	Reform: TAX REFORM 

	1 – What reform was chosen (major components) and why?  

	Tax Reform:  The Reform consists of three legal decrees: The Tax Equity Law, the Financial Equilibrium and Social Protection Law, and the Public Finance Rationalization Law.  The Tax Equity Law is made up of the following key measures: 1. Taxation of bonuses, representation costs, the 13th and 14th salary months, the commercial activities of cooperatives and NGOs, and eventual earnings on assets. 2. Unification of Corporate Income Tax at a rate of 25%. 3. Creation of a 5% Temporary Solidarity Tax on Corporations. 4. Respect for Sales Tax, expanding the base of taxable products and services, eliminating and regulating fiscal credit received for Sales Tax, establishing a “dollarized” tax on beverages, and increasing the Sales Tax on cigarettes from 32.25% to 45%. 5. Elimination of proportional tax rebates from Excise Taxes, and inclusion of new products (luxury goods and vehicles). 6. Establishment of a Total Net Asset Tax (1% if total net assets surpass L.3.0 million).  The most important measures of the Financial Equilibrium and Social Protection Law include: 1. Expansion of the taxable base to which 15% Sales Tax is applied. 2. Reduction of exempt products. 3. Taxation of airline tickets. 4. Simplification of new vehicle tariffs and taxes. 5. Taxation of bonuses. 6. Separation of the corporate and individual Income Tax rates.  Finally, the Public Finance Rationalization Law is aimed at increasing tax revenues through limiting exonerations to food products, through collecting income tax from public companies, and through reactivating Taxes on Petroleum Imports. 

Objectives: The package of reforms has four main objectives: 1) to improve tax equity; 2) to expand the tax base; 3) to reduce fiscal fraud; and 4) to improve administration of the tax system.  Its overall goal is to close fiscal gaps in order to meet the conditions of the HIPC Initiative, which requires tax pressure below 18%, and in order to comply with the Poverty Reduction Program. 

The Reform was developed to increase revenues.  Nonetheless, it also seeks: better functioning of the Internal Revenue Service (DEI), clearer norms for taxation, better administration and monitoring of the tax base, modernization of the tax system (harmonizing tax rates, reducing dependency on excise taxes and internal transactions (including new types of taxable income), expanding revenue collection agencies, etc.), and the establishment of administrative and regulatory measures that can effectively fight tax evasion. 

 

	2 – What are the institutional mechanisms through which the reform will be carried out? 

	The Reform directly involves the following institutions: The Internal Revenue Service (DEI), the Treasury Department, and officially approved tax collection agencies. 



	3 – What stakeholders are likely to be affected by the reforms? Which stakeholders are likely to affect the reform and how? 
	4 – Through which channels are the stakeholders affected?  


	5 – What are the expected direction and order of magnitude of impact(s)? What are the underlying assumptions? 

	
	Labor market
	Prices
	Access to goods & services
	Assets
	Transfer and taxes
	

	Stakeholders affected positively: 

	Consumers, salaried workers, and individuals from the lowest-income deciles. 


	
	
	
	
	Once the tax revenue goals have been met, the fiscal gap will be reduced.  This will allow access to new resources and will create possibilities for more focalized or assistance-oriented plans for the lowest income deciles.   
	Short and medium range: Due to the Reform’s revenue-generating character, the increase in revenues could allow more focalized plans or compensation for negatively affected sectors.

In addition, administrative measures to improve the tax system’s effectiveness will reduce fiscal fraud (Measures include the tax on net assets, the designation of credit card issuers as sales tax withholding agents, etc.). 



	 Stakeholders affected negatively: 

	Final consumers of petroleum products and industries. 


	
	
	
	
	Change of the ad valorem tax rate to a specific and dollarized rate.  Reactivation of Import Duties. 
	Short and medium range: The change from an ad valorem rate to a single dollarized tax rate and reactivation of Import Duties will signify an increase in the price of petroleum products.  

Long range: If there are any reductions in international petroleum prices, the benefits will not be enjoyed since the base price has been stipulated by law (to protect the tax system against the effects of any increase in prices). 

	Individuals who receive monetary income with labor benefits.  This includes a range of salaried workers whose income is higher than 10 average minimum salaries (L.2,042)

Investors and high-level executives and management.


	Makes hiring less attractive. 
	
	
	
	Taxation of the 13th and 14th salary months (end of year bonuses).

Taxation of: bonuses and representation costs, reimbursements for rentals, children’s educational costs, and the supply of vehicles to shareholders, high-level executives and management.


	Short range: Represents a reduction in the net income of these sectors. 

Promotes vertical equity in the medium range, since income levels are taxed proportionately. 



	Corporations dedicated to commercial activities. 

Cooperatives, NGOs and non-profit institutions. 
	
	
	
	
	Sole Income Tax rate of 25%. 

Taxation of the revenues from eventual assets (25%). 

Inclusion of a 5% solidarity tax on excess taxable net income over L.1 million. 

Establishment of a 1% tax on total net assets when these exceed L.3 million. 

Taxation of all business activities of these sectors. 


	Short range: Represents a reduction in the net income of these sectors. 

Promotes vertical equity in the medium range, since income levels are taxed proportionately and measures are incorporated to impede tax evasion.



	Consumers. 
	
	Exemptions on an extensive list of products are eliminated, and only basic foods remain exempt. 

Increases the price of beer, liquor and non-alcoholic beverages. 


	
	
	Taxation of products (except for basic foods) continues, at both the production and sales stages.  

The tax at the production and consumption stages is added to the base tax for beer, liquor and non-alcoholic beverages.  A sole and “dollarized” tax rate is used for beverages. 

The tax on production and consumption of cigarettes is increased from 32.25% to 45%.
	Short and medium range: The existence of exemptions for some products makes the tax system less neutral and promotes social discontent among those sectors that do not benefit from the Reform.  Although the effect of exemptions on prices is minimal, the final consumer is nonetheless affected. 

The increase in the tax rates for beer and cigarettes produces an increase in the final prices to consumers, which in turn will affect family consumption of these products.  However, this tax is applied to specific goods, which makes tax collection and the legal sale of these products easier. 



	Stakeholders with significant influence over the reform: 
	Possible support or opposition: 

	The Association of Cooperatives, the Chamber of Commerce, Salaried Workers, Small and Medium scale industry, and Consumers. 
	Given the Reform’s goal of increasing tax revenues, these sectors will experience a real income reduction given the additional taxes that they will need to pay.  Certain opposition may develop, but it is unlikely to have any impact. 

	Special interest sectors such as the Tourism Industry.
	These are sectors for whom fiscal benefits are maintained.  They will lobby to hold on to these benefits, or to obtain new ones. 



	Civil Society and the Media. 
	These may respond negatively, since they were not consulted or considered when the Reform was being designed. 

	What information basis and techniques were used to answer questions 3, 4 and 5? 

	Information from the National Statistics Bureau (Permanent Survey on Household Income and Spending), and the calculations of the Internal Revenue Service and the Treasury Department, to measure the impact of Reform measures on tax revenues.  An impact study was conducted using the shifting assumptions methodology.  


	6 – What are the main risks which would change the expected impact of the reform? What are their likelihood and expected magnitude? 



	Type/nature of risk: 
	Likelihood
	Expected magnitude

	- Economic Policy Risks: 
	
	

	Corporations affected by the net assets tax may lobby to dilute this measure. 
	
	This tax had been instituted in the 94-95 Reform, but pressure from these sectors led to the gradual reduction of taxation of net assets until the tax completely disappeared.  Finally, the tax was re-introduced with this new reform and if these sectors lobby extensively, they may at least obtain a proportional reduction (given time limits). 

	Civil Society and private industry may protest their exclusion from formulation of the law and its regulations. 


	
	These sectors undermined the Reform, questioning its regulations and application along with the scope of its estimated revenues (if the monthly revenue goals are met). 

	The solidarity tax may tend to be diluted over time. 


	
	Due to pressure from the affected sectors, there may be a move to eliminate the tax’s permanence over time (5 years), or eliminate it permanently in the medium range. 

	Political opposition.
	
	There is a great deal of political discontent due to the fact that the current government administration (the “Nacionalista” party) has historically introduced economic adjustment measures.  Thus, the other political parties could provoke opposition among the population. 

	- Exogenous shocks:
	
	

	A decrease in the price of petroleum. 
	
	This could negatively affect the tax system, since a reference price (US$30) has been fixed to this Reform to protect the system from price rises.  A reduction in the international price, therefore, would mean that any resulting benefits would be lost. 

	- Institutional risks:
	
	

	 The private sector does not respond to tax legislation. 
	
	The reform would tend to become diluted over the medium and long range. 

	- Other country risks: 
	
	

	Social tensions growing due to the economy’s failure to recover.  Certain sectors are experiencing a significant reduction of their real incomes. 
	
	

	7 – What impact has the analysis had on national policy discussions?

 

	It is hoped that the study will be referred to in further development of the Poverty Reduction Strategy, in developing future components of the Reform, and will be presented publicly, particularly to decision-makers (private, political parties, the press, etc.). 
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