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T
his article presents an overall
perspective on fiscal reform as
currently debated in Mexico.

First, it reviews the objectives of fiscal
reform based on a summarized diag -
nosis of the dismal straits of Mexico’s
fiscal structure; and then it describes
and assesses some of the main pro-
posed fiscal instruments in relation to
the alleged main beneficiaries. Fi nally
it concludes with thoughts about the
timing and feasibility of the proposed
reform, as well as the short- and medi-
um-term contradictory effects of using
the available instruments.

CURRENT SITUATION

Total 1999 federal tax revenues repre-
sented an estimated 9.4 percent of the
gross domestic product (GDP). This com -
pares unfavorably to the 1992-1994
period when tax revenues represented
a yearly average of 10.1 percent of
GDP. Mexico’s low revenues fare even
worse when compared with other coun -
tries: according to the World Bank, in
1999, Italy’s total tax revenues were
42.2 percent of GDP; United States’,
19.8 percent; and Chile’s, 18.9 per-

cent. Even in relatively poorer coun-
tries like Venezuela, revenues reached
17.5 percent of GDP; in Bolivia, 15 per-
cent; and in Argentina, 11.2 percent.
Paradoxically the maximum income
tax rate in Mexico appears to be rather
high when compared with more or less
similar economies:1 in Mex ico, it is
currently 34 percent, while in Korea it
is 28 percent and in Brazil, 25 percent.
Other, more developed countries have
higher maximum rates: France, 53 per -
cent, and Sweden 50 percent. In terms
of the value added tax (VAT) revenue,
while 92 percent of all consumption is
taxed in Chile and 75 percent in Bo -
livia, in Mexico it comes to a mere 55
percent. This VAT situation is particular -
ly relevant, since the short-term actions
of the proposed fiscal reform are cen-

tered on changing its structure. I will
come back to this point.
In addition to the low revenue base,

the structure is also quite fragile be -
cause it is highly concentrated: Pe -
tróleos Mexicanos (Pemex), through a
host of specially tailored taxes, includ-
ing an excise tax —also charged on
alcoholic beverages and tobacco— con-
tributed with almost 23 percent of total
government tax revenues2 (when inter-
national oil prices fell in 1994 this per-
centage fell to less than 20 percent).
Pemex’s tax burden may have been too
heavy since the company’s capital expen -
ditures are lagging behind demand, at
least in production and distribution of
natural gas and gasoline, currently im -
ported in order to cover for insufficient
domestic supply.
Although it is extremely difficult to

pinpoint the main reasons for such low
tax revenues, several deep-rooted weak -
nesses in the tax law and revenue col-
lection system can be identified if not
quantified. The income tax structure
tends to be neutral (as opposed to pro-
gressive) and includes a host of special
tax provisions and exemptions. The VAT
stipulates notable exemptions or zero-
rate structures (also significantly re gres -
 sive); local taxes are insignificant (92
percent of local government expendi-
tures are fi nanced with federal tax
transfers); corruption and evasion are
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rampant; and an inefficient tax collec-
tion system seems rather expensive and
burdensome for both taxpayers and the
tax authorities.
In contrast with this tight situation,

there appears to be practically a na -
tional consensus that the country’s tax
base should increase significantly and
rapidly. All political parties and public
opinion makers are also supporting fis-
cal reform, demanding it be discussed,
designed and implemented in the short
term. The widespread opinion is that
the timing for reform is ripe, consider-
ing that Fox’s democratically elected
government (which ousted the Insti tu -
tional Revolutionary Party, or PRI) is at
the peak of its legitimacy and popular-
ity, and also that it is imperative to
address the gigantic social backlash of
the eco nomic growth model pursued over
the last few decades.
Although as yet there is no full-fled ged

proposal for fiscal reform, adminis tration
officials have been publicly argu ing in
favor of certain areas of re form. Polit -
ical parties and other interested groups
have also been actively debating, insist-
ing (perhaps more loudly than the gov-
ernment) that any fiscal strategy must
include revamping and updating the gov -
ernment’s institutional framework and
expenditure mechanisms.

THE STATED OBJECTIVES
OF FISCAL REFORM

Most actors on the Mexican political
scene consider that expenditures are
the flip side of the coin to fiscal reform.
To many advocates, each addi tional per -
 centage point of tax revenue should be
tagged —in advance— to particular so -
cial expenditure and investment pro-
grams.

To others, especially officials who
have gradually been ousted from posi-
tions of power they held in previous
governments, fiscal reform should also
be part of the renewed government
instruments of short-term macro-eco-
nomic management; this vision has
quietly gone out of fashion in recent
months.
For current administration officials,

the objective of fiscal reform is to in -

crease the resources available for edu-
cation, infrastructure and social expen-
diture.  A by-product should be a fiscal
system that induces savings and invest-
ments instead of consumption, and which
is based on fairness.  However, it seems
that a concern for social justice, suppos -
edly the guiding objective of over all pol-
icy, is less frequently heard in most fi -
nancial and economic circles.
Although less noted in the media,

one objective of fiscal reform men-
tioned by local and state representa-
tives is the federalization of taxes. They
argue that revenues would increase sig-
nificantly if only they were more local
tax-related. Local tax authorities, the
argument goes, are more likely to mon-
itor and control tax collection closer to
the actual taxpayers.

THE FISCAL REFORM INSTRUMENTS

There are several areas of discussion
around fiscal reform, particularly
regarding changes in three key instru-
ments: income tax, VAT and the expen-
diture-side mechanisms of reform. All
proposals and discussions seem to
concur that reform necessarily means
streamlining the complexity and pro-
cedural red tape that currently perva -
des the tax system. Other areas of con-
sensus are the reduction and abolition
of existing loopholes and special tax
provisions and exemptions in the in come
tax base and the need for stronger exec -
utive and judicial instruments against
corruption and evasion. Aside from
these, the remaining proposals are still
under debate.
With reference to income tax, admi -

nistration officials and most other pro-
ponents have been publicly discussing
the reduction of the maximum tax rate
from 34 percent to 30 percent (in sever-
al fora 32 percent has been men tio ned),
coupled with significant changes in tax
provisions regarding the tax base itself
—in relation to taxing consumption—
and several other aspects that distort how
the tax base affects the financial per-
formance of companies.  Another idea
put forward (albeit less strongly) is dump -
ing the entire income tax structure and
applying a flat-tax.3 Here, the implicit
argument is that in come tax in Mexico
has not had the expected progressive
na ture, and thus a flat tax would ar gua -
bly have the same neutral effect but
would be more efficient.
A hotly debated idea is the “Pardon

for the Past” proposal made by the fi -
nance minister as soon as he took office.
The idea is to swiftly forgive any mis-
deeds or underpayments of previous
years as long as the 2000 income tax
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return is properly submitted; the logic
behind this is that it is wiser and more
profitable to bring in as many taxpay-
ers as possible now, rather than betting
on being able to bring them to justice
—and collect— for past underpay-
ments. De bate around this idea will
probably continue during the next few
months.
Arguably, the most important part of

the debate is the reform of the VAT.
Currently, medicine, food and other
minor articles are exempt from VAT.
The administration’s proposal is to in -
clude the most significant goods among
these items —namely medicine and
durable foodstuffs— into the VAT struc-
ture at the 15 percent rate currently
charged for most other goods.  Although
a new stream of revenue would almost
instantly come from this, the measure’s
potential side effects are substantial.
From the government’s point of view,
enlarging the VAT tax base would set
Mexico in the right direction in relation
to other countries; furthermore, the
finance ministry holds that evasion is
positively correlated to the variance in
VAT rates, and that there is no other
available instrument as expedient. Fi -
nally, officials contend that greater fis-
cal policing has only a limited short-
term effect. Articles assessing the VAT
proposal4 conclude that it would have
a “relatively regressive” impact, burden -
 ing the poor more heavily than the
rich. The administration recognizes
the effect and has emphasized that the
excess re venue would be channeled to
education, infrastructure and social
expenditure.

CONCLUDING REMARKS

It is rather difficult to envisage a better
political environment for badly needed

fiscal reform. Given this, Mexico must
make sure that fiscal policy is based on
a clear medium-term strategy that as -
sures expansion of both the overall tax
base and income tax revenues (with a
socially progressive outcome). If rev-
enue collection is to be increased in
the short term, however, it seems that
rigidities in the overall economic and
political environment will very likely
mean a tax reform with a neutral or

non-progressive —if not regressive—
fiscal reform.  If consumption-related tax
provisions are adopted (if for no other
reason than their feasibility when com -
pared to other more desirable but un -
realistic ones in the short term), they
should be counterbalanced with addi-
tional targeted expenditures and in vest -
ment for the poor. Unfor tu nately, on
this front Mexico’s system of inequality
seems to reproduce itself. Public spend -
ing on education and health are also of
a neutral/proportional nature (si milar
amounts are spent for the poorest 20
percent of the population and for the
richest 20 percent).5

A must of fiscal reform will be ad -
dressing the changes required for bet-
ter and more clearly targeted so cial
ex penditure. Although several social

pro grams exist (with varying degrees of
perceived success), there is neither a
benchmark nor quantifiable goals that
would allow for an assessment of their
efficiency. Without measurable targets,
social expenditure funded with new
fiscal resources may well prove to be a
worthless effort. The stronger commit-
ment to public accountability of both
government and civil society will be
put to the test precisely when the addi-
tional re sources from fiscal reform be -
come available. Mex icans must make
sure that, this time, the funds are both
efficiently and almost completely chan-
neled to the poor.

NOTES

1 Maximum income rates can be tricky to estimate
because there are several instances of double
taxation. This is the case, for example, of taxes
on dividends; in Mexico once income tax has
been paid by a company, personal income tax
on dividends paid by the company to share-
holders only generates a 5 percent rate. In other
countries, like the United States, dividends are
fully added up and accrue a 33 percent rate.
Thus, comparisons should be regarded more
as rough estimates.

2 In 1998, according to Banco de México, “Eco -
nomic and Financial Developments in 1998
and Policies for 1999,” Banco de México  (1999).
(http://www.banxico.org.mx)

3 A flat tax is a tax rate applied to all levels of in -
come.  It is often discussed as an alternative to
a progressive tax.

4 An excellent, short and substantial analysis of
the VAT effects and expenditure elements is to
be found in Fausto Hernández Trillo et al., “La
reforma hacendaria integral: algunos retos,”
Este País. Tendencias y opiniones (Mexico City),
February 2001.

5 Fausto Hernández Trillo, op. cit.
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