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The focus in this issue of Revermews is the Ecuador Fiscal
Administration Stodies carried out under the auspices of the
Metropolitan Studies Program’s [ocal Revenne Administra-
tion Project during 1985 and 1986. Financed by USAID-
Feuador and under the direction of David Greviak, pro-
fessor of economics and current direcior of the Metropolitan
Siudies Program, the project was a three-pronged study of
the Ecuador system of individual income tax, the national
revenue sharing and customs administration. _

In addition io Greviak, the project staff included research
associate Hernando Garzon and data analysi Bruce Riddle
both of the Metropolitan Studies Program, Jorge Martinez
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of Georgia Siate University, and Caroline Fawcett, now at
Johns Hopkins University; the customs work was led by
Britich customs consuitant Kenneth Stacey, with assistance
from Oakley Austin and Francisco Genzalez, Metre gradu-
ate studenis Vicior Mendez, Miguel Osio and Raymond Sar-
thou provided research assistance.

The project resulted in five working papers, now available
in both English and Spanish as part of the Metropolitan
Studies Program Cecasional Paper Series, Nos. 103 through
107, The papers are available from the Program’s Publica-
tions Officer, individoafly for $3.00, or as a set for $12.00,
surface mail postage included; air mail rates vary and are
available apon reguest.

ion Study

The rapidly rising price of petroleum during the 1870z is
often blamed for exacerbating the economic problems of
oil importing Third World countries. Conversely, certain
petroleum exporting nations have been particularly hard hit
by the subseguent softening of the world price of oil.
Ecuador provides a good example of the latter, Gil was
dizcovered in Ecuador in 1967 and by 1971 the country was
a net petreleum exporter. The price increases experienced
during the 1970s helped fuel a decade of rapid ccondmic
growth: the world recession and lower petroleum prices of
the early 1980s brought this expansion ic a hait.

As the economy expanded, the public secior in Ecuador
mwereased its expenditures even more rapdily, using external
debt io supplement the petroleum-induced increases in
revenues, The world financial crisis of the early 1980s
dirninished the possibility of financing the deficit externally,
so internal policies had to be pursued. While inflaiionary
fingnce was used intitially, it as also recogpized thai major
changes in the structure of the economy and economic
policies were necessary io overcome the financial difficoliies.

In 1985 the Minister of Finance of the Goverrnment of
Ecuzdor requested assistance from the U.8. Agency for
International Developmeni Mission to Ecuador (USAID) n
conducting a series of siudies in the area of fiscal adminisira-
tion, The USAID mission turned to the Local Revenue
Administration Project to carry out this effort.

Thres different topical arsas were of intesest io the
Ministry of Finance (MOF). One was the personal income
tax: a second was customs adminisiration; the third focus-
ed on the principal method of transferring funds from the
central government to local jurisdictions. The reguested
activities were carried out from August 1985 through
September 1986 and were led by Professor David Greviak.



income Taxes

Two aspects of the income tax were of pariicular interest
to the Bceuador MOF: fivst, an indication regarding how the
rates and structure of the Bouadorian personal income coime
pared with income taxes in other Caribbean, Central and
South American countries: and second, what the (3% reve-
nue, equity and compliance implcations would be if alter-
native mcome fax siruciures were bnposed in Ecuador.
Resulis from the analvsis of these two quesiions were pre-
sented in fwo staff papers.

Hernando Garzon, Research Associate in the Metropoli-
tan Studies Progratn, compared Hosador's tax structure with
ity Latin American and Carlbbean neighbors—Barbados,
Boliva, Brazil, Chile, Colombia, Costa Rica, Guatemaia,
Honduras, Jamaica, Mexico, Paraguay, Peru, Trinidad and
Tobago, and Venezuela. The resuits show that Ecvador dif-
fers from the norim in several ways, Public finance literaiure
has shown that thers is generally a divect relationship bet-
ween tax a5 a percent of GNP and per capia income. This
pattern aiso holds in the couniries included in the analysis.
Fouador, with a tax/CGNP ratic of 12.4 percent, was below
the 15-country median of 17.2 percent. Similarly, the ratio
of personal income taxes to GNP in Ecuador of 5.4 percent
was less than the regional median of 8.4 percent, At least
compared to the other countries in the study, tax burdens
in Feuador sre not particolarly heavy.

Orthier elements of the Ecuadorian tax system sei it apart
from that in other countries. Though most business expenses
are not deductible, investiment income in a few government-
approved industries is. The personal income tax marginal
rates vary from 8 1o 40 perceni with dependent deductions
contingent wpon spousal income, Hecause this contingent
deduction is formulated as 2 constant mulipie of the
minimuen wage, Houadorlans are protected from inflation
vig indexing becanse the moimimum wage i3 generally increas-
=g with inflation, These unicgue features of the tax are com-
plicated by the fact that surcharges exist in certain regions
for public universitiss, public fransit snd rehabilitation
centers. Though being different is not necessarily wrong,
many of these aspects of the Ecoadorian tax system exist
as a result of purely political reasons which have nothing
to do with good sconomic policy,

Professor Jorge Martingz of Georgia State University car-
ried out the task of analyzing the implications of altering
the current personal income tax structure, The existing tax
was characterized as having high and steeply progressive
marginal rates but, as mentioned above, produced tax viekds
that were somewhat less than the average in the region. Mar-
iinez noied thai the tax raiss may have discouraged work
effort and risk taking and, when linked to a2 cumbersome
tax combined with weak enforcement, high levels of tax
svasion resuiied. Tvasion is guite easy because the likelibood
of being caught by the underfunded, poorly trained auditing
staff is quite low. Ecuadorians have used every evasion taciic
bnown. They file multipde tay returns & order to avoid high
marginal rates or to obtain multiple refunds, “Addition
eyrors’” are common and most ofien result in significantly
tower taxes. Others simply do not file or do not declare cash
transactions or other income that can be easily hidden.

Since the Government of Bouador was interesied in re-
forming the structure of the income fax, one objective of
the research performed here was to study the likely revenue
and distribaiional effecis of alierasiive rate structures 8o
ihai the Government could use the information in determin-
ing the most appropriate rate struciure, Since if is anticipaiad
that tax rate changes would resulf in changes in {ax com-

plignce, Martiner also studied four different types of tax
evasion: income underreporting, multiple filing, intentional
errors in the computation of the fax and nonfiling by
professionals.

The results were drawn from a series of complex simula-
tions made from four 1983 taxpaver data files containing
taxpayer information for over 67,000 Ecuadorian taxpavers
incleding those who had no tax liability, those who were
self.emploved and taxpayers receiving business or capital
income. In addition, data from a sample of 2,000 profes-
sionals as well as dats from the National Audit Program
were used 1o analvze the iax evadion issues. All these
compurerized data were analyzed in Syracuse under the
direciion of Senior Research Associaie and Data Analvst
Bruce Riddle.

Martinez found that, while the personal income tax in
Ecuador was overail highly progressive, there was pro-
nounced regressivity in the lowest income classes due to the
failure of low-income taxpayers to claim all exemptions and
to the erroneous withholding statements filed by employers.
Three different alternative tax rate schedules under consi-
deration by the Ministry were used in the policy simulations.
Hach had slightly differend total revenue and revenue growth
sffects and income distributional consequences.

The analysis of tax evasion indicated thai taxpayer ervors,
multiple filing, nonfiling by professionals and income under-
reporting represented & combined revenue loss of mors than
34 percent of 1983 ncome tax revenues. Furihermore, the
tevel of tax evasion was found (o increase with taxpayer
income thereby reducing the vertical fairmess of the fax.

bMartinez Tound room for further simplification of the
income tax as well as potential for broadening the tax base
50 as to allow for a significant reduction n marginal rates
on a revenue-neutral basis, He also presented several recom-
mendations concerning tax administration that could im-
prove the fairness of the income levy and help replace
revenue Iosses that would accompany general decreases in
that tax rate struciure,

Customs Administration

Kenneth Stacev led the study of the customs coliection
sysiem, This portion of the project included 3 review of the
iaws, regulations and policies effecting customs operation
and an assesspent of the existing customs organization with
the goal of identifying deficiencies in internal controls and
documentaiion flow which permit svasion of duty. Based
on these assessments, recommendations were made concern-
ing changes in the underlying organization, its staffing and
aperastional procedures as well a8 recommendations for
additional techmical assistance to implereni the new svstem.
Stacey was assisted in these efforts by the two consultants,
Takley Avsiin and Francisco Gonzalez, each of whom spent
several months in Ecuador,

A variety of recommendations were dirawn from the
analysic, First, the svsiem shouid be reorganized to
streamline the administrative processes and to demarcais
mgre clearly the fonctions of cusioms and tariff policy and
customs operation. It was also deemed desirable to establish
an investigative branch of the customs service and to ¢reale
an independenit customs unit at the Guayaquil airport. in
the area of customs operations Stacey recommended several
new practices designed 1o improve the ability of cusioms
inspectors 1o value goods and to ensure that imports sub-
ject to custorns levies did not escape valuation, Fipally, the
project reviewed the Government’s plan (o compnterize
customs activitier and recommended changes in the com-



puter system to allow valeation and entry checking to be
implementied ar an earlier daie than originally envisioned.

Entergovernmenial Lrands

The final portion of the LREAP project in Ecuador con-
cerned the gystem used by the central government (o transfer
funds (o local governments. The centerpiece of this system
is the Fondo Macional de Participaciones (FONAPAR).
Established in 1971, FONAPAR was to become the oniy
rational and nonpolitical means of transferring national
government funds 1o local governmenis in Fouador, The
grant pool is based primarily on fixed proportions of
national government fax revenues. Aflocations of the monies
to local governments take two forms. One is an antomatic
transfer to all municipalities; the second, accounting for over
two-thirds of total allocations, is intended 1o be used solelv
for capiisl invesiment purposes.

The Government of Ecuador was concerned about t%o
different aspects of the FONAPAR program. One concern
focuged on the administration of the funds in the Ministzy
of Finance. Caroline Fawcett, currently at Johns Hopkins
University, studied the internal operations of FONAPAE
and described how it operaies and interacts with a nurber
of gther Ecnadorian institutions including the Central Bank,
Treasury, Mational Planning Board and several autonomons
governmment sgencies. She analyzed the complexity of these
imterrelations and identified & number of problems that
result in an wncertain flow of monies to local govermmnents.
In addition she showed the complexity of the tudgeting,
reporting and approval process and recommended changes
in inferpal procedores that could reduce the amount of red-
tape and streamline the procedures.

The second area of concern regarding FONAPAR focused
on the sifects which the grant scheme has on local govern-
ment behavior. During the past 15 vears, local governmenis
have become increasingly dependent upon these externally-
generated fonds. This increased reliance upon inlergovern-
mental transfors was thought to be in part due to local
govermiments substituting grant revenues for their own-
source revenue mobilization efforis, David Greviak and
Yictor Mendez, an econornics doctoral student in the Max-
wetl Bchool, addressed this issue by estimating a complex
econometric model of local zovernment behavior. The
model distinguishes between the effects of the automaiic poi-
tion of grants which can be used for a wide variety of pur-
poses and the discretionary mvestment grants that are limited
o new capital projects.

The resulis suggest that in smaller municipalitics the
auvtomaiic allotments were used as & substituie for local
revenne mobilization but that the investment transfers were
found to stimulate total capital and current spending. An
icrease of one sucre in investment allotmeni was found 1o
be associated with a 1.8 sucre fncrease in capiial spending
and a (1.8 sucre increase in current sxpenditures. In larger
cities, both the avtomatic and iavestment transfers were
found to increase both current and capital expenditures,
Nevertheless, no evidence was found to suggest that the
grants siimulated own-resource mobilization ¢fforts,
Greviak and Mendez suggested alternative grant allocation
formulae and simulated the effects each would have on dif-
ferent localities. Of particular interest were alternatives that
would provide local governments with additional incentives
to mobilize resources om their own and to raduce their
relianice on intergovernmenial transfers,

In summary, the portions of the Local BEevenue Adminis-
tration Project on Fiseal Admainistration in Ecuador address.

ed three, sopnewhat related, ssues of resourcs mobilization
—glternatives to the current Ineoe 1ax stracture, nproy-
ed customs adminisiraiion and improvermends in the adminds-
tration of the major intergovernmental grant program.
Alihough oil revenues allowed the country to enjoy consi-
derable prosperity during the 1970s, the country is recogniz-
ing that these benefits also created some problems that only
rather major reforms in the strociore and administration of
other revenue instruments will be able io resolve.

Research Associate Jim Wozny spent five weeks in Nepsl
in May and June under the avspices of the Local Revenue
Administration Project. He carried ouwt for USAID-
Kathmandu a short-term study of local governroent resource
mobilization ip MNepal; a major portion of his lime was spent
collecting data from several outlying districts and analyzing
data already collected by a local counterpart firm. Upon his
return, he and Larry Schroeder {who was in MNepal in
Yanuary as part of the same effort) prepared a report on the
work, which should provide the first information ever avail-
able on rural local governments which use voluntary con-
tribuiions to carry out development projects at the village
level.

Rov Bahl made trips to Ching in June and September for
The World Bank. One activity is a ioint research project on
the impacts of a land use tax in association with the Chinese
Academy of Socal Sclences. Bahil traveled io Beijing and
Jipan in Shandong Province to continue gathering a large
sample of enterprise financial and land use data, In addi-
tion, as part of the urban planming siudy he traveled to
Changzhon in Jigngsu Province to survey vunicipal foanc-
ing practices,

In Phifippines

In April the National Tax Besearch Center of the Govern-
meik of the Philippines presented Roy Bahl with the Piloneer
Award as the highlight of the Center’s 27th anniversary. The
award is conferred enly rarely and is to recognize individuals
who have provided tnvaluable assistance in the institutionali-
zation of tax research. Bahl carried out a major portion of
his work in the Philippines under the Local Revenue
Administration Project.

In Gogtemngl

Jorge Martinez, associate professor of econemics at
(reorgia State University, spent two weeks in Ouatemalain
August as part of the Local Revenue Adminisitation Pro-
ject at the behest of USAID-Guatemaia. Working with
USAID and the Minisiry of Finance, he examined the
government’s new tax bill, especially in the arees of infer-
nal revenue, property taxation, customs, and budgetl ad-
ministration and from the point of view of both policy and
admiistration.

salvador

in May and June David CGreviak traveled fwice 1o Ei
Salvador 1o assist an USAIDEI Salvador team in degign-



ing the structure and operational characieristics of a Muni-
cipal Assistance Program. The Program, which was slated
i begin operations in early 1987 as part of 2 newly-instituted
Municipal Assistance Institute, was io inclode both technical
sssistance and a granis program. The granis program, o
he funded with 2 percent of the central government revenues,
included grants distribution among municipalities based in
part on iax effort.

Feuador

David Greviak, Jorge Martinez and Hernando Garzon
spent three weeks in Ecuador in July, with Pat Morrison
of Development Associates. Included in the work they were
doing was a mid-term evaluation of a four-year USAID-
Ecuador income tax audit and compliance project and a final
evaluation of the USAID-sponsored innovative cooperative
inter-institutional municipal technical assistance project.

The Jamaica Tax Structure Examination Project work is
drawing to a close and, as & result, Roy Bahl made trips
to Kingston in June, August and October. In October, the
Project and Bahl were honored at a luncheon hosted by
Jamaica’s Prime Minister Edward Seaga, who said that the
project could be a model for other developing countries.
Seaga alse tied the improvement of Jamaica’s economy,
whiclt is 2xperiencing its highest level of growth since the
early 19703, in part to the successful implementation of the
iax reform mesasures. Professor Daniel Holland of MIT
joined Bahi and project resident advisors George White-
house and Mathias Bourgeois at the luncheon.

Three more JTSEP staff papers were issued. Staff Paper
Mo. 34, *‘Real Property Tax Valuation in Jamaica: Recom-
mendations for Change,”” by Charles Cook and Arlo
Woolery, considers the possibility of implementing a com-
puterized mass appraisal approach to property tax valua-
tion in Jamaica, Staff Paper No. 35, ““Pavroll Tax Reform
in Jamaica,”” by Michael Wasvlenko and Bruce Riddle
anaiyzes the payroll tax system in Jamaica and looks at the
possibilities for lowering the payroll tax contribution rates
in light of the expanded tax base which resulted from the
1986 veform. In Siaff Paper No. 36, ‘‘Houschold Expendi-

ture Fffecis of the Jamaican Food Stemp Program,” Bar-
bara Miller and Carl Sione present their Bpeal report on the
findings from the Low Income Houschold Expenditure
Survey i, which gathered Jdata in 1986 from a sampls of
160 urban and rural ipw-income households.

Visitors To

Two visitors from Hgypt spent thme ai Meiro recently.
Mohammed El Nuby visited Meiro in July and Imap El-
Shayeb visited in September. Both were interesied in the
Program’s effoerts in central governemnl tax projects. Ms,
F1-Shayeb is the Project Officer at USAID-Egypt responsi-
ble for their proposed tax reform initiative; Mr. El Nuby
has recently joined AID from the Ministry of Finance. Paul
¥ Farrell, now chief mission econorist at USATD-Egypt
and graduate student alumnus of Metro, also visited Metro
m -Augusi.

Kazzohire Ueia, associaite professor of economics from
¥yoto University in Japan and graduate student Hireki
Yamada visited Metro in August to discuss urban public
fizance with Roy Bah! and John Yinger.

Staff sentations

In May Larry Schroeder gave a presentation on forecast-
ing to a group of developing country government officials
attending a2 seminar sponsored by the International Law
Ingtivute in Washington.

On June 24th, Schroeder and Jerry Miner participated in
the AID-Washington sponsored ““Workshop on Sustsin-
ability of AID’s Development Assistance Efforts.”” For the
workshop, LRAP prepared 2 brief paper focused on the
fingncial aspecis of sustainability and how local resource
mobilization might be used to address these probiems,

Rov Bahl gave a presentaiion in September to a Lincoin
Institute-USAID Seminar on Property Taxation in Develop-
ing Countries. A paper he co-authored with William Dili-
inger of The World Bank, “Urban Public Finance in
LDCs,”” was delivered at a conference in Magoya, Japan in
July. In addition, Bahl made a presentation on ‘“Public
Finances in China,”” at the Bast West Center in Honolulu
in late June.
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