sector (Marcel and Tokman,20@ccording to the same study, at
the tertiary level the gap between expenditurespetent in the public and private
universities is even larger. Expenditures per studethe public basic and secondary

education system are estimated at about US$1,200.

At such low levels of expenditures even if the lpusystem is efficient the quality of the
service cannot be good. Moreover, efficiency isindependent of the level of resources
available. You cannot have good managers if yonat@ay them well and provide good
working conditions. You cannot have a motivatedspenel if you cannot afford

spending in training, better working conditions aadforth.

Insufficient public spending on education and lrebds meant that Chile has continued
to suffer of low levels of human capital, a shoet@ad a variety of technical and scientific
skills, as well as uneven health care conditioim® [Bw level of public spending on
education and particularly the low level of spegdier pupil in the public system that
enrolls more than 90% of the student populatiaefiected in the poor performance of
Chilean students in international tests. Accordmg recent OECD comparison, Chile

ranked penultimate among all OECD countries inRIfA literacy scale tests in 2009,
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only above Mexico and below countries that haveeloper capita incomes such as
Turkey, Poland, Estonia, and others (OEC, 2011)eéeer, according to the same
study, while the average score by Chilean studemsoved dramatically between the
years 2000 and 2009, the inequality in scores (ured<y the difference between the

top and bottom deciles) increased the most amdi@EALD countries.

The dynamics of factor endowments and production

The poor quality of education for the vast majodfythe students implies that the
development of new productive skills as well asghecess of adaptation and creation of
new scientific and technological knowledge becomese difficult. On the other hand
the tax system which provides for low taxes on ocate profits and generous investment
allowances and tax exemptions provide large ingestio investments in physical
capital, especially for corporations that expla@tural resources as well as for other
traditional industries. The combination of insuiict expenditures in human capital and
generous tax policies that promote investment ysjgal capital has significant
implications for the evolution of factor endowmerfactor endowments become
increasingly more biased toward physical capital against human capital. That is, the

physical capital-to-human capital ratio of the emoy tends to become artificially high.

In a small open economy as Chile there is a deegtlation between the structure of
factor endowments and the patterns of specializatigproduction. Countries that fail to
develop human skills and to adopt new technologi¢se same rate as others are left
behind and must increasingly specialize in phystegital-intensive and/or unskilled-
intensive industries and, in the case of countraksin natural resources as Chile, in

natural resource-intensive industries as well.

In fact, certain technological and skill rankings#able place Chile quite low among
comparable countries. For example, an index deeeldyy Archibugi and Coco (2003)
using indicators such as patents, scientific &sictelecommunications, engineering
enrolments and others, ranked Chil& dinong 120 countries considered. Chile’s

positioning was below countries of comparable @rdplevels of per capita income such
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as Argentina, Belarus, Latvia, Cyprus, Slovenia atiers. Poor human capital has most
likely been one of the key constraints for the depment of new knowledge-intensive

sectors in the economy.

Increasing specialization in resource-intensive ahgsical capital-intensive sectors

The systematic biases of the tax system in favtihetraditional industries demonstrated
in the previous sections has meant that thesditadi industries have been able to enjoy
an unfair advantage over emerging sectors in éitigathe scarcely available qualified
human resources. The fact that environmentally @ind resource-dependent sectors do
not pay for environmental damages and for the aatasources that they extract and
given that they tend to capture most of the lasgebreaks available, has given these
sectors an unfair advantage that is reflectedemtarkets for the scarcest factors of
production, high skills. While traditional industs are resource and physical capital-
intensive they also use high skills, including stigs, engineers and highly qualified
operators. The artificial incentives that tradisbmdustries enjoy imply that the

marginal values of the high skilled people employethese industries is magnified
allowing the firms to pay higher wages than whémh high technology industries can

afford. This makes it more difficult for new knowlige-intensive sectors to emerge.

This same process is in part responsible for ttagdation of the development of the
most skill intensive of all sectors: The acadenmd acientific research institutions (the
knowledge-generating sectors) which produce newvledge using almost as their sole
input scientific and technological skills. This s@das faced not only the same general
shortage of highly trained personnel that the oégte economy has suffered, but also
has encountered serious difficulties in competinity waditional productive sectors to
retain the top scientists and engineers requiret@lop and disseminate new scientific
knowledge that ultimately lead to practical innowas. To make matters worse, the
public academic and research centers which arertee producing most of the scientific

learning and dissemination have been subjecteldrtmiz budgetary insufficiencies as
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part of the overall budgetary restrictions facedh®ypublic education systeth. These
conditions may explain the relatively poor rankim<hile in terms of development of
new scientific patents and publications as showmaanpus international comparisons
(Archibugi and Coco, 2003).

Thus, the traditional sectors are able to soak-agtmof the little supply of technological
and scientific skills available in the country leayboth the knowledge-intensive and
knowledge-generating sectors at a highly disadggaas position. This is one factor
that explains the highly unbalanced patterns oivgfiaf the Chilean economy that has
been translated in an over grown physical capitdlraatural resource-intensive sector

and underdeveloped knowledge-intensive and techgofdensive service sectors.

Unbalanced growth and economic development

The unbalanced structure of production forces tomemy to be ever more dependent on
resource extraction and environmental degradatiritysical capital accumulation in
these sectors is ultimately affected by diminishimarginal productivity as the scope for
economies of scale is smaller than in knowledgensive industries. Moreover, the
traditional sectors often cause negative inter-taapesource spillovers (to the extent
that a more intensive resource extraction leadsgource depletion affecting future

production) and negative environmental externalitie

On the other hand government fiscal policy hasrdmutied to smother the development
of knowledge-based and knowledge-generating sedimigke traditional resource and
environment-dependent sectors, these under devkkgmtors produce positive
spillovers on the rest of the economy and are afterracterized by increasing returns to
scale (Feldman, 1999; Fritsch and Franke, 2004t iBhthe country foregoes the
development of sectors that have the greatest paitéor productivity growth and to
induce innovation and that are often consideregthee engines of economic

6 A common complaint of academic administrators nl€is their inability to retain top scientists ich
after a few years in academic tend to migrate ttebpaying jobs in the private sector. Some sigenstay
in academic but spend a large part of their timeamsultants with the private sector leaving tharyv
little time to do real research.
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development. Of even greater consequence is therdexklopment of the knowledge-
generation sectors: this perpetuates the undergsopptientific and technological skills
and hence causes a vicious circle leading to a hubdievelopment that is ever more

dependent on traditional resource-intensive indesstr

VI. Final remarks
Fiscal policies that have prevailed over the lastadles have contributed to create
patterns of specialization that do not conduceutasned productivity-based growth over
the long run and instead lead to the underdevelapofehuman capital. The human
capital under development exacerbates inequalitydsn the very rich and everyone
else through both a direct effect associated witvel real wages as well as by inducing
patterns of specialization where income is origidah large part on natural resources

which are mostly concentrated in few hands.

Tax and expenditure policies have caused the krigelgeneration sectors (especially
public universities and research centers) to ldgraeas they not only face the general
scarcity of highly qualified skills that are vital their mission and budgetary
insufficiency, but also must face the competitioont the traditional productive sectors
that are able to attract most of the scarce supfgiygh skills. This retards productivity
growth over the long-run and reduces the futurg@lupf human capital which, in turn,
further limits the potential for development of kvledge-intensive productive and
research sectors. Thus, a vicious cycle that temgerpetuate both inequality and the
dependence of the economy on resource and physipahl-intensive industries with a
continuous disincentive to knowledge-intensive knowledge-generating sectors

emerges.

At the source of these shortcomings is the taxesysthich is insufficient, inefficient and
inequitable. Insufficient because it does not yehdugh revenues for the state to
promote human capital development and to face ppuea more comprehensive way;
inefficient because it is highly unbalanced causimast of the tax burden to be

concentrated in very few taxes while neglectingube of the least distortion-prone tax
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mechanisms available; inequitable because it fateesiddle and low income groups to
shoulder most of the tax burden while allowing sheer rich to get away paying one of

the lowest tax rates among middle income and acdhoountries.
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