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ABSTRACT

We show that the tax system in Chile is insuffitiemefficient and inequitable.
Insufficient because it does not yield enough reresnfor the state to promote human
capital development and to face poverty in a masewgrehensive way; inefficient
because it is highly unbalanced causing most ofakdurden 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 lovonme groups to shoulder most of the
tax burden while allowing the super rich to get wwaying one of the lowest tax rates
among middle income and advanced countries. Theetpence of the combined effect
of the two sides of this fiscal policytaxation and public expenditureds to artificially
increase the capital intensity of the economy, éepdn its dependency on natural
resource based and environmentally dirty industtiehandicap the creation of human
capital and to delay the evolution towards a knogéebased economy. Fiscal policy has
thus negatively affected the long run growth pagnbf the economy and has
contributed to perpetuate a highly unequal distidou of wealth and to exacerbate
environmental and natural resource degradation.

! Research assistance for this paper was providédrparo Palacios, a graduate student at the Untyersi
of Maryland, and Pablo Gutiérrez and Alexis Salageaduate students at the University of Chile.
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Fiscal policy in Chile: Hindering sustainable devedpment
by favoring myopic growth

l. INTRODUCTION

Two salient features have characterized the ecandewelopment of Chile during the
1990-2009 period of “Concertaciénjovernments: First, economic growth has been
highly unbalanced favoring the rapid growth of ttadal natural resource and
environment-degrading industries to the detrimehkmowledge and human capital-
intensive sectors. Second, while poverty has dedliover the period, inequality in the
distribution of income and wealth has remained agnitve highest in the worfdl. Even
more, by some measures the degree of inequalitybaarently increased over the last
two decades.

The central hypothesis of this paper is that fispalicy has been in part
responsible for the slow progress of the Chileeaonemy towards diversifying into
knowledge-intensive and environmentally cleaneusgtdes and towards social justice.
Instead the economy continues to be greatly deprate primary and dirty industries.
We show that tax policies have not only failed tovide the fiscal resources needed for
promoting human capital expansion and to financeenedfective anti-poverty and pro-
distribution programs, but have instead directlgatbated inequality. Tax policies have
also magnify the physical capital intensity of #@nomy by artificially sustaining the
marginal productivity of capital through large daptax expenditures and allowing high
levels of income tax evasion. Another mechanismewlancing the productivity of
physical capital and supporting investments hashbide ever more generous and
arbitrary give away of a huge amount of natural amyironmental resources (in
principle belonging to all Chileans) to a few larg@porate interests. Finally the almost
negligible taxes on the rents produced by natuapltal have restricted the scope to

increase fiscal revenues. This has also reducethtieatives to increase human capital

2 The ‘Concertacion por la democracia’, popularlpkm in Chile as ‘la Concertacion’, is the coalitioh
left-center political parties that governed Chilenfi March 1990 to March 2011.
3 Chile’s income distribution is the 19th worse dizition in the world (UNDP 2009).
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and, on the other hand, has deteriorated the egpsdong run growth by impeding the
growth of total factor productivity due to insufiénit human capital.

The emphasis of fiscal expenditures on the pronisibpublic and social goods
including health, education and social programs, leen exemplary compared to many
other countries that instead devote a large fractibthe government expenditures to
wasteful subsidies, often targeted to satisfy tdi#ying demands of the rich. However,
the key problem in Chile has been the reduced sebpech spending due, in turn, to the
incapacity of the tax system to generate enougbalfisevenue$. This has made
government expenditures largely impotent to prontdecisive expansion of human
capital among the vast majority of the populationl &0 reduce inequality. This is the
expenditure-side that closes the vicious circleegated by the perverse fiscal (tax and
expenditure) policy. In fact, the low levels of haimcapital formation due to insufficient
fiscal expenditures on human capital, together #ithtax incentives to invest in physical
capital have, on the one hand, increase the natsalirce and environmental intensity
of the economy by expanding investment in the ingdgt low human capital intensive
natural resource based and dirty industries oettemomy (mining, fishing, aquaculture,
forestry, agriculture, hydropower, pulp and papc.); and, on the other hand, have
maintained if not deepened the inability of the |€m economy to evolve towards a

more human capital intensive knowledge-based aaher economy.

I.1.  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 reresnfor the state to promote human
capital development and to face poverty in a masewgrehensive way; inefficient
becausepn the one hand, it is highly unbalanced causingtmbthe tax burden to be

concentrated in few distorting (pro-physical cabdnd pro-natural resource based and

* In recent years international copper and otherrodity prices have been unusually high and, intgrea
part thanks to the jump of revenues from the stafger enterprise, the government has experiersecgd |
fiscal surpluses that were mostly saved rather gpmmt. The existence of unspent revenues duriegeth
years does not, however, mean that government ditpegs are not constrained by tax revenues. The
government rightly chose to save most of the eséspurces under the understanding that they do not
correspond to permanent or normal revenues.
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dirty industries) taxes while neglecting the use tbé least distortion-prone tax
mechanisms available and, on the other hand,ificaally fosters capital intensification
of the economy; inequitable because it forces thddi®m and low income groups to
shoulder most of the tax burden while allowing siper rich to get away paying one of
the lowest tax rates among middle income and acdhoountries.

At about 20% of GDP, Chile’s tax revenue/GDP raione of the lowest among
middle and high income countries. The great rekBamf tax revenues on mostly
regressive indirect taxes reaching more than 66%8l ¢&x revenues is the highest among
middle income and OECD countries. Tax expenditordsopholes- which in Chile also
happen to be extremely regressive- at 4% of GDRvareh higher than in most middle
income countries in Latin America with the exceptiaf Mexico® In addition, while the
evasion rate of the value-added tax (VAT) is amtieglowest in the world, the income
tax evasion rate, estimated at about 50%, is vigty ¢iven Chile’s level of development.
Finally, natural resource rentsvhich in a country as dependent on the extraction o
natural resources as Chile comprise a very largeestf GDP are mostly untaxed.The
large number of industries that intensively useemtract natural resources (mining,
aquaculture, fisheries, hydroelectric, and foresttgmong others) and/or are
environmentally dirty (pulp and paper, chemicalgek and many others) are mostly
exempt from paying royalties and/or environmerdaks, respectively, and tend to derive

the largest benefits out of existing tax loopholes.

I.2.  What are the economic consequences of Chida&’'system?

Here is a summary of the key mechanisms by whiehtdlx system affects equity and

economic efficiency.

® According to the UNDP’s 2007 ranking, Chile’s imee distribution is more unequal than other middle
income OECD countries such as Mexico in terms dhb@ini coefficient —in which Chile exhibits the
19th worse distribution in the world and Mexico tB@th - and the ratio between the richest 10% and the
poorest 10% of the distributior in which Chile is in the 21th place and Mexicdtie 29th place.

°One of the few exceptions is a small tax surchangeprofits of copper mining (the ‘specific tax on
mining’ or IEM), often called “royalty”) establiskdn 2005.
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1. The low tax revenues deprive the government@®financial resources needed
to spend more on education, provision of techrskdls, health care, and social security.
This has restricted investments in human capitabrgnthe vast majority of the
population that depends on the state to accesagoli@nd health care, has restricted the
scope of aid to the poor and the lower middle ine@hasses, has forced ordinary citizens
to either spend an enormous share of their incomeducation and health care in the
private sector or to accept the substandard lefellsese services provided by the state.
The low volume of fiscal spending in these areas haen a factor causing the
perpetuation of low skills and poor human capitatre labor force that, in turn, has
become a binding constraint to the expansion dieskintensive activities other than the
traditional resource-extractive ones. At the saime the under development of human
capital has contributed to restrict the income dhowf the poor and middle income
classes.

2. The tax system is almost single-mindedly dirg@¢teprovide large incentives
to investments in physical capital, particularly foe most traditional resource-dependent
and environmentally dirty industries. This is asiei@ by policies that allow for
accelerated depreciation of capital for tax purppaemyriad of tax deductions for
investments, and other generous tax breaks foocatipns. Moreover, physical capital
investment has remained attractive in low humartakiptensive natural resource based
and dirty sectors thanks to the large rents acgrgrcapital due to the country’s gracious
cession of economic rents to the capitalists, natior foreigner, investing in these
sectors.

In addition, the so-called tax expenditures (letgal loopholes) confer especial
privileges to powerful established economic intey¢isat take advantage of most of such
tax expenditures and investment incentives allowiregn to evade paying taxes for the
large economic rents generated from natural resoaxploitation and environmental
degradation. Moreover, the tax system has yahanavay to benefit the rich: It allows

very large income tax evasion rates to the wedtlgeople of the country.

'As Cobham (2005) has put it, domestic revenue rizatibn is key to sustainable development finance —
only self-sufficiency will allow the development &dlly-functioning states with flourishing systeno$
political representation and economies reflectingjeties’ expressed preferences in regard to,¥amele,
inequality.



Fiscal policy in Chile: Hindering sustainable despiment.../ R. E. Lopez and E. Figueroa B.

The resulting light corporate tax and low incom& tavenues require to be
compensated by a high tax burden on indirect copiom taxes, especially the value-
added tax (VAT), which means that a high portionthe# tax burden is shouldered by
middle and low income groups. We show below thghhialue-added taxes are likely to
be not only regressive but also to cause signifiad@adweight losses due to the
inefficiencies arising from the fact that the higiAT reduces the disposable income of
the low and middle income classes that face liquidonstraints. This restricts even
further their ability to invest in human capitaldmther assets and middle class
households have indebted themselves highly by bawiraccept credit often provided at
usury rates.

3. The lack of royalties for the use of naturaloteses and the lack of
environmental taxes targeting the most environmesheégrading activities prevent the
government from raising tax revenues using instnimdhat are possibly the least
distortion-prone of the available tax mechanisméisTnot only attempts against
economic efficiency but also constitutes a massiydicit transfer of wealth from the
average citizen who is in reality the ultimate owié the country’s natural resource
patrimony and pays most of the costs of environaigullution (health and otherwise),
to the rich and powerful economic groups that gmteas to the exploitation of vast
natural resources and the environment for free.eldhegr, this keeps returns to physical
capital in natural resource and environment intengndustries artificially high relative
to human capital which implies a negative incentteeinvesting in human capital,
perpetuating both low returns to human capital lsigt inequality.

In terms of the economy’s structure, the fact ghiaducers using natural resources
and the environment are not required to pay fa itnportant factor of production entails
an implicit discrimination against sectors that aret resource-dependent and are
environmentally clean such as high tech, knowldolgged and human capital-intensive
activities which have to pay market prices forta#ir inputs. Effectively, these policies
amount to counter-sustainable policies; far fromnglating emerging new activities that
may possibly have important spillovers such as hagth ones, these policies instead

artificially raise the relative (“comparative”) amwtages of traditional industries that



English version R. E. Lopez & E. Figueroa B. OCT®eBY, 2011

often have few positive externalities or spillovarsl many negative externalities. Thus,
the persistent refusal to tax natural resourcesrentl polluters is another mechanism that
not only contributes to perpetuating inequality blgo to reducing economic efficiency

and sustainability.

[.3.  Faustian economics: welcoming myopic growthtla expense of long run

sustainability

These fiscal policies, with such inbuilt distortooland strong incentives to make the
economy more capital intensive and inequitable, foater growth over the short run but
they are not consistent with sustained long rumenuoc growth. Fiscal policies like

those implemented over the last two decades mag base of ‘Faustian economics’,
where short run output growth is in part achievédha cost of a stagnating human
capital, ever souring social conditions caused byreene inequality that reduce

solidarity, promotes crime and foment discontent] ¢he continued destruction of the

natural capital and the environment.

I.4.  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 11l we discuss evidence that suigpibie characteristics of the tax system
mentioned in I.1. above. In Section IV we link fieeal policies of the Concertacion
governments to the persistence of social inequalityover dependence of the economy
on primary goods as introduced in 1.2. above. Fnal Sections V, we discuss the
implications of fiscal policy for the long term patns of economic development

advanced in section 1.3. above. Section VI condfide

8n the following sections we rely quite heavily orternational comparisons in order to assess Ghile’
fiscal policies. To make these comparisons rigomesconsistently use to the extent possible theesam
higher income countries in Latin America as wellGECD countries in all our analyses. We use the fou
richest countries in Latin America (Argentina, BtaMexico and Uruguay) because Chile’s income is
clearly among the top 5 economies in Latin Amenwgar the whole period of analysis. At times we also
use poorer Latin American countries to emphasieeféiet that in certain respects Chile’s indicatars
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Il. 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, evere mmoportantly, it is likely to have

increased a great deal over the last two decades.

II.1. Unbalanced growth: continued reliance on itradal resource-intensive
industries

An indicator of the lack of balance of the Chilemsonomy and its excessive dependence
on resource-intensive and raw material sectorsvisngoy 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% throughmst of the last two decades
(Table 1). This is, according to the World Bankeaof the lowest shares among the
richer economies of Latin America. The averageesloéthe service sector in GDP over
the 2005-2009 period reached 66% in Brazil, 57%\igentina, 61% in Mexico, and
over 63% in Costa Rica compared to slightly less1t62% in Chile. Among the larger
Latin American countries, Chile’s share of the gmrvwsector ranks among the bottom
three, only slightly above Bolivia’s. Thus, evesource-rich countries at similar stages
of development as Chile, such as Argentina andiBfaave a much greater participation
of services in the economy. Chile has an undetdped service sector and
concomitantly an over-grown resource-based indalstéctor and primary sectors.

Even more important, the participation of the pmynsectors (agriculture, fishing,
forestry and mining) in GDP has been above 20%ver\yeyear over the last decade
regardless of the sharp variations of the worldcqwi of raw materials. Even the

manufacturing sector is comprised mostly of aggsgitsuch as food processing, leather,

closer to those of lower income countries tharh® dther four middle income Latin American courdrie
In addition we use the poorer OECD countries aspavators because Chile is a member of OECD. An
exception is in the analysis of royalties where eomsider advanced resource-rich countries such as
Australia and Norway not so much as comparatorabexamples of policies that Chile could implement
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wood processing, pulp and paper, and mineral rejithhat are mainly based on the most
basic elaboration of raw materials. The particgatof electronics, computers, robotics,
nanotechnologies, gene-based technologies, infamatchnology and other more
knowledge-based and technologically sophisticatetd/ibes is practically negligible.
Examining the evolution over the years reveals tihete are no clear indications of even

a gradual reduction of the degree of dependentieeadconomy on primary sectors.

Table 1
Latin America Service Sector as % of GDP; 1985-2009
Country 1985-1989 | 1990-1994 | 1995-1999 | 2000-2004 | 2005-2009

Argentina 52,5 62,2 66,1 60,3 57,3
Costa Rica 55,3 56,8 56,9 61,4 63,2
Brazil 45,2 52,8 68,2 65,6 66,5
Mexico 56,9 65,5 66,1 66,2 60,9
AVERAGE 52,5 59,3 64,3 63,4 62,0
Chile 51,8 52,4 55,2 55,9 51,7
Bolivia 47,6 50,2 53 55,1 51,3
Colombia 45,4 48,5 56 60,8 58,2
Dominican Republid 61,7 52,8 54,2 58,6 61,2
Ecuador 58,4
Guatemala 54,2 55 56,3 56 58,1
Peru 57,4 62,7 60,9 61,4 57,1
\Venezuela, RB 41,7 41,2 48,7 45,2 38,2
AVERAGE 51,3 51,7 54,9 56,2 54,6

Source: WDI, World Bank

Table 2 shows the evolution of another indicatothefextreme dependence of the
economy on primary sectors. The average annuak shiaexports of primary goods
(agriculture raw materials, food, fuels, ores andarals) in total GDP stood at 32% in
the 2005-2009 period, much higher than in any offrtevious five-year period since
1985. It was the highest among the Latin Americemnemies and it is more than four

times the average value for Latin America and tlaeillbean. Part of the period 2005-
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2009 saw very high international commodity prices &ven in 2000-2004, a period of
relatively low commodity prices, the reliance onnpary exports was not any different

from the last pre-Concertacion five-year period83-89).

Table 2

Percentage of Exports of Primary SectimnsGDP
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

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

Also, the gap between the reliance on primary espoetween Chile and the rest
of Latin America has tended to increase rather ttenrease over time despite that Chile
grew faster than the rest of the Region. As casdsn in Table 2, the ratio of primary
exports to GDP in Chile relative to that of LatimArica as a whole was 2.6 (23.8/8.8) in
1985-1989 and increased to 3.6 (32/8.9) in theope#005-2009. Moreover, this gap
ratio has been above 2.9 in every five-year pesinde 1990.

Chile’s share of exports of primary goods in td&&)P was also well above the
shares of OECD and other similar developing coestend developed countries, in the
2005-2009 period (Figure 1).

10
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Figure 1
Share of Exports of Primary Goods in Total GDP; adfedincome
and developed countries; 1995-1989 to 2005-2009
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[I.2.  On the level of Inequality

Using household survey data (CASEN) for the yead320.6pez and Miller (2007)
concluded that, after 13 years of Concertacion gowents, inequality in Chile was then
as deep as in the last years of the military dicthtip and that most of the inequality
occurred between the richest 10% of the houselaitdseveryone else. Table 3 shows
that six years later nothing has changed. In 2@08, household survey shows that
inequality between the richest 10% and the resh@fhouseholds remains as large as in

2003 although some progress was made in terms chfciregy poverty. The Gini

° But even in this latter aspect progress was unefewerty 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% witpeaesto 2006 despite that the between-years were
quite prosperous, with growth rates of 4.6% in 2@0d 3.7% in 2008. This large sensitivity of poyert
levels to even short run economic slowdowns illtsts the inadequacy of using poverty measuregdthat
not account for the vulnerability of the “non-popthat is for the massive clustering of househaids
income levels that are often very near the “povinty’.

11
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coefficient in 2009 showed some modest improvemett respect to 2003 from 0.57 to
0.55. But the inequality between the top 10% arel rést of the households did not
change as shown by the 10/40 ratio which at 3.4ne@d unchanged.

Table 3
Evolution of Poverty and Inequality Measured by EABhousehold 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 CASEN Surveys

Surely, the largest, by far, source of inequaléynains to be the incomes at the
top of the distribution. In fact, the inequality ang the bottom 90% of the households is
rather small. Solimano and Torche (2008) estima®na of 0.38 for the bottom 90% of
the population, which reflects a relatively egaléda distribution. Moreover, as is well
known, household surveys greatly under estimatértieeincomes of the rich as they are
simply not represented in most surveys (Aguiar Biig, 2009; Attanasio and Szekely
1999). What this means is that the real gap betwsenichest 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 indamelata also tends to under estimate
the income of the rich due to tax evasion amongratbasons (Brandolini and Smeeding,
2008). Unfortunately, there are no studies of diigtron using income tax data in Chile.

Sanhueza and Mayer (2009) provide estimates ofskizge of the top 1% of
households based on a large survey for Santiagohwias been conducted over several

decades using a consistent methodology. They répatrthe share of the top 1% of the

12
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households over the 2005-2008 period was 9.6%. &stimate is obviously downwardly
biased as shown by comparing it with estimatesrfany developed countries (including
some that are regarded as highly egalitarian ssdBeamany and Canada) which yield
much higher shares (Atkinson at. al., 2010).

To obtain a more accurate estimation of the incehage accruing to the richest
1% of Chile, we use here the wealth estimatedq@fsuper rich published annually by
Forbes and calculate the annual income of a smalhiportant fraction of the wealthiest
households that are not represented in the housesioVeys. Following a methodology
detailed in Appendix 1, we estimate the long runuah income of the 5 Chilean super
rich (the “Big Five”) appearing in the Forbes’stlef billionaires in 2010 or at least in
one year over the 2002-2010 period. Using thisri&dgion, we correct the existing
estimates for the share of the richest 1% of thety, now including the Big Five

The estimated income of the Big Five was equal .i®6o0of the average total
annual GNP of the country for the 2002-2010 perimd9% of the average annual
household income as measured by the householdysyraed, to 8.3% of the average
total household income (total household income ntegoby CASEN augmented by the
estimated income of the Big Five). The result iatks that 17% of the total household
income of the country accrues to the 1% of theestIChileans including the Big Five.
This places Chile second among all the 22 counfieeswhich this share has been
measured using income tax data, only slightly betbesr USA where the share of the
richest 1% has been estimated at 17.6% (Atkinsah,e2009). Even these new estimates
for Chile are likely to be lower bound values fbetreasons explained in Appendix 1
below.

In fact, recent data on tax returns provided byGhéde’s tax office (Servicio de
Impuestos Internos, Sll) to the authors show thatshare of the top 1% of the returns in
the total income averaged about 19% over the pe?@d5-2010 (personal official

communication by Mr. Julio Pereira, Sll Directorr@eal, August 23rd, 2011). Even the

19 One can estimate the true Gini coefficient usinpranulae derived by Alvaredo (2011) for the case
when an infinitesimal number of individuals ownieite share of total income. He shows that in tiase

the true Gini isG = (1-S)G + S, whereG ' is the measured Gini excluding the super rich &id the

income share of the super rich. Using the housebaldey measured GiniG" =0.55, and the above
estimated share of the Big Fiv&§=0.09, we obtain that the true Gini is about 0.59.

13
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Sl data is likely to underestimate the true shafréhe richest 1% because most capital
gains are not taxable and hence are not reportedth@ extent that the rich get a

disproportional share of the capital gains, thiy mwause a significant underestimation of
the true share. In summary, income distributiorCimle is much more concentrated

among the top incomes than what conventional meadoased on households surveys
have suggested.

I1.3. Has Inequality worsened during the last tiezades?

So far we have provided more realistic lower-bouorghsures of the levels of inequality.
Another question is whether inequality increase@rothe Concertacion government
periods. One way of checking whether distributices tworsened over the last two
decades is to check whether or not the gap betthesverageand themedianper capita
household income has been increasing. The estiraithe median per capita household
income from the household surveys are likely t@lgmod estimate of the true one given
that the number of super rich households that actuéed from these surveys is very
small. However, the measures of the average pdtacagome from the household
surveys are greatly underestimated due to thetlattthe few very rich individuals not
included in the surveys comprise a large proportibtine total income. We thus compare
the median household per capita income measurdgigurveys with per capita GDP of
the country.

Using the estimates of the rate of growth of thediare household per capita income
provided by the income distribution project of OEEP008) it follows that Chile is
clearly among those countries where per capita GB$ grown faster than per capita
household income. In fact, over the last two desdHere is no other OECD country that
has exhibited a bigger gap between the two meadurésct, according to OECD (2011),
the annual rate of growth of the median househ@gasable income (which includes
transfers to households) in Chile over the last ®oades was 2.4%, much lower than
the 4.2% annual growth rate of per capita GDP. Taige gap is one very succinct
indicator of the inequality of economic growth mogérely of income levels. It means that
an increasing share of the output produced in thmtcy is being appropriated by either
foreign investors or by the rich end of the doneestcome distribution that is generally
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excluded from the household survéyghis is an indirect indicator showing that income
has become more concentrated in the super richevime®me is not reflected in the
household surveys and in foreign investors thaehaeen able to capture an increasing

share of the domestic output.

[ll. TAX POLICIES AND THE ELITES

I11.1. Low tax revenues

Chile has the lowest tax revenue per dollar of Gib#ng all OECD countries. In 2006
the total tax receipts in Chile amounted to 20%bfP compared to an average of 36.3%
for all OECD countries (Figure 2). As shown in Higw, even within Latin America,
Chile’s tax revenues as a proportion of GDP aretmawer than that of the other most
developed countries in the region, including Br&24%), Argentina (27%) and Uruguay
(25%)*? A recent survey by ECLAC (2009-2010) finds tidtile is well below the
international tax revenue norm given its per capiteome. These low levels of tax
revenues impose a tight binding constraint on ttepes of public expenditures which

have generally been quite effective in reducinggptyv(Lopez and Miller, 2008).

M The fact that net national income per capita hss iacreased faster than the median householdriaco
is consistent with the idea that the distributicas mot only become proportionally more biased tdwar
foreign investors but also more biased toward itteest domestic households.

2according to the last PNUD’s Human Development Repd 2010, in the world Human Development
Index ranking Chile, Argentina, Uruguay and Bramié ranked in places 45, 46, 52 and 72, respegtivel
and their 2008 per capita incomes were USD (PPRBDD0 8,236, 9,654 and 8,205, respectively. .
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Figure 2
International Comparisons of the Tax Burden in 2006
(% of GDP)
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Source: Gomez and Martner (2010).

By the early 1990s most countries in Latin Ameifio@lemented tax reforms directed to
increase tax revenues to finance new social pragramvhile Chile did manage to
increase tax revenues as well, its efforts in tégpect were much more timorous than in
most other countries in the Region. In fact, thelewon of tax revenues in Chile over the
1990-2006 period shows an increase of 19,4%, fr6r8% of GDP in 1990 to 19.7% in
2006 which was well below the average increasdhferRegion. As Table 5 shows, the
Chile’s 19.4% increase in tax revenues over théeoget990-2006 was well below the
49.3% average increase exhibited for the otheratBlAmerican countries in the period.
Thus, Chile has been one of the most conservativatdges in terms of reforming its tax
system to allow for greater tax revenues, occupthiegl5th place, among 19 countries in
terms of tax burden increases for the 1990-200©@pé¢see Table 4).

16



English version R. E. Lopez & E. Figueroa B. OCT®eBY, 2011

Table 4
Tax Revenues of the Central Government in Latin Acaa Countries

1990 | 2006 | Chamse
1990-2006

U5 of DP | %0 of DP i
1|Bolivia 8.2 2871 2134
2(Venezaula 44 12,6 186.4
J{Micaragua 9 21,3 136,7
4{Colombia 10.9 207 89.9
5|Dominican Republic 8.2 141 72.0
G|Argenting @ 16.1 274 70,2
T|El Salvador 8.9 15 63,5
8|Guatemala 7.6 12.1 592
9(Paraguay 8.9 13,5 81,7
10{Peru 11.6 16.4 414
11|Ecuador 10,1 14,2 40.6
12(Brasil 26.4 342 295
13|Costa Rica™ 16.9 214 26.6
14|Honduras & 16.3 19.3 261
15|Chile ™ 16,5 19,7 19,4
16|Uruguay 224 256 14,3
17|Panama 14,7 15,9 8.2
18[Haiti 7.3 7.4 1.4
19(Mexico 12,6 11 127
Simple Average with Chile 124 18,3 472
Simple Average without Chile 12,2 18,2 493

(1} Taxe revenues corresponds to the general government
(2} Data cormresponding to 2003
Source: Gomez and Martner (2010).

[l1.2.  High reliance on indirect taxes

The tax structure of Chile continues to be hearglyant on indirect taxes while income
taxes provide a much smaller fraction of all revenand constitute a very low proportion
of GDP. In 2006 almost 60% of the total tax revenwere originated in indirect taxes
(Jorrat, 2009). As can be seen in Figure 1, thpeddence on indirect taxation is very
high by international standards, being almost twiheeaverage in OECD countries where

it is 32%. In contrast, only 30% of the tax revenueBrazil correspond to indirect taxes,
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55% in Argentina and 47% in Uruguay. Even the ayerdependence on indirect taxes
for nineteen Latin American countries at 54% isdowhan that of Chile.

Over the last two decades the participation ofrewitaxes in total revenues in
Chile has declined significantly and concomitaritig share of direct taxes in total tax
revenues has steadily increased, from an averagbaft 21% of the total tax revenues
in 1990-1993 to an average of 32% in 2004-2006opefiECLAC, 2010). However, at
6.9% of GDP the share of direct taxes in Childils\ery low by international standards.
Among the comparable middle income countries weehthat Brazil's income tax
revenues have been about 10% of GDP over the dastyéars and Argentina’s above
8%.

[11.3.  Low corporate income taxes

Corporate income tax rates have also remainedlgarat 3.2% of GDP over the period
2004-2006, which is higher than the 2% shares gbdeover the early nineties, but still
implies a very low effective tax rate for corpocais (Jorratt, 2009). Using the well
accepted lower bound estimate for the share otalapiGDP of 50% (World Bank) this
would yield an effective tax rate on profits eqt@labout 6.4%, well below the legal

corporate rate of 17%.

lll.4. Large tax expenditures or legal loopholes

According to a recent study by the Chilean taxceff{Sll, 2006), tax expenditures were
extremely high, reaching 4% of GDP and more tha% 20 all tax revenues in 2004.
According to the study, about 80% of the tax lodph@onsisted on a variety of income
tax exemptions and another 18% affected the VATes€éhlarge tax loopholes not only
subtracted tax revenues to the state but alsoraatlgregressive. The above study found
that more than 80% of the income tax loopholes ttexdethe wealthiest 5% of the
population and 60% goes to the richest 1% of thmufation. That is, the wealthiest 1%
of the people receives an annual transfer equivate8% of GDP via tax expenditures.
With respect to the VAT tax expenditures, the stsldgws that it is also quite regressive,
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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 esplgcidirected to create
incentives for investment in capital equipments atiters are one of the most important
component. Tax deferments are due mainly to exemptio retained profits. However, it
appears that part of the retained profits are ndistributed because they correspond to
“profits” generated by paper firms created for #pecific purpose of avoiding the high
personal income marginal tax rate which reachesoup0% for high incomes. These
paper firms then become owners of durable consemmoods that are in fact used by
the individuals.

Table 5 provides more updated figures about taxemdipures for Chile and
compares Chile’s tax expenditures from those oéotlatin American countries. As can
be seen in the table, Chile’s tax expendituresemmed to 4.4% of GDP in 2005
(compared to 4% reported for 2004) and then ine@again to about 4.9% of GDP in
2007 and finally returned to the levels of about #%2009. That is, over the 2004-2009
period there have been no clear trends towardsedsiog the importance of tax
expenditures despite the recognition that such rekpges are highly regressive. Also,
comparing to the other countries, it follows thdtil€s tax expenditures are among the
highest in the group of comparable countries casid in the Table 5. In particular, the
rates for Brazil and Argentina have been lower Isigamificant margin than Chile’s in
every year for which data are available. Only Uayghas had higher tax loophole rates
than Chile.
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Table 5
Tax Expenditures in Latin America
(% of GDP)
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)

II1.5. High rates of income tax evasion

Tax evasion rates in Chile are very disparate ddipgron the type of taxes. The evasion
rates are low for indirect taxes, especially fog tralue added tax (VAT), but high for
income taxes. In fact, the tax evasion rate forWAd, estimated at about 11%, is the
lowest in Latin America (Gomez Sabaini, 2010) amdmong the lowest in the OECD
countries. By contrast, the rate of income tax wvas quite high reaching almost 50%
(Jorratt, 2009) and according to Gomez Sabaini@R0tmparable to several countries in
Latin America including Argentina (50%), Mexico @8, Peru (51%) and El Salvador
(51%).

Figure 3 shows the tax evasion rates for a samplé2ocountries in Latin
America; as it is shown in the left panel of thgufie, Chile has by far the highest
efficiency in collecting value added taxes, exlwiigitan evasion rate that is equal to about
one half the evasion rate in the second most efftatountry in the sample; however, at
the same time, Chile shows a mediocre performamcellecting income taxes (see right
panel).
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Figure 3
VAT and Income Tax Evasion Rates in Latin America

VALUE ADDED TAX EVASION INCOME TAX EVASION
(%) (%0)
a0 10,0 20,0 30,0 40,0 0 20 40 &0 B8O
Chile je— 110 Mexico 41,6
Mexico | 20,0 El salvador | 45,3
Argentina ——— 11,2 Chile 47 4
Ecuador s 71 7 Peru | 48,5
Colombia ] 235 Argentina | S 40,7
Uruguay | 26,3 Guatemala 63,7
El Salvador ] 7.8 Ecuador | 68,3
Costa Rica | 28,7 Bolivia | m.a.
Bolivia | 29,0 CostaRica | n.a.
Dominican Republic ﬁ 31,2 Colombia n.a.
Panama 33,8 Dominican Republic | p.a.
Guatemala % 375 Nicaragua | mn.a.
Nicaragua | 88,1 Panama | p 5
Peru n.a. l Uruguay n.a.
0,0 0,0 10,0 20,0 30,0 40,0 a 20 40 60 B8O
(%) (%)
" Data year: 2006 Argentina, Colombia, Dominican Republic, . Data veas atemala, Peru
El Salvador, Guatemala, Mexico, Nicaragua, ntina, Ecuador, El Salvador
Panama, U C
2003 Chile; 2004 Bolivia Chile
2002 Costa Rica; 2001 Ecuador

Source: Own elaboration with data from Gomez-Sabaini (2010)

In 2005, the effective income tax revenues in Ciwége about 5.9% of GDP. An
evasion rate of 49.7% as estimated by Gomez SazdihD) would imply a revenue loss
of 5.8% of GDP. Using somewhat more detailed dadasatt (2009) estimated a lower
value for income tax evasion, of the order of 4%@fP. In any case even if we use the
latter estimates we must conclude that income asien is indeed quite massive.

In Chile, like in most Latin America, income taxaf$ect mainly the upper10% to
15% of the population. Income taxes are automdyickdducted from workers’ wages
but the richest segments of income tax payers mitaist of their income from non-wage
sources which gives them much greater scope torueldaring their incomes. This
means that most tax evasion benefits the richeghaets of the population that rely on
non-wage revenues as their primary source of inc@uoeve can expect that income tax
evasion is at least as regressive as legal tahteg.

While it is in general easier to control evasionimairect taxes such as the VAT
than on income taxes, the gulf between evasiors rafiecting the two types of tax in
Chile is perplexing. As can be seen in Figure 3nost countries in the Region for which
there are data for both VAT and income tax evadioayatio of VAT/income tax evasion
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is about 1:2 and for some 1:3. But for Chile swatioris almost 1:5. Such a high disparity
may suggest that, for some reason, the Chileanrgoents must have made a conscious
decision to place lower emphasis in collecting meaaxes than VAT taxes. Moreover,
Chile’s ratio of 5:1 raises the key question of hmtax system that is exemplary efficient
in enforcing tax collections in some areas candmaffective in others.

Two factors may explain the high income tax emasiates. First, the very large
difference between the maximum personal incomedte«- which is 40%- and the tax
rate on profits— which has been around 17% for retained profitangumost of the
period considered. This difference is much greatereality because of the many
investment allowances and other legal loopholesalaw firms to reduce their effective
profit tax rate to levels closer to 10%. High inermdividuals receiving non-wage
income have created paper firms allowing them #émdform income into profits thus
eluding taxes. Second, the tax office faces grestrictions in accessing bank account
information, much greater than in other countrieduding Argentina (Fairfield, 2010).
The study by Fairfield (2011) has also shown tha has drastically limited the ability
of the tax office to control income tax evasion.

In summary, the combination of income tax evasiuth lagal tax loopholes may
easily reach at least 8% of GDP or 40% of the tgo&kernment tax revenues. Part of the
tax legal loopholes, especially the tax defermants accelerated depreciation
allowances, may create additional incentives testwment in physical capital, but
another significant part constitutes mainly puseltsses. These not only represent
massive losses of financial resources for the gowent but in addition they are
resources that are appropriated mainly by the tehy and therefore tend to deepen the

country’s high income inequality.

ll1.6. Capital gains go mostly untaxed

Most capital gains are tax-exempted in Chile, idtlg capital gains associated with the
sale of most stocks, mutual funds and real esGitde is one of only three countries in

the OECD that refrain from taxing both long andrstierm capital gains, since most of

the OECD countries impose tax rates in the raf@®e0% on short-term capital gains
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and 20% to 30% on long-term capital gains (Dals#j@2001). In Latin America, on the
other hand, most of the high income countries de ltapital gain taxation. Mexico has a
35% rate and Brazil a 15% for short-term and Iaggrtcapital gains.

Allowing capital gains to be untaxed representstlzrolarge break for the
wealthy and also provides yet another mechanisnthfem to evade income taxes by
disguising part of their income as capital gain$ie Tconventional justification for
refraining to tax capital gains is that it wouldlvee the international competitiveness of
the Chilean financial markets. However, the fdettmost middle and high income
countries in the world do impose capital gain taxesders this argument quite

implausible.

I11.7. Ineffective inheritance tax

The inheritance tax rate in Chile is 35%; howevag, revenues actually collected are
extremely low yielding an insignificant part of ttegal tax revenues. In fact, the revenues
collected by this tax have in recent years averagmdit $60 million per annum or just
0.2% of all tax revenues (Jorratt, 2009).

This may suggest that the inheritance tax is poodygceived allowing for the
existence of significant mechanisms for elusion/antbw enforcement that tolerates
high rates of evasion. In principle a well concdivennd enforced inheritance tax can
potentially be an important source of tax reverared an effective vehicle to ameliorate
economic inequality.

An argument often used by those opposing inhertaorcother wealth taxes is
that they constitute double taxation, by taxing kethat has already been taxed when it
is generated. However, in view of our previous wsial regarding income taxes, this
argument lacks validity"> As we have shown, the rich have been able toractaie
large fortunes in part thanks to legal and illegghiemes that have allowed them to pay

extremely low effective income tax rates over tearg. Taxing inheritances is often the

13 Moreover, double taxation may be criticized forking tax system more complicated than a single tax
system which is equivalent, for example, revenusewhowever, double taxation can be better thaglesin
taxation since it is conceptually possible to des#y double tax system that, ceteris paribus, isemor
efficient and/or more equitable than a single tgsteam.
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last opportunity for society to recover part of tfaex revenue losses that a defective
income tax system and lax enforcement has engesthddigeover, it can also represent a
key opportunity for society to leveling highly ureavopportunities caused merely by the

diversity of family backgrounds

[11.8. Negligible royalties on rents to naturatoeirces

A large fraction of Chile’s GDP consists of rerasiatural resources. However, there are
no official estimates of the rents generated byin@tresources and calculating them is
generally controversial, mostly due to the neeéd4sume a “normal” rate of return to
capital. Being aware of this, we have estimatddrahresource rents generated by some
of Chile’s more important natural resource indestriimining, hydropower, forest,
fishing and sanitation) using a very conservatigsuaption about the normal rate of
return to capital; we use a rate of 20%. Ourltesadicate that the average annual rents
generated by the natural resource industries iedud our calculations amounts to USD
15,1 billion, for the period 2007-2010, or 10,1%tleé country’s average GDP of USD
150 billion for the same period (see Table 6) . lde&r, our sample does not include
many other important resource-based industriesh sag the salmon industry and

agriculture, for which there are no data.
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Table 6
Average annual economic rents generated by naesaurces in selected industries;
2007-2010
ANUAL SHARE OF SHARE OF
RENTS CALCULATED RENTS GDP?
(million USD) (%) (%)
FISHING Private 200 1,3 0,1
FOREST Private 750 5,0 0,5
Private non-copper 910 6,0 0,6
MINING Private copper 8.300 54,9 55
Public copper 3.600 23,8 2,4
Private
WATER water/sanitation 160 1,1 0,1
Private hydropower 1.200 7,9 0,8
| Total | 15.120 | 100,0 | 101 |

a: average annual GDP of USD 150 billion for thequk
Source: own calculations based on COCHILCO, CODELaD® companies’ annual reports.

More comprehensive, if indirect, estimates of réatsatural capital may be obtained
by using new estimates of wealth recently developgdhe World Bank. The World
Bank estimated that the total value of tangiblelthefar Chile, which includes produced
physical capital and natural capital, at a levaliegjent to 6.3 times the annual GDP
(World Bank, 2011). Natural wealth comprises 60%tto$ estimate and the remaining
40% corresponds to produced capital. That is, using reference the annual estimate for
GDP over 2005-2009 of US$150 billion this meang tha total tangible wealth of Chile
was about US$950 billion of which US$560 billion svaatural wealth and US$390
billion was produced capital.

If we use as a benchmark an annual rate of retuomly 6% for natural capit&
we obtain that the total annual returns to natwedlth is US$33.6 billion or 22.4% of
GDP?!® Given that our estimate of the total annual coppets amounted to US$11.9
billion, this would mean that the rents for the rempper resource sectors would amount
to US$21.7 billion. That is, non-copper rents vebetjual 14.5% of GDP.

14 A long term capital rate of return of 6% has ofteen used by economists in the context of climate
change (Nordhaus, 2007).

15 This implies that with the sample of industrieslimled in our estimates we were able to capture 6%
all natural resource rents of the economy.
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The natural resources are a patrimony that belomgdl Chileans and yet the
government has given rights of exploitation ofsalth resources for free to large foreign
and domestic corporations until 2005 when a smajlalty was charged to copper
resources. Given that the state has given awasights to exploit natural resources one
may expect that the corporations that exploit siedources be required to pay a royalty
for them over and above the normal taxation. Tkatthe resource rents should be
captured by the ultimate owner of the natural reses the citizens of the country
through the state. Since these rents are retuersiag to corporations that are allowed
to exploit them over and above the normal retumtheir capital, taxing these rents in
principle would entail no economic distortions amduld not discourage investments as
long as the firms are still allowed to obtain nolm@above normal rates of return to their
investments.

This is the understanding in most resource-richaaded countries that have
established a variety of mechanism to get a siganti part of the resource rents while
still allowing some margin to prevent that the retuto produced capital fall below a
normal rate which could, in turn, discourage inmestt and cause deadweight losses.
Countries such as Norway and Australia are ablsh#re a much greater part of the
resource rents than Chile. In fact, Australia ussgecial taxes on the rents of mining
firms that imply an effective net income tax eqlgve. to more than twice the rate paid in
Chile by the very same mining firms (CENDA, 2010).

Moreover, a recent study showed that in the oil gasl sector, for the period of
1995-2002, Alaska captured on average every yer &Xhe economic rents generated
in the sector, Norway 88% and five Canadian Praant4% (Taylor et al. 2004). Other
countries combine especial exploration and exgloitarights with actual royalties
applied to sales values. As shown in Table 7, Ngrevaarges a 50% special tax on profit
above the normal rate of 28% applicable to all hesses in addition to significant
exploitation and exploration rights. This contraath the case of Chile, where, since
2005, copper firms are taxed with the so calledcigpdax on mining (IEM for its
Spanish name), a modest 0,5% to 5% surchargeabarde profits, as the only intent to

share part of the resource reffts.

16 After the 2010 earthquake the tax surcharge hes imereased to about 8% of declared profits.
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Chile’s tax policies are much more generous tordssurce industries than the
advanced countries. According to a study by Titelr(®2010), the pre-tax average annual
rate of return to the patrimony of the large préevabpper companies in Chile over the
2005-2010 period was in excess of 80% and the-&ftereturn was about 54%. These
figures suggest very large economic rents thasthee has failed to capture. In addition,
the Chilean government does not apply any royaltypecial tax surcharge to any of the
other natural resource rents despite that a vastianof land, water and other resource
rights have been arbitrarily allocated to selegpewvate firms for free and often in
perpetuity.

Chile is missing an opportunity to dramatically re@se tax revenues (or reduce
the rather exorbitant value-added tax currentl{3) by using taxes that generate no
deadweight losses. Taxing natural resource rerikely to generate financial resources
to increase investment in human capital and otlsseta 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 firmeetain a significant part of the resource

rents.
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Table 7
Natural Resources' Policies in Chile and Norway

NORMAY CHILE
POLICY
OIL & SAND/GRAVEL HARD-ROCK ? COPPER
NATURAL GAS
Profit tax” 28% 28% 28% 35%
Special profit tax® 50% 0% 0% 0%
78% 28% 28% 35%
Royalty USD 1,3/tof] USD 0,6/tofi 0,5-5%
oil: USD 14,3-168 uUsD 19 USD 19 0
CO2 tax gas: USD 19,1 (per tCO2e) (per tCO2e)
(per tCO2e)
20-50% 33%
State Directed Fin
ancial Interest (SDFI)
Under the SDFI
arrangement, the state
pays a share of all
Reserve tobe | jyestment and ope-
exploited by State | rating costs in a project,
corresponding to itg
direct interest. It also rer
ceives a correspond-
ding  proportion  of
production and othe
revenues on the same
terms as other licensees.
Exploration rights substantial substantial substantial Very low
mining patent
USD 1,65/hé&
Exploitation rights substantial substantial substantial Very low
mining patent
USD 8,25/h&

Investment
depreciation

For every USD investeq
in Norway the investor
saves? 93 on taxes

Accelerated
depreciation

a:olivine, nephelinesyenite, quartz/quartzite, tédtdspar/anorthosite, graphite, limestone, doloyte.
b: applies to all businesses
c: this special tax replaced a royalty tax

d and e: NGU (2010)

f: increases with sales volune

g: as per 01/SEP/2011
h: as per 01/SEP/2011

Source: updated from Figueroa et al. (1998)
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11.8.a. Taxing part of the rents of natural resms: Revenue potential

Based on our estimate that natural resource remistitute about 22% of GDP, if the
government allowed resource firms to retain 75%hefrents instead of almost 100% as
occurs now, tax revenues would increase dramaticdllsurcharge equivalent to 25% of
the net rents could increase tax revenues by ash rasc3.5% of GDP (some US$5
billion) or by almost 30% of the current total teevenues! Using the average copper
price of 2005-2009 as the “normal” reference prite, net pre-tax earnings of private
copper firms are US$14 billion per annum (Titelma@10). These firms paid taxes for
US$2.6 billion per year over this period meaningtttdS$11.4 billion of the rents were
untaxed. So a 25% tax on the net rents would ywetde US$3 billion per annum in extra
tax revenues.

With the new tax surcharge, private mining firmsubstill pay much less taxes
as a proportion of their revenues than the stgdpaocorporation, CODELCO. In fact, if
the surcharge on private mines were equivaleriteémnhe applied to CODELCO it would
amount to about US$8 billion instead of US$3 hillid his should be a guarantee that the
tax proposed is not excessive given that, notwatiding the fact that production costs of
CODELCO are likely to be much higher than thoserofate firms, the state corporation
has remained highly prosperous.

As indicated earlier the non-copper resource seaenerate rents equivalent to
about 15 % of GDP. However, parts of these rengsdéficult to tax in part because
some of them are produced by small and often pomyzers. We assume that only 40%
of these rents (or about 6 % of GDP) can be rezdist subjected to the tax surcharge.
We assume that the taxable resource sectors pavénage effective income tax rate of
6% that applies to the country as a whole yieldingase for the tax surcharge equal to
5.6% of GDP. Hence, a 25% royalty on these rentsdvgield 1.4% of GDP or US$2.1

billion per year.

" This assumes that resource firms are allowed doatehe tax surcharge from their net income orctvhi
the regular income tax is assessed and we havedextlithe profits of CODELCO which already pays
much higher tax surcharges.
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Thus, the total additional tax revenues yieldeddxng private copper and non-
copper rents would be above US$5 billion or alnd@$tof GDP. All this can be achieved
by using well-designed mechanisms already sucdgssfaplemented by developed

countries.

[11.9. Far from reducing inequality taxes make @hihore unequal.

The after-tax income distribution in Chile is mangequal than the pre-tax one. This sets
Chile apart from most OECD countries and even fregaeral middle income Latin
American countries. In fact, in most countries lve IOECD the after-tax income Gini
coefficient is up to 15% lower than the pre-taxiGioefficient (Figure 4). By contrast, in
Chile the opposite happens; the after-tax income @i higher than the pre-tax one
(Gomes-Sabaini, 2010). In several countries in rLafimerica taxes do make a
contribution to reduce social inequality. In Argeat and Uruguay, for example, the
after-tax income Gini coefficient is significantlpwer than the pre-tax one, while in
Mexico and Colombia is neutral. Among the largentdas in Latin America only in
Brazil and Chile the after-tax income distributisnvorse 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 whighehshown the massive pro-rich biases

of the tax system.
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Figure 4

Gini coefficients before and after taxes in OECDirttoies
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[1.10. The tax structure causes unnecessaryiefity losses

Most taxes cause some deadweight losses and Chér’system is no exception.
However, as shown earlier, Chile has missed theortypity of reducing efficiency
losses significantly by failing to tax natural resce rents. More generally, a key
problem with the tax system is its highly unbalahoature. The tax system tends to rely
on extremes: it is highly dependent on very higlueadded taxes while it applies very
low effective rates to corporations and exemptstabgains almost completely.
Value-added taxes have often been advocated asiéeff presuming that they
would cause fewer distortions than income and ptakes. However, in highly unequal
countries such as Chile a large portion of the paimn faces severe liquidity constraints
as a consequence of their low incomes and of thetegxe of credit market
imperfections:’ Liquidity constraints become a binding factor kimg investments by
the poor and the middle classes (say the bottom &0&ven 90% of the population) in

18t is as if those that designed the tax systendenky forgot a maximum of marginal economic analysi
that corner solutions are rarely optimal due toitlzeeasing marginal costs that each tax may cause.

19 In fact, recent empirical literature has shownt tbeedit market failure and liquidity constrainteea
pervasive affecting a large portion of househotld®ath poor countries (Haque and Montiel, 1989) and
even in rich ones (Attanasio et. al., 2008; Graaq7; Jappelli, 1990).
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both physical and especially human capital, despaethose investments may have high
rates of return. This creates under investment umdn capital and consequently
efficiency losses which a tax system based on eatlitaxes will only make worse by
reducing the disposable income of already liquidipnstrained households. Forcing
those that are most affected by liquidity constsaifi.e., the poor and most middle
groups) to pay value-added taxes as high as 19%rdgmworsen such constraints further
impairing their capacity to self-finance sociallyofitable investments and thus

exacerbating economic inefficiendy).

Value-added taxes are often justified by appealmghe most naive textbook
models of perfect markets. Value-added taxes imtbee realistic second best scenario
where taxes coexist with capital market imperfedialso cause deadweight losses.
These deadweight losses may be larger than thosedd&y equivalent income, profit or
capital gain taxes that exempt middle and low ineaoups, which are the ones most
likely to be affected by liquidity constraints. Theplication then is that a tax system that
strives to minimize deadweight losses should stekketter balance between income,
profit, rents, capital gains, and value-added taxsgead of relying on the latter for

almost two thirds of the tax collections as in ¢hase of Chile.

IV.  PUBLIC SPENDING HAS CONTRIBUTED TO REDUCE P@RTY BUT
NOT INEQUALITY

The share of total public spending in GDP was testly below 22% over the
twenty years of Concertacion governments (Tableél'Bjs is one of the lowest spending

ratios among the middle income countries in Latimekica and among the OECD

20 The VAT triggers an income and a substitution dffét fact, the very high 19% value-added tax may
reduce the disposable income of the poor and middteme classes by at least 10% (Engel et al., 1999
substitution effect in favor of savings or investiharises from the fact that the VAT tax targetsstiyo
consumption expenditures. The literature has shthab the most important determinant of savings is
disposable income. The income effect is likely tomihate the substitution effect especially in ategh
where credit markets are mostly inaccessible todad middle income households.
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countries. This of course is a result of the vew tax revenues prevailing in Chile
during the period. While the total volume of pubdisending in Chile has been low, the
vast majority of this spending has targeted saoipenditures. In fact, about 66% of total
government expenditures have consisted in soc@rektures. Moreover, about 75% of
all government expenditures have been directeditb@resocial goods or pure public

goods including public order and safety, and iriftagure.

Table 8
Chile: Government Expenditure by Function;1987-2009
(% of GDP)

1987-1989| 1990-1997 1998-2005 2006-2009
Sovernment 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 1.4
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@ysiocial protection, recreation and culture and

environmental protection.
Source: DIPRES (2011) and own elaboration

Thus, the spending composition policies of the @o@acion governments
emphasized the provision of goods that are compl&mng with private spending rather
than substitute. As Lopez and Galinato (2007) hehwawn this is precisely the role of
government spending; to mitigate the effects ofkeafailure or imperfections that lead
the private sector to under invest in social go@dsluding education, health and
welfare), R&D, the environment and in pure publands by directing most government
spending towards those areas.

While spending in R&D and environmental protecti@as been extremely low, at
least the emphasis on social spending has beenkata This emphasis in spending on
social goods together with the relatively rapid @at economic growth during most of
the period has been important in halving the rdteneasured poverty. However, still
more than 15% of the population is below the pgvérte and about 4% is considered
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under the extreme poverty line. More importantly,mach larger fraction of the
population is above the poverty line but still Highulnerable, just slightly above the
(very low) official poverty line (Lépez and Mille2008).

Thus, the proportion of expenditures in social goazh total government
expenditures in Chile is much higher than that wmstrother Latin American countries.
According to the World Bank only in Uruguay thisdtion is higher than in Chile. For
Latin America as a whole, this share is about 488 below that of 66% in Chile.

However, this picture radically changes when wesater social expenditures as a
fraction of GDP instead of as a fraction of totalvgrnment expenditures. Table 9
compares social spending as a share of GDP bet®@bda and 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 countriegterperiod 2005-07. Total social
spending in Chile at less than 12.4% of GDP waevbe¢he average for Latin America
(14%) and well below levels prevailing in countresch as Argentina (21.5%), Brazil
(23.7%) and Uruguay (20.7%). It was also much lowen the average for OECD
countries?* The discordance between social spending as sbatesal public spending
and as shares of GDP is of course the result ofatiethat Chile’s total government
expenditures as a proportion of GDP are much |dten most other countries of similar

levels of development.

Table 9
Comparing Social Public Expenditures as % of GEIR5-2007

Total |Education| Health
Argentina 21.5 5.1 4.8
Brazil 23.7 4.9 4.5
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 onlirntaskt

% 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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Table 9 also shows that the government expenditnreducation 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 andhmass 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 inltreand comparable countries
is even deeper than that of education. Public Spgnd health was only 2.8% of GDP in
Chile, while the OECD average was more than twhee level at 5.8%. Moreover, Chile
was well below the average level of public heafiraling in Latin America which was
3.1% of GDP, and also below all comparable cousirid_atin America with the

exception of Mexico.

V. THE CONSEQUENCES

As shown in the previous section, government spenohi education and health has been
very low when compared to countries of similar levef development. Moreover, the
fact that Chile is much more unequal than mostrothildle 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 otheiakservices? That is, more unequal
.countries of similar levels of per capita incomeed to spend much more in the
provision of public education and health servickant countries that have a more
egalitarian income distribution where a higher ti@t of the population has the financial
means to buy them from the private sector. Thus,ctise of Chile is double dramatic:
not only it spends less in public education andltheaervices than countries of
comparable levels of income but given that it iscmunore unequal than most of the
comparable countries it has much greater needs them. Moreover, since these

22 |n fact, more than 90% of the primary and secopaéudent population in Chile is enrolled in public
schools despite that they provide a much inferigaligy of education than private schools (Missond a
Solimano, 2010), more than 70% of the populatiostnuse the public health system despite the ofteg |
waiting lists for many pathologies, and 10% of gapulation simply has no access to any health care
(Hoffmeister, 2010).
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deficiencies affect the two main pillars of humapital creation- education and health
- the country has applied a permanent and powerélebon productivity increases and,

therefore, has slowed down economic growth.

V.1. 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 90%ihe student population depends
directly. Despite the low government expenditurebealth the public system appears to
have provided relatively satisfactory serviceshtose able to enroll in it but, according to
a recent study by the Ministry of Health, more t1886 of the population does not have
access to health care at all (Hoffmeister, 2010)edent survey showed that among those
able to access public health care more than 70% weatisfied with the service (OECD,
2011). However, this relatively high degree of datition is not fully reflected in the
health outcomes: While Chile’s life expectancy istg high -almost as high as the
average for OECD countries- child mortality is oofethe highest among the OECD

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

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 efources. What is clear, however, is that
as seen in the previous section the resourcesthieagovernment devotes to public
education and health care are very low as a fractidsDP (and even lower per potential
client of the public system) by comparison with @E@nd even other middle income

countries in Latin America.

While the government spends 3.4% of GDP in educdtie 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 lessaha third of the expenditures per
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pupil in the private sector (Marcel and Tokman, 20®ccording to the same study, at
the tertiary level the gap between expenditures gpedent in the public and private
universities is even larger. Expenditures per stude the public basic and secondary
education system are estimated at about US$1,200.

At such low levels of expenditures even if the lpugystem 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 yonatgay 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 Healis meant that Chile has continued
to suffer of low levels of human capital, a shogag a variety of technical and scientific
skills, as well as uneven health care conditiortse Tow level of public spending on
education and particularly the low level of speigdper pupil in the public system that
enrolls more than 90% of the student populatiorefiected in the poor performance of
Chilean students in international tests. Accordimg recent OECD comparison, Chile
ranked penultimate among all OECD countries inRI®A literacy scale tests in 2009,
only above Mexico and below countries that haveelower capita incomes such as
Turkey, Poland, Estonia, and others (OEC, 2011)releer, according to the same
study, while the average score by Chilean studemisoved dramatically between the
years 2000 and 2009, the inequality in scores (oredsby the difference between the
top and bottom deciles) increased the most amdrf@EACD countries. Therefore, in the
last decade, the education system may have cotddla perpetuate the basic conditions

generating inequality.
V.2. The dynamics of factor endowments and producti
The poor quality of education for the vast majonttly the students implies that the

development of new productive skills as well aspghmcess of adaptation and creation of

new scientific and technological knowledge becomese difficult. On the other hand
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the tax system which provides for low taxes on owafe profits and generous investment
allowances and tax exemptions provide large ingestito investments in physical
capital, especially for corporations that explo#tural resources as well as for other
traditional industries. The combination of insuiiict expenditures in human capital and
generous tax policies that promote investment irysiglal capital has significant
implications for the evolution of factor endowmentSactor 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 dreotelation between the structure of
factor endowments and the patterns of specializatigproduction. Countries that fail to
develop human skills and to adopt new technologtethe same rate as others are left
behind and must increasingly specialize in physezgdital-intensive and/or unskilled-
intensive industries and, in the case of countriels in natural resources as Chile, in

natural resource-intensive industries as well.

In fact, certain technological and skill rankingsaiable place Chile quite low among
comparable countries. For example, an index deeeldyy Archibugi and Coco (2003)
using indicators such as patents, scientific aicltelecommunications, engineering
enrolments and others, ranked Chile®4dmong 120 countries considered. Chile’s
positioning was below countries of comparable @rdolevels of per capita income such
as Argentina, Belarus, Latvia, Cyprus, Slovenia atietrs. Poor human capital has most
likely been one of the key constraints for the dewment of new knowledge-intensive

sectors in the economy.

V.3. Increasing specialization in resource-inteasiand physical capital-intensive

sectors
The systematic biases of the tax system in favothef traditional (physical capital,

natural resource and environment intensive) incesstdemonstrated in the previous

sections has meant that these traditional indgstigve been able to enjoy an unfair
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advantage over emerging sectors in attracting taecely available qualified human
resources. The fact that environmentally dirty eesburce-dependent sectors do not pay
or pay only partially for environmental damages #&mdthe natural resources that they
extract and given that they tend to capture mogheflarge tax breaks available, has
given these sectors an unfair advantage that lisctel in the markets for the scarcest
factors of production, high skills. While traditi@nindustries are resource and physical
capital-intensive they also use high skills, inahgd scientists, engineers and highly
qualified operators. The artificial incentives thedditional industries enjoy imply that
the marginal values of the high skilled people eyetl in these industries is magnified
allowing the firms to pay higher wages than whdann 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 therdation of the development of the
most skill intensive of all sectors: The acadenmd &acientific research institutions (the
knowledge-generating sectors) which produce newveunige using almost as their sole
input scientific and technological skills. This g&chas faced not only the same general
shortage of highly trained personnel that the ofshe economy has suffered, but also
has encountered serious difficulties in competintih wraditional productive sectors to
retain the top scientists and engineers requirattt@lop and disseminate new scientific
knowledge that ultimately lead to practical innevas. To make matters worse, the
public academic and research centers which arertee producing most of the scientific
learning and dissemination have been subjectedhronic budgetary insufficiencies as
part of the overall budgetary restrictions facedtfy public education systeth. These
conditions may explain the relatively poor rankimj<Chile in terms of development of
new scientific patents and publications as showrvdayous international comparisons
(Archibugi and Coco, 2003).

% A common complaint of academic administrators ml€is their inability to retain top scientists ivh
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 timeassultants with the private sector leaving thesmyv
little time to do real research.
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Thus, the traditional sectors are able to soak-optrof the little supply of technological

and scientific skills available in the country legay both the knowledge-intensive and
knowledge-generating sectors at a highly disadgg@aas position. This is one factor
that explains the highly unbalanced patterns oWwgtcof the Chilean economy that has
been translated in an over grown physical capmal matural resource-intensive sector

and underdeveloped knowledge-intensive and techggoldensive service sectors.

V.4. Unbalanced growth and economic development

The unbalanced structure of production forces tdumemy to be ever more dependent on
resource extraction and environmental degradati®nysical capital accumulation in
these sectors is ultimately affected by diminishimgrginal productivity as the scope for
economies of scale is smaller than in knowledgenisive industries. Moreover, the
traditional sectors often cause negative inter-talpresource spillovers (to the extent
that a more intensive resource extraction leadsesource depletion affecting future

production) and negative environmental externalitie

On the other hand government fiscal policy hasrtmutied to smother the development
of knowledge-based and knowledge-generating sedtbrkke traditional resource and
environment-dependent sectors, these under dewklggeztors produce positive
spillovers on the rest of the economy and are daftearacterized by increasing returns to
scale (Feldman, 1999; Fritsch and Franke, 2004at 1$, the country foregoes the
development of sectors that have the greatest {paitéar productivity growth and to
induce innovation and that are often considered phiene engines of economic
development. Of even greater consequence is therdenxelopment of the knowledge-
generation sectors: this perpetuates the undersapicientific and technological skills
and hence causes a vicious circle leading to a huidgevelopment that is ever more
dependent on traditional resource-intensive ingesstr

40



English version R. E. Lopez & E. Figueroa B. OCT®eBY, 2011

V1. FINAL REMARKS

Fiscal policies that have prevailed over the lastadles have contributed to create
patterns of specialization that do not conduceustasned productivity-based growth over
the long run and instead lead to the underdevelapwiehuman capital. Human capital

underdevelopment, in turn, exacerbates inequbbtyeen the very rich and everyone
else through both a direct effect associated vaittel real wages as well as by inducing
patterns of specialization where income is origidain large part on natural resources

rents which are mostly concentrated in few hands.

Tax and expenditure policies have caused the krumelgeneration sectors (especially
public universities and research centers) to ldgrnaeas they not only face the general
scarcity of highly qualified skills that are vitab their mission and budgetary
insufficiency, but also must face the competitioonf the traditional productive sectors
that are able to attract most of the scarce supphigh skills. This retards productivity
growth over the long-run and reduces the futurgolupf human capital which, in turn,
further limits the potential for development of kvledge-intensive productive and
research sectors. Thus, a vicious cycle emergedehds to perpetuate both inequality
and the dependence of the economy on resourcehgysital capital-intensive industries

with a continuous disincentive to knowledge-intgesand knowledge-generating sectors.

At the source of these shortcomings is the taxesysthich is insufficient, inefficient and

inequitable. Insufficient because it does not yielibugh revenues for the state to
promote human capital development and to face ppwera more comprehensive way;
inefficient because it is highly unbalanced causmgst of the tax burden to be
concentrated in very few taxes while neglectinguke of the least distortion-prone tax
mechanisms available; inequitable because it fafeesniddle and low income groups to
shoulder most of the tax burden while allowing siuger rich to get away paying one of
the lowest tax rates among middle income and adddrmountries. Therefore, the
Concertacion’s Chile seems to have been a textbrakple of, on the one hand, how to

transform natural resources in a long run cursd; an the other hand, on an effective
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witch to do the trick: an erroneous public politatt artificially promotes traditional

sectors, gives away natural resource rents anddapsdhuman capital creation.
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APPENDIX 1
CALCULATING THE INCOME SHARE OF THE RICHEST 1% OFHOLE
INCLUDING THE BIG FIVE

To estimate the annual income of a small but ingmdrtfraction of the wealthiest
households that are not represented in the househalveys, here we use wealth

estimates of the super rich published annually dnpés.

The five Chilean richest persons, appearing in2020 Forbes’s list have a combined
fortune of US$48.3 billion. The changes of theiraltle over the 2002-2010 period allow
us to obtain estimates of their annual income flowgh all certainty these 5 persons as
well as a handful of other super rich are not regnéed in any of the household surveys
so it is legitimate to add their estimated incothosvé to the top 1% of the household as

measured by the household surveys.

We estimate the long run annual income of the @hilsuper rich by comparing the
evolution of their fortunes over time as measungdrbrbes. We look at the period 2002-
2010, which includes both booms and deep recesssonthis period may be considered
normal. We consider 5 persons (the “Big Five”) appey 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 hadaaly 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 person
in that year) we assume that the family fortunerthtlincrease at all in subsequent years.
With this we estimate the average annual net weatttease over the period for the Big
Five by taking the difference in wealth levels otiene and dividing by the number of

years.

However, this figure corresponds to their net ahsagings or wealth accumulation but
not to their total annual income because they atstsume part of their income. We
again conservatively assume that their propengisave is very high, 85%. This implies

that we can obtain an estimate of their annualmedlow by multiplying the annual

46



English version R. E. Lopez & E. Figueroa B. OCT®eBY, 2011

increase in wealth by 1.18. As Table A.1. showes dlierage income of the Big Five
estimated in this way was $6.3 billion per annurocéxding to the Central Bank of Chile
the average annual gross national income (GNPUiirect dollars over the period 2002-
2010 was $94 billion and the annual measured haldeincome according to the
CASEN surveys over the period was about $70 billithus, the income of the Big Five
corresponded to 6.7% of the average annual GNReotountry and to 9% of the total
annual average household income as measured Iptisehold surveys and 8.3% of the
total household income (where total household iregeported by CASEN has been

augmented by the estimated income of the Big Five).

Table A.1.
Chile: Wealth, Wealth Changes, and estimated annuairieadf the Big Five
over the 2002-2010 period

(billion US$)
Wealth in Wealth in Change in
2002 2010 Wealth

Big Five 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 17%
as % of total augmented household income

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

To compute the total share of the richest 1% ofpiygulation 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
CASEN survey which is equal to $6.7 billion (9.6%$@0 billion) to our estimates of the
average annual income of the Big Five, $6.3 billidhis implies that the augmented

average annual income of the top 1% is $13 bill@viding this by the total augmented
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annual household income ($76.3 billion) we obtaineav estimate for the share of the

richest 1% now including the Big Five at 17% of tb&al household income.

This estimate is likely to be a lower bound forexa reasons: First, because we assumed
that the Big Five not appearing in the 2002 Folistshad exactly 1 billion; most likely
they had less than 1 billion in the base year anthsir increased wealth and hence their
annual income over the period has been larger izt we estimated. Second, we
excluded other very rich people that are neithetuohed in the Forbes list nor are

represented in the household survey sample.
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