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The stability of management!® and the persistence of a clear
and defined leadership for over ten years have been key factors
in getting the necessary political and administrative
support, enabling the SlI to achieve the accomplishments it did in
the 1990s.

b) Professionalization and Betterment of the Level of Officials

Meeting the objective of increasing collections while maintaining the
Sl powers and normal level of resources required the commitment
and dedication of all Sll officials, so as to improve their productivity
and collaborate in meeting the collection goals. To that end, the Sli
concerned itself with establishing a civil service career which, through
clear rules and requirements for hiring, promotions and
appointments, would satisfy the different demands of new slots or
openings through internal contests (background, tests, etc.).

At the same time, the low level of remuneration of SlI officials was
increased. In the 1990s, real remuneration levels for the different
Sll echelons increased (discounting inflation) by 136% on average.
With this, the income of those officials was brought in line with the
market levels, with the exception of the remuneration for high-ranking
officials. Despite the salary hike, the remuneration of top officials
remained below the remuneration level for similar positions in the
job market.

In the same manner, training became a necessary and important
activity for all officials and directors. To that end, it became necessary
to invest resources in preparing courses and teaching materials,
gaining access to new methodologies (self-instruction,
correspondence education, etc.). From the standpoint of contents,
training was geared toward improving the professional and technical
level of officials but also improving such skills as dealing with the
public, working as a team, etc. One of the most important aspects
was the all-out effort to work on value issues, in particular official’'s
integrity, at all Sll levels.

10 Javier Etcheberry was named SlI Director in 1990 by President Patricio Aylwin A. He
was ratified in his post by Aylwin’s successors, Presidents Eduardo Frei R-T and Ricardo
Lagos E.
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Welcome Statement by Mr. Javier Etcheberry Celhay,
Director, Internal Revenue Service of Chile

FRIENDS OF CIAT:

General Assembly held last year in
Washington, D.C., United States,
entrusted the Internal Revenue Service
of Chile the organization of the 35th CIAT
General Assembly. Having accepted this
distinguished commitment, we shall be
holding this Meeting in Santiago on April
2-5, of this year.

The representatives attending the ;‘ ‘;"“m'lm ”[ B

The CIAT General Assemblies are an
international forum of the highest level for Javier Etcheberry

the exchange of experiences and in-depth consideration of urgent
problems continuously faced by our Tax Administrations in their
various functional areas.

The main theme of the meeting of Santiago de Chile will be “The
Tax Administration’s Examination Function and Control of Evasion”.
Accordingly, on this occasion we must analyze that complex
dichotomy which shall always be an unavoidable challenge for the
tax administrators. On the one hand, “the function of examination”
of the correct and timely compliance with the tax obligations, which
mission is the essence and reason of existence of our Tax Offices.
On the other, there is "tax evasion”, ill-fated variable which must
be combated without respite, due to the serious consequences it
entails for the equity of the tax system, tax collection and the very
economy of the countries, since it is a source of unfair competition
among economic agents.
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Now then, these two factors, examination and evasion, are closely
linked, in a relation of causality, in such a way that the deficient
management of the examination area by the Tax Administration shall
give way to greater evasion. On the contrary, an efficient
performance of the examination function will contribute to reduce
this pernicious phenomenon.

Within this framework, at the next Assembly in Santiago we will be
able to analyze the factors involved in tax evasion and the
mechanisms and strategies for reducing it.

In the past decade, in Chile, we have had significant achievements
in reducing evasion, although we are totally convinced that we have
still much to learn from the other countries.

The exchange of experiences between the Tax Administrations of
CIAT, especially with respect to the struggle against tax evasion is
an excellent opportunity for sharing experiences and knowledge,
through the lectures scheduled in the program, as well as the
informal conversations outside the meeting rooms.

| am certain that all those of us who are responsible for heading
the Tax Administrations of this Continent share this same vision.



Statement by the CIAT Executive Council President

Bob Wenzel
Deputy Commissioner
Internal Revenue Service
United States

In recent years, we have seen increasing
collaboration among our member tax
administrations to address tax compliance issues
in an effort to combat tax avoidance and evasion.
We are beginning to see positive results from our
efforts. This week we will continue to focus on
the fiscal harm of tax evasion and discuss how to

3| address the problem through our tax
Bob Wenzel administration examination process.

The theme of this 35th General Assembly is “The Tax
Administration’s Examination Function and Control of Evasion”. Our
ultimate goal is to eliminate tax evasion in today’s complex, global
commercial market. Our examination functions continue to be one
of our best defenses and preventive measures to ensure that all
taxpayers contribute their just amount of taxes. To achieve this goal,
we need to equip our staffs with the necessary knowledge and tools
in combating tax evasion.

In this 35th General Assembly, we will examine the means available
to us in order to effectively control evasion. We will begin with topics
such as, “The Reduction of Tax Evasion as a Means of Fiscal
Financing” and hear how our States’ financial resources are eroded
through evasion. Other speakers will touch on the great value of
requiring and enforcing routine reporting of certain economic activity
and bank transactions. And lastly, we’ll discuss how mutual
cooperation among our members provides another avenue to
address the growing problem of tax evasion beyond our borders.
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Our Chilean hosts have put together an excellent program. | am
certain that we will all benefit from the presentations to be delivered
by our colleagues. | look forward to seeing friends and colleagues

again.

Thank you

Vi
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THE REDUCTION OF TAX EVASION AS A
MEANS OF FISCAL FINANCING






Lecture:

TOPIC 1

THE REDUCTION OF TAX EVASION AS A
MEANS OF FISCAL FINANCING

Javier Etcheberry Celhay
Director

Internal Revenue Service
(Chile)

CONTENTS: 1. Public Financing and Taxes.- 1.1 Importance of tax revenues in the

11

financing of public spending.- 1.2 Tools for increasing tax collection.-
1.3 Variables that have an impact on tax evasion.- 2. Central Aspects of the
Chilean Tax System.- 2.1The tax burden.- 2.2 The tax structure.- 3. Strategies
and Actions to Reduce Tax Evasion in Chile in the 1990s.- 3.1 Situation of the
country in 1990.- 3.2 New guidelines for the management in the 1990s.- 3.3 The
resources.- 3.4 The results.- 4. Future Perspectives of the Struggle Against Tax
Evasion in Chile.- 4.1 The Diagnosis.- 4.2 Draft Bill that sets standards for the
struggle against tax evasion and avoidance for the 2001-2005 period.-
4.3 Expected results of the Plan for the Struggle Against Tax Evasion.-
4.4 Methodology employed in the study of the project for the Struggle Against
Tax Evasion.- 4.5 Current state of the project for the Struggle Against Tax
Evasion.

PUBLIC FINANCING AND TAXES

Importance of tax revenues in the financing of public
spending

A fundamental objective of the tax system is to provide the necessary
resources to contribute to financing public spending. This objective
is known as the sufficiency of the tax system. If itis, in fact, true that
taxes are not the only source of fiscal financing?, it is a fact that they

1

Other mechanisms whereby it obtains financing are the income generated by publicly
owned assets, such as the profits generated by public companies (oil revenues are an
illustrative case); resources obtained from the sale or privatization of such assets; and of
course, resources obtained from public debt.
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mark a very important signal regarding the commitment and efficacy
with which the State may execute its functions. Additionally, they
may, to some degree, also condition access to other sources of
income?. As stated in CEPAL [1998] the objective of sufficiency in
collections is a crucial element to make the “fiscal pact” come true,
that pact which determines the role of the State and its scope and
reach in the economic and social areas.

The world trend toward the search of balanced fiscal budgets
and the adoption of rules of fiscal discipline in various countries
corroborate the absolute relevance that, on the side of
income, the objective of tax sufficiency has and will have. In the
case of Latin American countries, the problem in this area is
well known. With an average tax pressure that does not exceed 15%
of the GDPS3, various countries of the region view their fiscal
performance seriously affected by that reason. In the case of
developed countries, whose average tax pressure doubles*
that of Latin American countries, the problems of sufficiency seem
much less urgent. Today, however, such phenomena as the
displacement of tax bases, transnational evasion and avoidance,
electronic commerce, and noxious fiscal competence, are all
posing very significant challenges to their fiscal objectives, even
with independence of the degree of development of their economies.

On the other hand, one must also take into account the existing
relationship between tax sufficiency and social development and
equity. Diverse empirical studies have demonstrated that public
spending, especially on education and public infrastructure, exerts
positive impacts on economic growth, which justifies the effort of
seeking adequate collection levels to meet such functions (Serra
[1998]). Moreover, it is becoming increasingly clear that financing
public spending appears to be the most effective* mechanism to
achieve social equity.

2 In various countries, the State views its access to credit limited when it does not maintain
adequate collection levels, because it represents a record of its payment capacity.

3 Average taking into consideration tax burden without social security of the countries
included in the sample of table N° 1, which is presented below.

4 Engel et al [1998] has found that in Chile the most important redistributive effect comes
from social spending which is financed with taxes, before the progressiveness of its
collection. Moreover, he concluded that the VAT is the most effective tool to redistribute,
precisely because of its great performance as an instrument generating fiscal resources.
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Table N° 1
Central Government Tax Burden
(Figures in %)

Country Includes Solcial Does not include
Security Social Security
Sweden (1998) 52.5 48.4
Canada (1995) 36.0 33.1
Israel (1998) 38.8 32.8
Italy (1998) 43.6 31.1
New Zealand (1997) 31.0 31.0
United Kingdom (1998) 37.0 30.4
South Africa (1998) 29.7 29.2
France (1997) 43.5 26.0
Portugal (1997) 33.1 23.8
Germany (1998) 37.5 22.2
USA (1998) 28.9 22.1
Spain (1996) 32.8 21.3
Brazil (1994) 29.3 21.2
Uruguay (1998) 30.0 20.5
Japan (1993) 25.9 20.2
Chile (1999) 20.1 18.6
Malaysia (1997) 19.4 19.1
Philippines (1997) 17.5 17.5
Bolivia (1998) 18.7 17.4
Korea (1997) 18.6 16.6
Singapore (1997) 16.0 15.9
Argentina (1997) 21.1 15.4
Indonesia (1998) 15.3 15.0
Colombia (1994) 17.0 14.7
Mexico (1997) 16.5 14.7
Ecuador (1994) 13.9 13.9
Panama (1998) 18.2 13.2
Peru (1997) 14.0 12.7
Guatemala (1996) 9.7 9.7
Paraguay (1993) 10.9 9.3
Average 25.9 21.3

Source: Prepared by the SlI Studies Subdivision, based on IMF-1999.

Notes:

' Tax revenues of the Central Government as a percentage of the GDP, for the last

available year. The tax revenues of the Central Government comprise budgeted
and non-budgeted tax collections of the Central Government as well as State,
Regional, Provincial and/or Local Governments. Due to lack of information, tax
revenues of supra-national authorities have been excluded.

Refers to the social security contributions the Central Government collects.

N
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1.2 Tools for Increasing Tax Collection

In principle, collection is determined by two factors. First, by the
size of the tax base, that is, by the magnitude of the variable or
economic event that is being taxed; second, by the tax rates applied
on the tax base. This, in a world where all taxpayers fulfill their tax
obligations, would determine when taxes are collected. Nonetheless,
the reality is that some taxpayers do not make their tax payments
and, therefore, collections are hampered by this third factor, tax
evasion. Assuming that collections concentrate on a B tax base tax,
with a t tax rate and whose level or evasion rate is equal to g, effective
collection R may be expressed as:

R = B*t*(1-€)

It then results that the tax policy has three tools to promote increases
in collections: broadening the tax base, increasing the tax rate and
reducing tax evasion. Each of these tools implies different levels of
collection effectiveness and a different commitment with the other
principles of tax policy: efficiency, equity and simplicity. Below we
will briefly review those elements.

e Increasing tax rates

Intuitively, an increase in tax rates is often associated with a
proportional increase in collections. Theoretical models suggest, in
turn, that the impact of increasing the rate on collection is not always
proportional and might even be negative. As regards the tax on work-
related income, individuals respond to a tax increase by redistributing
work (tax) and leisure (non taxed). If tax rates are already high,
increasing them could generate counterproductive effects on
collections.

On the other hand, a tax rate increase involves a very significant
cost of efficiency. As regards progressive taxes on income, high
rates are associated with distortions to the savings and investment
processes and with negative incentives to the additional effort of
individuals. To the above one must add the fact that higher rates
might induce larger tax evasion and avoidance, which is another
severe cost in terms of efficiency, which by the way, may offset the
performance of collections. These reasons have led a recent trend
toward reducing higher income marginal rates, which has gone hand
in hand with a gradual increase in VAT rates (Owens [1998]).

6
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e Broadening the tax bases

An important factor reducing collections is the limitation of the tax
base, through exemptions, exoneration, deductions and special
treatments. The reforms made in Latin America in the 1980s
attempted to eliminate exemptions and broaden the tax base.
Nonetheless, at present there are still a good number of goods and
services that are exempt. The reasons most commonly mentioned
to justify these exemptions are, among others, reducing the
regressiveness of the tax, furthering the consumption of goods or
services deemed appropriate and the difficulty to tax certain products.

The elimination of exemptions may be an important source for the
increase of fiscal resources. At the same time, there is evidence
indicating that efficiency and simplicity benefit from measures that
eliminate special treatment. However, what undermines the viability
of this type of reform is the reluctance to eliminate exemptions with
some content of social equity, despite the fact that as was mentioned
before, equity on the side of public spending is much more important.

e Reducing tax evasion: a superior alternative

The third tool that is available to increase collections is the fight
against tax evasion. The phenomenon of tax evasion is present in
nearly all tax systems, although in varying degrees and with different
features and characteristics. In more developed countries, the levels
of evasion are 10% or less. In those countries, tax spending®
accounts for even higher figures, which explains the marked
significance such issue has —before tax evasion— as a source of
potential resources. On the contrary, in Latin America the level of
tax evasion of the countries is 30% or more, with a generally lower
figure of potential income from tax spending.

Reducing tax evasion also has benefits from the standpoint of
efficiency and equity. Tax evasion constitutes a factor of disloyal
competition of those evading taxes in relation to those who comply.
Later, if it is reduced, one contributes to a better distribution of
resources. By reducing tax evasion, one also promotes an
atmosphere of greater compliance in other areas of the economy.
By reducing tax evasion one also paves the way for a reduction of

5 “Tax spending” (or tax waiver) represents the tax revenues that are not collected due to
the exemption regimes that lessen the tax base or from special reduced rates.
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tax rates and, therefore, a lessening of distortions. In summary, when
compared with other forms of collection, this seems to be a superior
alternative.

1.3 Variables That Have An Impact on Tax Evasion

Economic theory models the decision of evasion of an individual as
a selection of risk. Indeed, it establishes that it will depend on his
income, the tax rate, the probability of detection and the fines to be
evaded. Regarding the last two variables, the Tax Administration
plays a fundamental role.

The examination function. The probability of detecting tax evasion
depends on the resources and powers the Tax Administration may
have to verify as well as on the effectiveness with which it administers
those resources. One must bear in mind that more than the real
probability of detection the dissuasive effect is due to the probability
“perceived” by taxpayers. A clear example of this is the feeling of
control produced among taxpayers by the fact of knowing that the
Tax Administration has cross information to verify their tax returns®.

The penalty system. The application of the penalty system usually falls
under the responsibility of the tax authority, which has a direct impact
on the greater or lesser effectiveness with which tax evaders are
penalized. Indeed, the Tax Administration is responsible for the task
of expediting the penalty application procedures and improving the
juridical righteousness of its actions, which are essential to dissuade
the tax evasion behavior. The perception of “just” actions from the
Tax Administration is an equally important factor in this area.

Acceptance of the System, Cost of Compliance and Social Commitment.
Other variables of equal or more importance must be added to the
risk model variable. They include such variables as the simplicity of
the tax structure, costs of compliance (that is, the expenses incurred
by taxpayers in meeting their tax obligations), the degree of
acceptance of the tax system, the degree of commitment of citizens
with government institutions and social awareness. A recent study

6 In 1995, powers were granted to the SlI to request information on interest paid to each
taxpayer from banks. In operation income of this year, the delivery of information still
had not come true, however, interest declarations grew that same year.
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on the case of Chile profiles different types of taxpayers with respect
to fraud, showing the special significance the social context variables
have in the decision to evade taxes (Mori [2000]). If itis, in fact, true
that the Tax Administration does not have a direct influence on these
variables, it may also have a direct impact on various of them and
with great effectiveness.

After all these events are recognized, the problem that arises next
is how the tax policy may use the different variables in favor of
reducing tax evasion. Below we will briefly go over some aspects of
the Chilean tax system, in order to provide context to the analysis of
the following chapters.

2. CENTRAL ASPECTS OF THE CHILEAN TAX SYSTEM

2.1The Tax Burden

The Tax Burden (or Tax Pressure) expresses the taxes collected in
a year as a percentage of the GDP. Economically speaking, the tax
burden is a measure of the value of goods and services that are
transferred to the State every year so that it can carry out its functions.

Chile has a net tax burden’ relatively low when compared to those
in traditional developed countries, with a net tax burden of 20% and
above, even reaching levels in excess of 35%. It should be pointed
out that the Chilean tax burden is similar to that in Asian emerging
economies such as Indonesia, Singapore and Korea.

When comparing the Chilean tax burden with that of Latin American
countries, Chile has one of the highest tax burden in the regional
context. This level of collection is not explained by the fact tax rates
in Chile are higher, but basically because the levels of tax evasion
are lower than those observed in the rest of the Latin American
countries.

7 The net tax burden, that is, excluding social security contributions is a relevant distinction
when compared internationally, given that in some countries there are private security
systems. Consequently, State social security collections will evidently differ from those
in countries where social security is state-owned. Chile, for example, is one of the countries
where most social contributions are managed by a private system.
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2.2 The Tax Structure
° Collections by tax

In Chile, tax revenues display a strong concentration of internal taxes
on consumption. Among them, the VAT is the most important one
by contributing a figure close to half of overall collections.

Table N° 2

Central Government Net Tax Income.
Year 1999. Figures in nominal currency

[ Mill. $] [Mill. US$]* | [% of Total]| [ % of GDP]

Tax Revenues Collected 5,805,793 11,411 100.0 16.9

Income Tax 1,312,195 2,579 22.6 3.8
Value Added Tax 2,811,585 5,526 48.4 8.2
Taxes on Specific Products 817,769 1,607 14.1 2.4
Taxes on Legal Proceedings 245,417 482 4.2 0.7
Net Foreign Trade Taxes 535,490 1,052 9.2 1.6
Others? 83,337 164 1.4 0.2

Source: Budget Directorate

Note:

Y The average exchange rate prevailing in 1999 is used, that is, $508.78 to the US

dollar.
Includes Tax on Inheritance and Donations; Tax on Gambling; and tax revenues
from Readjustments, Penalties and Interest.

The 1999 tax revenues indicate total collections reached a
US$ 11,411 million. Of that total, 22.6% are collected from the income
tax, to include the corporate and individual income tax. The corporate
income tax includes the First Category Tax with a 15% rate, the
Additional Tax paid by foreign companies and the Additional Tax
paid by state-owned companies. The individual income tax includes
the Second Category Single Tax and the Complementary Global
Tax. The VAT accounts for 48.4% of collections. The special taxes
on consumption (Tax on Alcoholic, Analcoholic and Similar
Beverages; Tax on Luxury Products; Tax on Vehicles, Tax on
Tobacco, Cigars and Cigarettes and Tax on Fuel) totaled 14.1% of
collections. An estimated 9.2% of tax revenues were obtained from
tariffs.

10
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e Principal characteristics of the VAT

The VAT in Chile is characterized by being a tax with a relatively
broad base, which operates at a single 18% rate and which does
not contemplate special tax regimes. These features explain to a
large extent that it is the most productive tax of the tax system, as
inferred from the preceding section. Indeed, the VAT in Chile taxes
most sales of assets and real estate, the latter belonging to a
construction company, as well as the rendering of services that are
made or used in the country. It affects the State Treasury, semi-
fiscal institutions, autonomous administration entities, municipalities
and companies thereof or in which they have participation, albeit
tax-exempt from other laws.

The principal tax exemptions fall on health, education, public
transportation and financial interest. In addition, there is a
mechanism in place to take advantage of the remaining fiscal credit
accumulated for six or more consecutive months when it originates
from the purchase of fixed assets. Moreover, and as happens in
most tax systems, exporters are exempt from the VAT for their
oversea sales, and they are given the right to recover the VAT caused
by purchases intended for export.

e Principal characteristics of the Income Tax

There are three fundamental principles on which the Chilean Income
Tax is based, which must necessarily be taken into account to be
able to understand the logic behind the tax. The first principle is that
the subjects of taxation must ultimately be individuals; the taxes
that companies’ pay corresponds only to the personal taxes their
owners must pay. The second principle is that the tax base must
consist of the set of income received by the person for the tax period,
which is called the principle of global income. The third principle is
that the tax must be used as an income redistribution tool, which is
done by way of a progressive rate scale.

These three principles materialize in the so-called Complementary
Global Tax, which is a personal and progressive tax with rates from
0% to 45%. This tax must be declared and paid every year by resident
individuals, with the exception of those who only obtain income from
dependent work relationships. Nearly all forms of income obtained
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for the tax return period converge on the Complementary
Global Tax, such as fees, retirement from companies, dividends,
capital gains, salaries, etc. The above reveals the “globalized”
nature the tax has. It should be pointed out that the Chilean legislation
also applies the principle of world income, whereby resident
individuals must declare both Chilean-source and outside-source
income.

When nonresident foreign individuals obtain income, the
Complementary Global Tax is replaced by the Additional Tax. This
tax affects the income sent overseas and applies a 35% general
rate, or any of the special rates depending upon the quality of the
income.

Now, conceptually speaking the law classifies income in two types:
capital income and work income. The former is called First Category
income and is subject to the Tax bearing the same name, with a
15% rate. The First Category Income can be credited against the
Complementary Global Tax (or Additional Tax) as a result of its
“payment on account” nature we described above. The work
income is the Second Category income and, when it comes from a
dependent work relationship, is subject to a Second Category
progressive tax, which is withheld monthly by the employer and may
also be credited against the Complementary Global Tax &. In turn,
when it comes from self-employment, income is only taxed
with the Complementary Global Tax, applying a withholding or
provisional payment of 10% on the gross income at the time it is
earned.

Moreover, the Chilean income tax contemplates a series of
mechanisms called savings incentive mechanisms. They are
basically mechanisms for the deferment of tax on saved
income (Article 57 bis) as well as the possibility of deducing
from the tax base 50% of interest and dividends, 20% of
investments in payment actions and social security contributions.
Incentives to investment come from the rate gap, a credit to the
corporate tax of 4% on fixed assets, the accelerated depreciation
mechanism.

8 Excludes the possibility of crediting taxpayers who only obtain income from dependent
work relationships, for whom the Second Category Tax is a final tax.
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3. STRATEGIES AND ACTIONS TO REDUCE TAX EVASION IN
CHILE IN THE 1990s

3.1 Situation of the Country in 1990

The year 1990 marked a fundamental change in the political, social
and economic reality of the country. After 17 years with a military
government in office, the country returned to a democratic system
with elected officials, and the functioning of traditional Republican
institutions such as the Parliament was restored. From its inception
the new administration had to face not only political problems
resulting from the change of system but also the social and economic
effects of the policies implemented during the military regime.

Indeed, the Chilean economy had experienced radical changes
during the previous regime, making way for a market economy
characterized by a strong opening of internal and external markets,
a reduction of the traditional role the Chilean State had played as
advocate and promoter of the country’s development. This paved
the way for private initiative to undertake new businesses and take
over several companies and activities that until then were run by
the state. These changes in the economic structure were
accompanied by large changes in such areas as education, health
and the social security system, which had a broad social
repercussion. From systems in which the state provided subsidies
or broad benefits, the country went to services supplied by private
companies that had to be paid for by users themselves.

In the meantime, the fiscal budget and the sources of public financing
showed the effects of these new orientations and structural changes.
In particular, important items related to “social spending” (subsidies,
benefits, resources to education and public health) were reduced,
contributions to state-owned companies that were sold (bid to the
private sector) were eliminated, resources were obtained from the
sale of assets or those same companies, etc. At the same time,
and in keeping with the objective of furthering the development of a
strong private sector, the resources assigned to state-owned entities
were cutback. This included tax examination entities, which limited
their possibilities of effectively fulfilling their control work.
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The Chilean Tax Administration, which in the 1980s lost
approximately half of its staff, did not escape this situation. This
seriously undermined the Administration’s examination, collection
and recovery capacity. Thus, as the situation stood in the early
1990s, tax evasion reached rates close to 30% for the VAT and
49% for the first category tax.

Despite the fact the country’s Gross Domestic Product grew at high
rates, the poor income distribution among the population generated
a growing discontent of middle sectors and a significant increase in
the levels of extreme poverty.

With this prevailing situation, the new democratic government
assumed as one of its programmatic bases resolving this historical
“social debt.” To obtain the necessary financial resources, it
proposed a Tax Reform that basically involved increasing the
corporate profit tax rate from 10% to 15% and increasing the general
VAT rate from 16% to 18%.

Obtaining these new resources became the great challenge for the
leaders of the Chilean Tax Administration® appointed by the new
government, while recovering and as much as possible increasing
the traditional levels of effectiveness and efficiency in the fulfillment
of their functions. Despite the fact the fulfillment of this challenge
involved the commitment of three services —Internal Revenue Service
(SlI), the Treasurer General's Office and the National Customs
Service—, the Sll is primarily responsible for this task. Therefore,
from this moment on, the concepts expressed will be dealing
exclusively with the SII.

3.2 New Guidelines for the Management in the 1990s

Below we summarize some concepts and guidelines that
characterized the Sl management during the 1990s. It must be
clarified that not all of them were clear from the outset. The work of
directors in conjunction with the active participation of mid-level and
junior officials allowed us to produce some guidelines that are
presented.

9 It should be pointed out that in Chile, the Tax Administration consists of three different
autonomous entities, namely: the Internal Revenue Service, responsible for the examination
of internal taxes; the National Customs Service, in charge of import duties and tariffs;
and the Treasurer General’s Office, in charge of the collection and recovery of taxes
(among other non-tax financial services to the State)
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e A new focus of management

Bearing in mind the need to obtain resources to be able to finance
new programs of democratic governments, the first objective will be
to collect more. This had to be done without making changes in the
governing structure of the Tax Administration or the powers and
resources it had.

Thus, it became necessary to collect more while being more
efficient and effective, so the internal transformation of the
SIl was fundamental. This required a strong commitment
to train officials and establish a clear and defined leadership
in management, in order to advance pragmatically in the
modernization of the SlI to bring it in line with the commitments
acquired.

e The principal landmarks of modernization.

a) Establishment of a clear leadership and a professional and
efficient chain of command

From the moment of his designation in 1990, the current SlI
Director undertook the establishment of a top professional and
competent management team, whose motivation would focus on
achieving objectives more than on compliance with norms
and procedures. It is a team with a strong orientation toward
innovation and generation of permanent change processes. At the
same time, a management and decision-making style was
established, based on the previous participation and
discussion of problems and solutions with the directors of the
areas involved. This entailed the commitment and involvement
of junior officials in said solution. The participation of
third parties (associations, accountants, etc.) contributed to
validate the decision of the administration and to create an open
and transparent management style. All of these elements
contributed to validate the management and leadership style of the
administration both internally and externally, thereby getting the
support of directors, officials, Ministry of Finance and Government
authorities in general.
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c) Integrity

One of the fundamental elements for the success of the struggle
against tax evasion is to make the Tax Administration completely
immune to corruption. Should corruption permeate the organization,
it may offset management’s efforts to try and reduce tax evasion.
In Chile, there have been few instances in the Sll where actions
affecting the integrity of officials have been detected. Nonetheless,
management has created an absolutely clear policy of “zero
tolerance” to face this type of practice. To that end, it has faced the
problem in a public and systematic manner within the Service,
holding workshops with officials to discuss and address the problem,
its causes and ways to prevent attitudes or actions that may
undermine integrity (the politicization of decisions is also a breach
of integrity).

On the other hand, the Service’'s management has clearly and
decisively penalized those officials who have committed faults or
crimes related to integrity, to include their expulsion from the SllI.
Even so, to guarantee the transparency and justice of the
procedures that are employed in the investigation of each
situation, a Controller’'s Office was created in the SlI, under the
direction of a Controller who holds the rank of Deputy Director. He
is responsible for presenting investigation summaries and proposing
penalties to the Director, as well as for following up on the issue
within the SlI.

The pressure and criticism of the zero tolerance policy from different
sectors, such as workers themselves, their trade unions or even
lawmakers, has been broad. They view in this type of policy a threat
to the work stability of officials or the danger for the commission of
irregularities. The Comptroller General’s Office, a controlling entity
of the Chilean State, often times has faced appeals denoting
reluctance to adopt drastic decisions.

If, in fact, those difficulties exist, they are not grounds not to maintain
strict policies. In order for strict policies to subsist, they must be
based on the prestige of a successful administration in other aspects
of the management of Services.
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d)  Taxpayer Service

One of the basic elements of the strategy to increase collections
was improving taxpayer services, so as to further voluntary
compliance with tax obligations, and in general reducing compliance
costs of the same, both in terms of money and time to conduct the
paperwork. In the middle 1990s the reengineering of the principal
formalities taxpayers carried out at the SlIlI got under way,
streamlining processes, eliminating unnecessary paperwork
and trying to complete taxpayer paperwork in one Sl visit. To
further this type of action, guaranteed public commitments
were established, where in most cases taxpayers would not have
not wait more than 30 minutes to be called on and where their
paperwork would be completed in one single visit to the Service,
provided they met the corresponding requirements. Otherwise, the
completed paperwork would be taken to the address the taxpayer
indicated.

The improvement in taxpayers’ access to the SllI, which in the
beginning was based on the opening of new Service units in various
parts of the country!!, gradually paved the way for different forms of
the Service — Taxpayer relationship, as taxpayers employed the
facilities and advantages of the Internet. Regarding the use of this
latest technology, its quick development has enabled us to move
from a period of information to the taxpayers to a transactional stage.
In it, the taxpayer can file his income tax return, pay taxes
electronically and file corrected returns when necessary based on
the observations the Sl may make, as a result of its review and
examination processes, as well as request certificates and carry
out many other transactions.

e) The New Strategies of Examination

Consistent with a greater deepening and professionalization
of examination tasks, they evolve from an equal handling of
taxpayers, at best differentiated by location, to a segmented
focus of taxpayers, based on the types of activities they carry out,
their type of business, different sizes, historical tax behavior. This
allows for a detailed work of examination, improving the use of
resources while increasing the probability of correct actions in control
and auditing work.

- By the middle of the decade, the number of SII Units could not continue to increase because
of the high cost it had and the lack of additional resources to undertake such tasking.
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The segmentation of taxpayers resulted in examination plans and
procedures, which are increasingly accurate and specialized. They
were gradually improved in terms of making a better selection of the
cases to be checked, as well as the procedures and routines to follow
in the processes. Such processes eventually reached high levels of
standardization.

On the other hand, the modernization of the SlI in the field of
computers permitted the information the Sll had on taxpayers, their
activities and tax behavior, to evolve toward more integrated
(between applications and nationwide), reliable and on-line systems.
The information the SlI had was historically broken up in various
systems and often contradictory or plain wrong. Such modernization
enabled officials to be in contact in a timely manner with important
data for examination, significantly improving the quality of computer
support to the actions of auditors

The efforts to utilize the information that was available, which was
supplied by taxpayers in their returns or in audits, were
complemented by the improvement of the relevant information for
tax purposes, requested from third parties on those taxpayers (for
instance, interest paid by banks). This resulted in massive processes
of exchange of information with similar data obtained from more than
one source.

The strong growth and expansion of the SIl computer storage and
processing capacity in the last few years has improved the processes
to detect inconsistencies, nonfilers and other observations. They
have significantly improved the SlI's ability to detect noncompliance
or simple tax evasion.

Finally, the management focus applied to the tasks of examination
has made it necessary to have a more careful and detailed planning
of available resources and their distribution, developing also a
management control system all along the way. With it, progress has
been made on the management of “we do what we can” examination
approaches to approaches in which an objective follow-up of
actions undertaken and results are done. This allows for the adoption
of corrective measures that lead to a systematic improvement of
results.
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f) Legality 12 and Equity

One of the permanent concerns of the SII management throughout
last decade was and continues to be that the actions of the Service
be consistent with legality and equal treatment to taxpayers at all
times. Significant innovations were made to cope with this aspect,
which was deemed crucial in the modernization of the Service.

On one hand, legal control in the preparation of all kinds of norms
and instructions to taxpayers and officials was strengthened,
incorporating into their processes the appropriate training plans for
officials implementing such norms.

On the other hand, in order to correct erroneous actions, formalities
and procedures of administrative review of such actions associated
to examination operating units have been generated. Such actions
provide the capacity to amend the errors that have been made.

Much before, the way in which the Sll received and handled taxpayer
claims had been reorganized. This authority originally resided with
the regional tax authority, resulting in the establishment of the Tax
Courts in each Sll Regional Directorate. Although they continue to
be apart of the Service organization, they have been given operating
autonomy and an attorney with the title of judge has been named to
head them. The operation for many years of this first entity of “tax
justice” enabled authorities to accept, totally or partially,
approximately 50% of taxpayer claims and to reduce case
processing time to 3.5 months on average.

0) Development of the Sl permanent capacities

One of the key factors of the SIl modernization is maintaining the
ability to adapt and anticipate changes in their external context,
particularly in an increasingly globalized world where technology
has taken on a more important role. From its beginning the
administration emphasized placing taxpayers as the center of
procedures and processes, in accordance with the prevailing trends
of focus of attention on the client. This brought a review of most

2 We talk here about legality and not justice because the latter must be implicit in the law
and in Chile the administration is not responsible for defining the tax policy and drafting
the law; it is just responsible for applying it.
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processes (reengineering) in order to simplify and make them more
efficient and effective. Numerous projects were carried out covering
complete areas of Sll activity, such as the Taxpayer Lifecycle, the
tax court, Operation Income, Operation VAT, Appraisals and many
more.

In addition, the strategic value for examination of having and
administering correct and timely important information, in a context
of relatively scarce budget resources, led to a complete revolution
in the field of computer technology. This created an infrastructure of
computer networks through which every official could interact directly
and at all times, in real time, with databases that are permanently
being updated on line. Such handling of information and such broad
access to it by officials'® has permitted authorities to significantly
increase the productivity of the examination and administrative work
of the Service.

In the last few years the Sll has strategically pledged to use the
Internet and its technological tools, both in its internal operation
(Intranet) and its relationship with taxpayers (website: http://
www.sii.cl). From the initial applications, in which the objectives were
to provide information and communication through an electronic mail,
today one can file different income tax returns on the Internet, make
electronic payments, file corrective returns voluntarily or from
mistakes by the Tax Administration. One can follow up on the review
process of each tax return in the Service, grant taxpayers access to
the information the Service has, and obtain many payment
certificates and receipt duplicates. Internally, the use of the Intranet
and associated technologies has resulted in conducting internal
operations quickly and without paperwork, with the ensuing
simplification and streamlining of procedures.

The growing technologization of the Service’s work has brought
about new problems to resolve, such as the high dependence on
continuing and optimum operation of those same technologies and
the privacy that must necessarily be preserved of data and internal
transactions as well as transactions with taxpayers.

13 By late 2000 every Sl official had a PC connected to a national network, with access to
every Sll database (access is limited by way of a profile and privilege structure in
accordance with the official’s position), an Intranet (e-mail, information and operating
applications) and Internet network.
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h) Learning from other Tax Administration and Institutions

Regarding management, a good and common practice in the private
sector is benchmarking with similar companies, identifying those
better practices to adapt them to one’s own management
(benchmarking). Meanwhile, tax administrations generally do not
have in their countries similar entities, which will enable them to do
benchmarking and learn from what others have done. Nonetheless,
in Chile this practice was adopted by doing benchmarking with other
tax administrations of the world, especially those with better
indicators of tax compliance and management. Under this
perspective, the valuable work of CIAT in this area should be pointed
out together with the CIAT’s support to the information demands of
the Sl from other tax administrations.

One of the latest Sll experiences in this regard was requesting
France’s DGI cooperation so that DGI officials could make a SlI
assessment, following the same guidelines of a study conducted by
the DGI for 10 countries of the developed world in Europe and North
America. The purpose of this request was benchmark the SlI with
the results of said study.

These practices have enabled the Sll to learn and understand why
other tax administrations have achieved success, highlighting those
aspects that must be improved and establishing the possible scope
of such improvements. This allowed SIlI authorities to present
substantiating information for projects before Ministry of Finance
authorities, especially Budget officials, as well as support some legal
amendments submitted to the parliament.

An additional comment from the Chilean experience is that the
practice of benchmarking has not only been made with tax
administrations from other countries but also with various other public
or private entities or companies who conduct similar activities to
those of a tax administration. Consequently, for example, concerning
customer service we do benchmarking with what companies
providing banking and social security services do. Regarding our
Internet service, we do benchmarking with many companies who
interact with clients on the web, much the same way the SllI does,
and so on.
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i) Strategic 1995-2000 SlI Plan

In 1995, the SlI produced its first Strategic Plan, which explained in
a coherent and consistent manner the management focus that
prevailed and the principles action lines of the Service for the 1995-
2000 period. It quickly became a basic instrument for a more
decentralized and autonomous action of the different Regional
Directorates. To date three updates have been made.

From the Plan, below we reproduce the definition of the Mission for
the Sll:

Mission. The Internal Revenue Service is responsible for
applying and administering the internal tax system as well as
for overseeing taxpayers to ensure they comply with tax
provisions and to facilitate such compliance

This same document defines the following strategic objectives:
Strategic Objectives

— Improve the efficiency and productivity in the permanent work of
the Service.

— Promote the professional and personal development of officials,
their motivation and support for the Service and ensure the
compliance of legal and ethical obligations of public duty.

— Reduce the levels of tax evasion and avoidance.

— Facilitate tax compliance and improve taxpayer services.

— Safeguard the equity and righteousness in the application of the
tax law.

— Strengthen and develop the abilities of the Service to fulfill its
mission and become an active player in the development of the
country’s economy.

3.3 The Resources

Below, in Table N° 3, we depict the evolution of human resources at
the Sll for the 1990-1999 period. It can be seen that while in 1990
the number of officials totaled 2.170, in 1999 that indicator reached
2.953 officials. This is equal to a 36,1% increase between both years.
If we look at the number of auditors alone, we can see a 39,1%
percent increase.
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Table N° 3
Total Number of Officials and Auditors
Year Total Number| Variation | Total Number| Variation
of Officials of Auditors

1990 2,170 734

1991 2,211 1.9% 722 -1.6%

1992 2,337 5.7% 829 14.8%

1993 2,384 2.0% 762 -8.1%

1994 2,539 6.5% 811 6.4%

1995 2,555 0.6% 800 -1.4%

1996 2,549 -0.2% 792 -1.0%

1997 2,577 1.1% 816 3.0%

1998 2,690 4.4% 914 12.0%

1999 2,953 9.8% 1.021 11.7%
Var. 99/90 783 36.1% 287 39.1%

But not only SllI resources have grown. The economy also did,
reflecting a bigger number of taxpayers who must be serviced and
overseen. Table N° 4, shown below, depict the evolution of the
number of taxpayers in the three principal segments of taxpayers:
First Category, Complementary Global and VAT.
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The preceding table highlights the sizable growth experienced by
the number of Income Tax taxpayers. This is basically explained by
the increase in the number of taxpayers who declare the
Complementary Global. The explanation lies in the better
examination of this tax and in the greater availability of Slli
information, which induced many taxpayers, who did not do it before
despite being mandated to do so, to file their tax returns.

Setting this effect aside, and focusing only on the increase in the
number of companies, we see that between 1990 and 1999 those
who declare the First Category tax grew by 46.9% while those subject
to the VAT grew by 41.3%. Both figures are larger than the increase
in the number of Sl staff, which means that today every auditor has
on average a larger number of taxpayers than in 1990, as shown in
the table below. This increase in the service load has been
accompanied by greater taxpayer demands in service quality and
also by bigger complexities in the operations to be controlled. Such
aspects are typical of the Chilean economy dynamics in the 1990s.

Table N° 5
Number of Annual Taxpayers by Auditor
Year Income Tax VAT Sli Income VAT
Taxpayers | Taxpayers | Auditors Taxpayers Taxpayers
by Auditor by Auditor
1990 982,727 475,089 734 1,339 647
1991 1,076,684 494,105 722 1,491 684
1992 1,185,503 527,085 829 1,430 636
1993 1,286,616 550,415 762 1,688 722
1994 1,368,869 570,465 811 1,688 703
1995 1,481,370 593,308 800 1,852 742
1996 1,605,823 630,789 792 2,028 796
1997 1,694,688 646,381 816 2,077 792
1998 1,781,744 650,744 914 1,949 712
1999 1,832,384 671,273 1,021 1,795 657
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3.4 The Results

e Reduction of VAT Evasion

With respect to the VAT, the most important tax in terms of
collections, the levels of VAT evasion!* were significantly reduced.
At the beginning of the 1990s, the evasion rate of this tax bordered
30%. This figure was progressively reduced to a level between 19
and 20% by the end of the decade. It is important to note that the
reduction in VAT evasion has been achieved despite the hike in the
tax rate (by the mid 1990s it went from 16% to 18%), an element
that in the opinion of many people would hamper the objective of
tax compliance.

Table N° 6
Net VAT Evasion?
Year Amount of Evasion Rate of Evasion

[Mill.$sep99] [ [Mill.US$sep99] [%]
1990(?) 621,132 1,184 29.6
1991 648,123 1,236 26.8
1992 621,817 1,185 22.9
1993 524,665 1,000 18.3
1994 587,851 1,121 19.6
1995 658,941 1,256 20.3
1996 685,717 1,307 20.0
1997(3) 715,043 1,363 19.7
1998(3) 820,639 1,564 22.0
1999(3) 651,979 1,243 18.3

Source: Department of Studies - Sll, based on information from the Central Bank.

Notes:

! The ‘net VAT’ covers the collection of the General Rate VAT and the General
Import Rate VAT.
As of June of 1990 the VAT rate totaled 16%. Beginning in July of that year, that
rate was changed to 18%. In order to estimate the evasion amount, an 18% rate
for collections has been used.
Provisional figures.

2

4 In order to determine the evasion rate estimation methodology, please check Topic 1.3
“The Instruments for the Measurement of Tax Evasion.” prepared by the SII for this 35t
CIAT General Assembly, Santiago, Chile.
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VAT Evasion: 1990-1999
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Now, compared with other countries, the level of VAT evasion
achieved in Chile at the end of the decade placed the country as the
best in terms of compliance in Latin America, as shown on table N°
7. 1t can be observed that this level, however, is still below the level
of compliance shown by highly developed countries, where the
evasion rate totals a single-digit figure. Moreover, it is illustrative to
note the compliance shown by more similar economies such as
Portugal or South Africa, where evasion does not exceed 15%, in
order to understand the challenges our tax administration is facing
in this area.
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Table N° 7
Net VAT Evasion Rate
Year 1993 — Figures In Percentage

Country Net VAT Evasion Rate
New Zealand 5.1
Sweden 5.4
Israel 7.8
Portugal 14.0
South Africa 14.6
Chile (1999) 18.3
Uruguay 29.7
Argentina 31.5
Honduras 354
Colombia 35.8
Hungary 36.3
Mexico 37.1
Ecuador 38.2
Philippines 40.8
Bolivia 43.9
Guatemala 52.5
Peru 68.2

Source: “Measurement of VAT Tax Compliance and Analysis of Key Factors®,
C. Silvani and J. Brondolo, IMF-CIAT-1993.

° Reduction of Evasion in the First Category Income Tax

With respect to the First Category income tax, there have also been
significant reductions in the levels of evasion'®. In 1990, the
measurements indicate an evasion rate for this tax of nearly 50%.
That figure in 1997 (last year available for that measurement)
reached a level of 41.7%. We must bear in mind that this result has
been achieved in a context of a hike in the tax rate (beginning in
1991 it went to 15% from 10%).

5 See note 15
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Table N° 8
First Category Tax Evasion
Amount of Evasion Rate of Evasion
Year [Mill.$sep99] | [Mill.US$sep99] [%]
1990(%) 557,962 1,064 49.6
1991 569,584 1,086 50.0
1992 612,411 1,167 48.5
1993 511,644 975 441
1994 543,153 1,035 41.1
1995 584,778 1,115 39.1
1996 611,930 1,167 41.1
1997(%) 659,011 1,256 41.7

Source: Department of Studies - Sll, based on information from the Central
Bank.

Notes:

" n 1990, the First Category tax rate was equal to 10% on withdrawn base.
Beginning next year, it was changed to 15% and was applied to earned
income. In order to estimate the evasion amount, an 18% rate for
collections and earned base has been used.

Provisional figures.

Evasion of First Category Tax: 1990-1997
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It is not possible to obtain an independent temporary series for
evasion for the remaining taxes on income. However, It is reasonable
to suppose that for example the evasion of the Complementary
Global Tax should show a similar trend to that experienced by the
First Category tax rate. It is a matter of consistency that the
preliminary returns of companies be associated with preliminary
returns of company owners.
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e Generation of Additional Resources Resulting from
Reduced Evasion

The reduction of evasion levels of both the VAT and Income Taxes
has the immediate effect of improving the level of collections. If we
only take into consideration the significance of reduced evasion of
VAT-First Category aggregate, we reach the conclusion that in 1999
over US$ 1.000 million in additional revenues were collected
compared with 1990, because the evasion rate was reduced between
1990 and 1999.

Table N° 9
Additional Collections Every Year
Resulting from Reduced Evasion Compared with 1990

Year In VAT In First Category | In Both Taxes
[Mill.US$sep99] | [Mill.US$sep99] | [Mill.US$sep99]
1991 128 -9W 119
1992 345 27 372
1993 621 124 745
1994 576 218 794
1995 578 307 885
1996 629 247 875
1997 684 242 926
1998 541 191@ 732
1999 767 271 1,038

Source: Department of Studies - SlI, based on information From the Central
Bank.
Notes:

' This downward trend is explained by the increase of the evasion rate in

1991 compared with 1990.

No estimates are available for the evasion rate for this tax in 1998 and
1999. For the figures from those years, it is believed that the rate reflecting
a lower VAT evasion in 1997 is maintained.

Taking into account total additional collections as a result of the
reduction in the level of VAT-First Category aggregate evasion, a
total of approximately US$ 6,400 million for the decade was
estimated.
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According to a study prepared by Engel, Galetovic and Raddatz in
1998 the larger collections in 1990 and 1996 are 40% explained
by reduced evasion, 24% by legal changes and 36% by the growth
of the economy.

4. FUTURE PERSPECTIVES OF THE STRUGGLE AGAINST TAX
EVASION IN CHILE

4.1 The Diagnosis

At the outset of the year 2000, upon assessing the work done by the
SlI during the past decade and looking to the perspectives of future
development, it was concluded that the efforts to increase collections
allowed a considerable reduction in the overall tax evasion rate.
Such rate was brought down to approximately 24%, which in the
last few years has become stagnant. Without ignoring the success
entailed by a six-point reduction in the tax evasion rate in the 1990s,
it can still be deemed large compared with this same indicator in
countries with good tax compliance. This paves the way for a
continued effort to increase collections, tackling tax evasion in a
more decisive manner.

However, given that the 1990s was a period of large economic growth
in the country and consequently an increase in the number of
taxpayers and their activities, it seemed rather difficult to continue
to increase collections without a significant increase in resources
and also new powers for the Sll. During this period of time the Tax
Administration obtained the successful result it had thanks to
unchanged tax legislation and principles as well as a profound
internal modernization process, which resulted in a significant
increase in resource productivity.

The scanty human resources for carrying out examination work?’
limited the administration’s ability to continue increasing collections.
The qualification and professional characteristics of the staff now
had to meet the most demanding standards of any preceding period,

6 Report “Effects of the Action of the Internal Revenue Service on VAT and Income Tax
Collection”. Applied Economics Center. Department of Industrial Engineering, University
of Chile.

17 Shortage of human resources in the areas of collection and recovery were also detected,
functions under the responsibility of the Treasurer General’s Office.
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because under the current scenarios (lower level of evasion) one
could anticipate examination would be more complex and
specialized.

On the other hand, the gradual and persistent incorporation of
computer and communication technology with taxpayers —in
particular the Internet— to support massive examination and taxpayer
payment control, made it necessary to reorganize institutional
relations between the Services. This was done to standardize
examination duties and tax payments, so as to have a
comprehensive, timely and up-to-date view of the situation of every
taxpayer.

All of these elements converged so that the new government that
assumed office in the year 2000, the third coalition government to
come to power in the 1990s, included in its program getting new
sources of resources by reducing evasion. The purpose of this was
to fund new increases in social spending. This was deemed as the
preferred alternative over having to pass a new tax reform that would
simplify the tax structure, impacting for instance on the rates, the
tax base or both.

Thus, following the decision to advance in this direction, it was put
to work by easing some limitations that existed, that is, granting the
Tax Administration the necessary resources and powers. In addition,
some aspects of the tax structure that undermined the justice and
equity of the system were corrected. To that end, the government
prepared a draft bill aimed at establishing legal standards to fight
tax evasion and avoidance!®, which it submitted to the Parliament
for discussion and approval®®.

8 In the discussions preceding the drafting of the bill, it was deemed necessary to correct
certain legal provisions enabling taxpayers to appeal to the letter of the law to avoid
payment or significant reduce their taxes. This generated inequity among taxpayers and
large reductions in state treasury revenues.

19 As of the writing of this paper, January of 2001, the draft bill was already approved by the
Chamber of Deputies and is still pending approval in the Senate.
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4.2 Draft Bill that Sets Standards for the Struggle Against Tax

Evasion and Avoidance for the 2001-2005 Period

In August of the year 2000, the government sent a draft bill to the
Parliament, in which President Ricardo Lagos stated:

“The draft bill has three fundamental objectives: a) strengthening
the capacity of examination and recovery of taxes by entities
comprising the Tax Administration; b) introducing modifications
in the legislation designed to close sources of tax evasion and
avoidance, and ¢) modernizing and promoting a greater efficiency
in Tax Administration entities”.

e Increase in Staff and Sll powers

The project includes the gradual incorporation of 539 new officials
into the SllI, for the 2001-2004 period. Such an increase is equal to
a 17.8% hike in SlI staff. The new officials will be devoted to:

a)

b)

34

New plans of examination and/or strengthening existing ones (507),
including the following:

- Tax audits to mid-sized and large companies;

- Increase of prevention and examination presence;

- Deepening of the scope and effect of the so-called income
and VAT operations;

- Investigation of tax crimes and the falsification of invoices;

- Foreign exchange control of VAT taxpayer.

Increasing taxpayer service functions (25) clarifying in this regard
the ambiguities that presently exist between the Treasurer’'s
Office and the SlI, which force the taxpayer —concerning similar
issues— to move back and forth between both services.

- Unification of taxpayer service in one single institution (one-
stop window);
- The SllI, the only way to process refund requests.

Appoint more lawyers in the False Invoices’ Attorney’s Office (7),
internal entity devoted to persecuting criminal responsibilities of
individuals who engage in third party tax fraud, although in many
cases they are not even taxpayers
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Regarding the powers for the SlI, the initiative includes modifications
to the Tax Code:

a)

b)

c)

d)

e)

f)

9)

h)

SIl access to bank information on taxpayer’s debts. For these
purposes bank secrecy will not be in effect, as it has up to now,
with the only exception of the information with credit cards.

Repeal of Law 18.320 (Plug Law), law that to encourage the
modernization of taxpayers with irregularities in VAT payment,
limited the SlI possibility of verifying back more than two years.
With the repeal of this law, the periods of VAT that can be
investigated are matched to those of other taxes, such as the
Income Tax.

Immediate penalties for those who fail to attend SII notifications and
summons, without awaiting a justification. This is done to reduce
the high percentage of taxpayers who fail to show up when
summoned.

Increase of penalties for nonpayment of taxes detected in examination
of surcharge, transfer or withholding taxes, in order to help bring
an end to these forms of undue appropriation of taxes paid by
third parties and not made to the state treasury.

New penalties related to the falsification of tax documents, to
include individuals other than the taxpayer who use these documents
and participate or promote the commission of those crimes.

Term for the statute of limitation of criminal actions, which enables
authorities to clarify an ambiguous situation with the terms, when
the Director by the power vested in him refuses to file charges,
limiting himself to seeking a monetary action.

Safeguard measures of VAT payment in invoices granted by irregular
taxpayers or in lost invoices, allowing the buyer in these cases to
generate purchase invoices.

Strengthening and expediting recovery, by giving the Treasurer’s
Office more resources —incentive by results system for officials—
and powers to facilitate recovery and guarantee the payment of
debts in the cases claim processes are started.
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a)

b)

c)

d)

e Measures to improve efficiency

Empower the SlI to define the media whereby returns, forms and data
files as well as the payment of taxes will be received. The purpose of
this modification is to facilitate an increase in the number of tax
returns —and also of payments— through the Internet, in some
cases even forcing certain taxpayers, with the ensuing
advantages for the Sll and the very taxpayer.

Empower the Treasurer’s Office to make refunds to the checking
accounts of taxpayers who have those, making it mandatory in the
aforementioned cases to prevent the use of and mail problems
for these purposes.

Electronic payment of tax refunds via bank accounts, making it
mandatory provided that the taxpayer has such accounts.

Delimitation of (tax) functions between the Sll and the Treasurer’s
Office, concentrating on the Sl the relationship with the taxpayer
regarding internal taxes and the resolution and processing of
requests such as refunds and debt pardons (basing policy on
those aspects, which the Treasurer’'s Office must mandatorily

apply)

Promotion of tax compliance with tax obligations and the
one-stop window for the taxpayer. This reinforces the concept
that the SlI is the appropriate entity for handling taxpayer
internal taxes, including information to the taxpayer about his
tax situation at all times, and asking him to pay his outstanding
obligations.

e Justice and equity

The purpose here is to benefit taxpayers by favoring tax compliance.
Among the proposed changes are:

a)

b)

36

Establish the adjustability of refunds similar to tax refunds,
erroneously received by the state treasury.

Expansion of the refund term to three years, thereby benefiting
those who have made excess payments.
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c)

d)

Power not to impose fines for minor offenses and where the state
treasure has not been affected. Penalties are imposed for more
serious offenses that in fact result in damages to the state
treasury.

Reducing from 50% to 30% the additional tax on luxury goods, such
as jewels, fine leathers, mobile homes, weapons for hunting,
and various other items.

e Tax Improvement

Many of the proposals listed below are designed to put an end to
situations of tax elusion, making the tax system more equitable and,
therefore, more widely accepted.

a)

b)

c)

d)

Restriction of the systems of presumed income, especially in such
areas as mining and passenger transportation. Many mid-sized
taxpayers, currently subject to these systems, would pay taxes
in accordance with their real income.

Apply the normal depreciation for the purposes of the Additional or
Complementary Global Tax, bringing an end to a situation that
enables authorities to defer the payment of taxes for company
partners or owners, because they can withdraw the financial
profits without having to pay their personal taxes (additional or
complementary global)

Presume uniformity in the subdivision and sale of agricultural real
estate, so that in the cases of lot division for instance capital gains
are subject to taxation, as in the case of urban land lots.

Repeal in a definite manner credit to contributions, excepting
agricultural real estate. Presently, a temporary provision is in effect
—will be in effect until December 31, 2001 to prevent the use of
the Territorial Tax of nonagricultural real estate as credit against
the First Category tax. Such measure sought to correct the
existing unjustified integration between First Category Taxes and
the Territorial Tax, which by their diverse nature and different
final use should not be integrated from the economic standpoint.
Contributions are rather a payment for municipal services that
should not be deemed a tax. Consequently, it is proposed that
the temporary measure be instituted in a permanent manner.
Nonetheless, this measure does not affect farmers and in general
those exploiting real estate.
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e)

f)

9)

h)

The utilization of losses in a business reorganization involving
simultaneously the change of ownership and change of line of business
will no longer be accepted. This will bring an end to the purchase
of companies with accumulated losses for the purpose of
canceling profits in companies of any nature, thereby reducing
or postponing the payment of taxes among the latter.

Capital gains obtained by institutional nonresident investors are exempt
from the income tax, along with mutual and pension funds, in shares
of corporations whose shares are traded in the stock exchange.

Apply the VAT on the sale of assets regardless of the term elapsed
between the acquisition and purchase. This will prevent the purchase
of assets by companies —not necessary to generate income-—,
which will be transferred, to their owners, employees and even
third parties, without assessing the VAT, using the purchase VAT
as a credit.

Condition the refund of the remaining VAT in cases where it
accumulates from purchases, maintaining an activity that
indefinitely will not generate debits, because such activities are
not taxed with this tax.

Restrict access to the reduced 4% rate in case of interest remittances
abroad and establish sub capitalization norms, thereby preventing
foreign investment from being made with credits 2° at artificial
rates —normally from related companies. This disguises the
withdrawal of profits as interest, with the ensuing reduced
payment of taxes in the country.

20

38

The legislation concerning foreign investors contemplates in these cases a single 4% rate
on paid interest.
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4.3 Expected Results of the Plan for the Struggle Against Tax
Evasion

e Sufficiency of assigned resources:

Table N° 10, which is shown below, depicts a study conducted in
January of the year 2000 by a mission of French experts, which
compared the resources of different tax administrations from OECD
member countries with those of Chile. In order to make the
comparisons consistent, tax administrations included such functions
as examination, collection and recovery of internal taxes. Thus, in
the case of Chile, experts included the Sll and the section of the
Treasurer’s Office assigned to the collection and recovery of internal
taxes.

The conclusion they reached is that Chile showed an extraordinarily
low coverage level, because there were 4,051 inhabitants per every
official. In countries with better performance, this figure was
systematically in standards of less than one thousand inhabitants
per official, except in the United States, where it does not exceed
2,700 inhabitants per official. With respect to the cost of the Tax
Administration, the analysis produced similar results, because in
Chile a 0.12% is assigned while the average for the countries that
were included reached 0.27%.

In order to observe the consequences that earmarking more
resources for the struggle against tax evasion law would have on
the Tax Administration, the situation projected following the
application of the regime of the Plan for the Struggle Against Tax
Evasion has been included in the same table N° 10. This
demonstrates that despite the fact this represents a significant
increase of resources, Chile is still below the standards of developed
countries that have been most successful in the area of compliance.
Specifically, it has been estimated that the cost as a GDP fraction
would increase to 0.15%, while coverage would exceed 3,500
inhabits per official.
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Table N° 10
Indicators of Resources of the Tax Administration?
Country Complete Cost/GDP | Number of Inhabitants
[%] by Official
Germany NA 603
The Netherlands 0.44 665
Italy 0.39 960
England 0.32 703
France 0.30 738
Sweden 0.29 783
Ireland 0.28 610
Canada 0.25 879
Spain 0.16 650
Chile? 0.15 3,536
Chile (1999) 0.12 4,051
EEUU 0.10 2,657
Average® 0.27 1,270

Source: “Comparative Analysis of Tax Administrations”, document prepared
by the General Taxation Directorate of France, 1999.

Includes internal tax examination and collection entities.
Includes the operation of the Plan for the Struggle Against Tax Evasion.
Includes “Chile (1999)".

e Result commitment and its effect on the tax evasion rate:

With regard to the yields, the project is based on a gradual increase
of collections over a five-year period of time, with collection
increasing by approximately 860 million dollars annually by the year
20052 . Of this amount, 592 million would come from the examination
effort, 182 million from the diverse modifications to tax legislation
(elimination of exemptions, tax avoidance) and 86 million from
improved recovery of bad debts.

21 Said amount does not include increases in collection resulting from the expected GDP
growth, which would occur regardless of the Plan, because such increases would not be
the product of the action of the Tax Administration.
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The incorporation of new resources is also gradual, especially human
resources, which together with the necessary physical resources
for their performance, would have a cost by the year 2005 of
approximately $20 million for the Sl and 3.9 million for the
Treasurer’s Office.

The result of this additional collection effort that would be achieved
with the proposed legal modifications, would be equal to reducing
the total evasion rate of the economy from 23.9% to approximately
20%, as shown in the table below. It should be pointed out that total
tax evasion was reduced from a rate close to 33% in the early 1990s
to 24% presently.

Table N° 11
Total Evasion: Years 1990, 1997 and 2005 Projected?
Amount of Evasion Rate of Evasion

Year [Mill.$sep99] [Mill.US$sep99] [%]

1990(?) 1,706,949 3,254 33.1

1997 1,986,722 3,787 23.9

2000 without

PLCE® 2,922,747 5,572 23.9

2005 with PLCE | 2,445,814 4,733 20.3

Source: Department of Studies - Sll, based on the yields of the Plan for the
Struggle Against Tax Evasion (PLCE).

The projection considers a growth of theoretical collection equal to the
GDP growth. Growth figures of 3.4% for 1998, -1.1% for 1999, 5% for
2000 and 6.5% for the following years are employed.

No independent estimate for total evasion for 1990 is available. This figure
was estimated assuming the same behavior of tax evasion displayed by
the VAT-First Category aggregate between 1997 and 1990.

It is believed that should the PLCE not be implemented, the 1997 tax
evasion level will remain.

We must bear in mind that if this plan is not executed, and
conservatively speaking the current level of tax evasion is maintained
into 2005, tax evasion for that year only as a result of economic
growth would exceed US$ 5,500 million. This provides a dimension
of the opportunity cost involved in the plan.
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4.4  Methodology Employed in the Study of the Project for the
Struggle Against Tax Evasion

As indicated previously, this project will be the main source of
financing of the new government’s social program. Bigger collections
to the tune of US$810 approximately are expected, US$678 of which
would the product of reduced evasion and expediting recovery
efforts. Evidently, a task of utmost importance, which took place
prior to the submission of the project, was developing the
methodologies that would enable authorities to estimate the bigger
collections associated with increases in examination resources. This
would give the government the assurance that this tax evasion
reduction goal can indeed be achieved.

With this purpose a model was drafted for estimating larger
collections resulting from the proposed measures, involving
increased examination. This methodology established a universe
of “potential actions”, similar to what is referred to in private
evaluations as potential market. These are designed to have a
degree of participation or “coverage,” which will increase gradually
through an increase of human resources —auditors, auditing
professionals and technicians— to conduct examination work. In
addition, the direct yield of every examination plan was determined
and the indirect yield of every examination action was estimated to
be five times the direct yield. In this manner, new resources were
assigned to the most profitable examination plans, estimating
collection as the yield per action times the resources assigned to
each plan.

The model included aspects pertaining to the individual yield of every
action to reflect, on one hand, the effect that economic growth has
on the income of individuals and company profits on collection and,
on the other hand, to consider the decreasing yield when the level
of participation of coverage is declining.

Additionally, the costs associated to the proposed measures were
broached. An important detail in determining these costs was
specifying the increases in staff and resources from these measures,
in each of the echelons and for every year the study includes.

On the other hand, and as alternate method, the results of a study
with which the SlI tasked a group of academicians from the University
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of Chile were used??. This study estimates, by way of econometric
methods, the existing relationship between tax collection and the
variables associated to the SllI action. The result indicates that per
every additional dollar assigned to the SllI budget in 1998, VAT
collection that year would have been 26 dollars higher. Consequently,
every additional dollar assigned to the SlI budget, would have
generated a first category tax collection of 15 dollars. Applying those
relationships to the larger resources contemplated in the draft bill, a
yield similar to that attained using the previous methodology is
obtained.

4.5 Current State of the Project for the Struggle Against Tax
Evasion

As of the writing of this report, all efforts of authorities from Chile’s
Ministry of Finance were geared toward the approval of a draft bill
for the struggle against tax evasion, which, as has been said,
basically increases resources and powers of the Tax Administration.
It has not been official said whether the Administration is ready to
embark on other initiatives that may impact on new changes in the
Chilean tax legislation.

Meanwhile, the discussion in the Parliament of the draft bill for the
struggle against tax evasion has had repercussions on public opinion
and influential taxpayer sectors, such as business associations. This
generated a broader discussion in which different views have been
aired regarding the convenience of addressing such issues as the
simplification of the tax structure, low income tax marginal rates for
individuals and others.

Javier Etcheberry Celhay
Director

Servicio de Impuestos Internos
Teatinos 120, Piso 6

Santiago de Chile

E-mail: aechever@sii.cl

22 See note 17
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TAX EVASION, TAXPOLICY AND THE MARKET ECONOMY

Blaise Philippe Chaumont
Civil Administrator, Head of Office
General Directorate of Taxes
(France)

CONTENT: A. The Accomplishments of the Struggle Against “Traditional’” Tax Evasion
Gave the States Some Control of Their Fiscal Policy.- 1. Control of “traditional”
tax fraud...- 2. ...That gives the State certain control over their fiscal policy.-
B. But in the Context of a Globalized Economy, the Growing Mobility of Taxation
Generates New Risks of Evasion that Affect the Autonomy of Fiscal Policies.-
1. Aglobalized economy, source of new opportunities for tax evasion.- 2. Fiscal
policies view their autonomy threatened.- C. This Situation Requires World (or
Regional) Responses in Keeping with the Commercial Flows...- 1. Regaining
control over information by working together.- 2. Minimum rules of the game.

In an interview granted to a great Anglo-Saxon weekly, the president
of the Supreme Court of Sweden declared: “I like to pay taxes.
When | pay taxes, | am buying civilization.” If all our fellow citizens
had this same conception about taxes, the work of our
administrations would undoubtedly be simpler. However, we must
admit that our societies have in their ranks individuals for whom
there are a strong temptation to take advantage of public spending,
without making their contribution. Tax evasion is a reality that must
be taken into consideration.

It also poses a threat to the good functioning of our economies, by
adversely affecting competition, and to the election of fiscal policies
from our States. It questions the primary function of taxes, namely
the collection of funds that are necessary to finance public spending.
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Thus, fiscal policy and tax evasion are very closely related: the
need to guarantee public revenues forces the States to establish
the tax on a tax base they can control. If a State can determine and
examine only a small part of the economic flows existing in its
territory, its capacity to maneuver for the definition of its fiscal policy
will be limited because it will be forced to assess the tax base based
exclusively on those elements. On the contrary, a state that had
full knowledge and absolute control over the economic transactions
in its territory would have total liberty to select its fiscal policy. But
a State of this kind would have to necessarily be a totalitarian State;
in the “market democracies” that we all know, the reality is
somewhere in between.

The threats posed by tax evasion on the ability of the States to
control their fiscal policy and on the market economy have acquired
greater dimension in the context of the globalized economy. Some
aspects of tax crime today appear to have been placed under control
worldwide, or are in the process of being controlled, together with
the capacity of the States to handle their fiscal policy. The
emergence of a globalized market economy and technological
development strengthened the mobility of taxation. They created
new sources of tax evasion that are more difficult to fight within the
context of our internal legislation. In the face of the globalization of
commercial exchange and the progressive disappearance of
borders, only coordinated fiscal policies can return to States the
control over their fiscal policy.

A. THE ACCOMPLISHMENTS OF THE STRUGGLE AGAINST
“TRADITIONAL” TAX EVASION GAVE THE STATES SOME
CONTROL OF THEIR FISCAL POLICY

1. Control of “Traditional” Tax Fraud...

Tax fraud is without doubt as old as the state treasury itself. Tax
administrations always attempted to reduce this phenomenon by
establishing, in the framework of their territory, certain management
practices, an examination organization and a legislation that
penalizes tax fraud. This fraud had a very marked territorial nature:
on one hand, the national legislation favored, because of its
peculiarities, ways of defrauding the state treasury that shows a
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relative specificity from one country to the other. On the other hand,
taxation in itself had very little mobility. In this manner, trade and
international financial transactions entailed a limited amount of
companies, which also had to take into account tariff regulations
and foreign exchange controls.

This fraud, which | would term “traditional” for lack of a better term,
is far from having disappeared. But we can state that today, for the
most part, it is under control at least in more developed
countries.

First, because the efforts of the tax administrations to guarantee
voluntary compliance with tax obligations by taxpayers, together
with an active policy of information for both individuals and
companies, had positive effects on the fiscal behavior of taxpayers.
It brought compliance with tax obligations to levels that from now
on make noncompliance rather marginal.

Subsequently, the effectiveness of tax control has improved
significantly thanks to the use of sources of information tax
administrations have, in the framework of their internal legislation.
This was also made possible by the growth of databases for the
exchange of information and tools that allow the optimization of
their use, especially those based on the analysis of risks. Although
permanent monitoring continues to be necessary, the progress
made in the control media has mechanically reduced the risks of
fraud.

2. ... That Gives the State Certain Control Over Their Fiscal
Policy

With the control of fraud risks and the progress made in the capacity
of our administrations to promote tax awareness, the
macroeconomic impact of tax evasion seems to be almost negligible,
at least for the taxes whose tax base has little mobility.

It cannot be denied that tax evasion or tax fraud deprives the
States of budget revenues — the amount of taxes dodged
disclosed by examination operations serves to remind us of this. It
is true that the risk of tax evasion could historically influenced the
big equilibrium of the fiscal policy of States, making them prioritize

a7
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taxes whose tax base can be easily controlled. The long-term
evolution of tax systems demonstrates that States are capable of
easing the pressure the threat of tax evasion exerts on tax policy
options.

A specific example allows me to illustrate such evolution: France in
the past introduced a tax called “tax on doors and windows.” This
tax simply consisted of taxing the owner of a home in accordance
with the amount of doors and windows it had. Although it
might seem a bit rudimentary at present, this tax had the
enormous advantage of being easy to control and generating
little propensity toward evasion. It led many homeowners back then
to limit the amount of openings in their homes. There are
still in France evidence of that experience in some homes. This
reflected the capacity of the State in those days to handle the
information related to revenues and the assets of its taxpayers. In
addition, the tax enacted by the Old Regime, tax on salt
consumption, attempted to reflect the overall consumption of homes
in a time when the State was not in a position to learn first-hand the
consumption of products.

If our modern States today can establish an income tax estimated
in accordance with complex and rectified rules, taking into account
numerous tax deduction and reductions, if it can levy a common
tax on consumption in households, it is because States have
acquired the power to ensure that the data on which such taxes
are based are sufficiently comprehensive. This is accomplished
through sophisticated examination methods or large-scale exchange
of information. In other words, tax evasion, taxation that falls outside
of the administration’s knowledge or control, is kept at marginal
levels.

B. BUT IN THE CONTEXT OF A GLOBALIZED ECONOMY, THE
GROWING MOBILITY OF TAXATION GENERATES NEW RISKS
OF EVASION THAT AFFECT THE AUTONOMY OF FISCAL
POLICIES

The examination of the national territory that States were able to
organize seems to work only for the least mobile tax base. The
earnings of a national businessman, the properties one may possess
or the products consumed within the national territory are well
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examined by the States. Meanwhile, their capacity to control mobile
income is more limited. Mobile income must be construed as the
income or assets of residents who are not subject to the delimitation
of international borders and, therefore, the space where States
must exercise their jurisdiction and its power to control information
related to economic flows. This is the case, for instance, of foreign-
earned income from accounts abroad, or even income or assets
received or owned in the national territory, but through juridical
structures that are not registered in the national territory.

1. A Globalized Economy, Source of New Opportunities for
Tax Evasion

Now, the recent development of our economies has gradually
increased the mobility of properties and capitals and fiscal
policies of developed countries presently run the risk of a
destabilization from the new forms of tax evasion. These forms
of tax evasion are supported by the mechanization of
transactions and the internationalization of exchange, both of which
are facilitated by the opening of the markets at the regional or
international level.

While markets were coming together, we saw how international tax
evasion diversified and intensified. Some companies were able to
take advantage of the disparity between national legislation and
the difficulties generated by the development of mobile activities
beyond borders for strongly “territorialized” tax administrations. Of
course, the States reacted and the 1980s saw the emergence in
national legislation of legal provisions against abuses. But those
mechanisms were limited by the development of mobile activities
and the emergence of new forms of trade, for which the concept of
fiscal territory appears inappropriate, if not obsolete, with respect
to the conditions determining its development. These new
conditions are capable of depriving States of a growing part of its
fiscal revenues, as the right to impose a tax always implies a point
of territorial impact. Now, such right tends to decrease as more
and more automated exchanges are carried out, each time more
difficult to track down in accordance with the criteria that served as
basis for the traditional right of a State to claim jurisdiction over a
transaction taking place in its jurisdiction. There is then the risk for
the establishment of a fiscal “no man’s land” where no State might
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make use of the right to impose a tax or the ability to do so. This
“gray” zone runs the risk of growing with the development of the
service sector of the economy and of mobile activities, principally
financial activities.

2. Fiscal Policies View Their Autonomy Threatened

The first consequence of this situation is a progressive loss of
autonomy of national fiscal policies. While States have increasingly
controlled, through multi-secular efforts, the information related to
income and assets owned in its territory and with it the power to
establish a greater freedom in its fiscal regime, the growing
international mobility of taxation today questions such an
accomplishment.

In an open world, a company’s selection of a location for its activities
necessarily takes into account the weight of fiscal pressure,
although such element only constitutes a one factor among many
for the decision of opening there. Each State, from now on, must
weigh the risks of displacement that may be generated by a policy
whose effect was increasing fiscal pressure on the most mobile
categories of income or activities. Mobility today threatens the
autonomy of fiscal policies because it forces States to take into
account in its decisions the tax norms applied by neighboring
countries. And this can be corroborated even more in the areas
where the game of regional integration has progressively erected
juridical obstacles in order to favor the mobility of assets and
capitals.

Another element in this study of the potential sources of erosion in
the field of taxation should not be ignored: | am talking about the
concept of harmful tax competition.

Some States have deliberately bet on the mobility of assets and
capitals to try to attract foreign investments by promoting incentive
mechanisms for certain activities or concentrating in a specific
region activities considered as “offshore” activities. They further
tax competition and knowingly provide media to taxpayers so they
can significantly reduce their tax contributions and even evade
taxes, while taxpayers continue to benefit from the public services
of their country of residence. We must bear in mind that this attitude
comes from both so-called called “tax havens” and States that do
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not consider themselves as such but divert from other countries
flows of capitals and tax revenues. They do so by practicing an
overbid with the establishment or derogatory tax provisions.

We must recognize it, the temptation for everyone to adhere to this
way of thinking and later come out well is strong. But by doing it,
everyone must be aware that we are collectively destroying our
ability to determine freely the fiscal policy we would like to implement
in our own territory.

C. THIS SITUATION REQUIRES WORLD (OR REGIONAL)
RESPONSES IN KEEPING WITH THE COMMERCIAL FLOWS...

The internationalization of commercial exchange and the
progressive appearance of an almost worldwide market economy
constitute a powerful factor of unification of tax systems.
This situation may lead to a harmonization of tax systems
from below, forcing administrations to limit fiscal pressure on
most mobile revenues or activities. The inability of States to
control tax evasion seems to be greater than the states’ will to tax
mobile transactions.

At the risk of accepting a slow and irreversible erosion of their
revenues, developed States today must react not in a disorganized
manner and to deal with their short-term interests alone, but
quantifying really the scope of these challenges. By their
nature, these challenges go beyond the territory of states.
Otherwise, developed States run the risk of placing the basic
tax burden, by substitution and not for being unable to tax
these activities or mobile entities, on least mobile (salaried workers)
or most “visible” (activities whose territorial anchorage is more
evident) elements.

If out of a desire for fiscal equality we do not want to admit this
“defeat of taxation,” only the implementation of coordinated tax
policies may make us recover — by working together — the free
election of our fiscal policies.

Two avenues may allow us to regain control over tax evasion: the

exchange of information and the establishment of rules of the game
that area acceptable to everyone.
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1. Regaining Control Over Information by Working Together

The mobility of persons and capitals makes it increasingly necessary
to have access to sources of information that the means of the
national administrations, limited by the territorial framework of their
competence, by themselves do not allow us to achieve.

Often times, the adequate focus of a fiscal situation implies the use
of data in the possession of another State. In the struggle against
tax fraud, States have from now on an obligation of solidarity and
such solidarity is based on the exchange of useful information for
the struggle against tax evasion and tax fraud. In this regard,
banking secrecy, no matter how legitimate it may be, must make
way to the need for cooperation among administrations that are
facing a common threat. Within this same perspective, the obstacles
for the exchange of information, whether technical or from restrictive
national legislation, must be progressively resolved.

| would like to remind you in this regard that OECD countries have
undertaken a notable effort. The aim is to bring States that chose
to play the game of unfair tax competition into the game of the
exchange of information. Those States chose to contribute actively
to tax evasion regarding transactions, the receipts of which most
countries need to finance public spending. France has played and
continues to play an important role in these works that have already
generated benefits, which everyone — OECD and non-OECD
member countries — will ultimately utilize.

For those of us who chose the path of cooperation, it becomes
necessary not only to intensify but also to expedite those exchanges.
The purpose of this is to regain the capacity to react in the face of
operators who take advantage of the inertia force of our
administrations and the slowness in providing administrative
assistance. In the meantime, we must take advantage of the new
technologies to facilitate our exchanges and fight international tax
fraud more effectively.

2. Minimum Rules of the Game
No matter how necessary it may be, the exchange of information

only deals with symptoms without necessarily reaching the origin of
the problem, namely the varied heterogeneity of our fiscal pressures.
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In fact, this heterogeneity reflects the differences between the
selected fiscal policies, and it is important to preserve this freedom
of decision. It is precisely to defend such freedom, threatened by
those who take advantage of our differences, that we must reach
agreements on a minimum base of rules of the game that are
acceptable to everyone. This effort must be launched at the regional
level because it reflects before all an economic reality.

This is the decision that member States of the European Union
expressed when taking the initiative of identifying their harmful tax
regimes as well as their harmful tax practices, with the purpose of
dismantling such regimes before January 1, 2003, or adapt them
to eliminate their harmful characteristics.

With this initiative, the States of the European Union pursue a twofold
objective: guaranteeing the equality of everyone in the face of
taxation by distributing the fiscal burden in the more equitable
manner; later establishing in the context of an open economy an
appropriate framework for healthy competition between economic
players.

Any of the aforementioned two objectives today requires a
constructive attitude from the States at the international level.
Ensuring everyone’s equality in the face of taxation and everyone’s
participation in the collective spending implies fighting resolvedly
against all forms of tax evasion

Now, in order to be effective, this struggle necessitates that we
overcome national differences. In addition, the creation of an
international framework that favors growth entails cooperation from
all States so as to define the rules of competence between economic
players, which is not undermined by the impact of taxation on their
behavior. This is the path selected by the European Union but also
by the OECD Tax Affairs Committee. The European Union seeks a
progressive integration while the OECD Tax Affairs Committee
pursues the establishment of common standards for all of the
developed States.

These options are necessarily difficult, because they entail for
States the loss of a part of their autonomy in devising their
tax policies or rules. However, to some extent, it is an autonomy
in appearance that is being sacrificed and that, for quite some time,
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most mobile economic players overcame with their practice of tax
evasion. Behind this apparent sacrifice there is, however, a real
effort to regain, by working together, the control over our tax rules
and provisions.
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INTRODUCTION

As society develops, the demands for health, education, security,
entertainment etc., grow, and if more and better public services
are demanded, evidently a greater cost is distributed among society.

However, if on the one hand a marked increase in public expenditure
is registered, on the other grows the difficulty to find financing
sources and the total inability of the States to acquire debts to
finance these expenses.

In this manner, public expenditure financing has to take place by
means of increasing collection, but in a balanced manner, in regards
to the citizen’s taxpaying capacity and if possible, without the
creation of new taxes.
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Developing countries, that is, emerging economies, attempt to
modernize their economies and adopt a tax system compatible with
the same. The ideal tax policy is one that collects whatever is
indispensable to cover public costs and investments demanded by
the society, through the contribution of all citizens, according to
the taxpaying capacity.

Simple tax norms that reach a broad universe of taxpayers and
skillful, and efficient tax administrations with effective norms are
currently universal aspirations.

However, in the practice, the equal distribution of the tax burden to
each taxpayer, according to the norms established, presents a
series of difficulties, being tax evasion the main one. The saying
goes: “The person who likes to pay taxes has not arrived yet”.

Tax evasion practices constitute a severe blow in public finances,
since not everybody pays, those who do comply with their obligations
are overburden, in favor of part of the society that prospers at the
expense of the public resources.

Tax evasion results from illegal behavior, whereby the taxpayer ceases
to comply with tax laws. lllegal behavior is translated into an action
or in an omission that, whether conscious or not, results in the
suppression of the State’s financial resources. In offenses against
tax laws, the agent’s intention is irrelevant, since as well as in
offenses against the life of a person, the agent’s intention should
be evaluated when applying the sanction.

The government’s budget is the society’s political will instrument. In
the same public policies are defined for an administration period
and it distinguishes the source of the resources. Among them we
have tax collection, which is the public financing source. The citizen
is placed together with the tax collection estimate and the amount
that shall be paid. The budget is a technical piece of public
administration as well as a juridical element.

Behaviors that do not comply with budgetary programming, whether
it is on the resource application side or the income collection side,
are contrary to the will of the society and subject to ethical and
legal sanctions.
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Tax evasion

In spite of the democratic and ideal nature of taxes, its demand is
an imposition and the difficulties to collect the same are historically
well known. Taxpayer always reacts to the payment of taxes for
different reasons. Thus, tax administrations must adopt policies
directed to reach the following objectives:

1. SOCIETY'S TAXAWARENESS

Tax awareness is the result of tax education and it constitutes the
adequate mechanism to form individuals conscious of the social
role and of the amount of tax owed to society.

On the other hand, tax education cannot only be seen from the tax
collection point of view, but on the side of the examination aspects
of the government programs and the application of public resources
as well.

This discernment emphasizes the individual’s responsibility
regarding the social group and prepares citizens for their active
performance in a political society, making him/her a participant in
the collection of government programs, in the examination of priority
budget expenses and in the collection of estimated taxes.

As we can see it is fundamental that tax administrations, through
its means or through agreements with other public and private
organizations, develop permanent dissemination and tax education
programs.

Brazil’'s experience

In 1996, Brazil signed the Technical Cooperation Agreement
between the Union, the States and Federal District, seeking to
implement a permanent national tax discernment implementation
program to be carried out in the Federation’s units.

Among the tax modernization projects we have the permanent
national program on tax education to be developed by the States
of the Federation and by the Federal District, seeking to promote,
coordinate and provide follow-up for the actions necessary to
prepare and implement a permanent tax discernment program with
the purpose of awakening full exercise on behalf of citizens in society.
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This program, called “National Program on Tax Education (PNEF,
in Portuguese)”, coordinated by the Fiscal Administration School
(ESAF, in Portuguese), focuses, in addition, to citizen awareness
in the need and social function of paying taxes, also focuses in
their awakening towards aspects pertaining to the administration
of public resources.

Upon involving citizens in the follow-up of quality and adjustment of
public income and expenditure, installs social control on the
performance of public administrators and in the social results
obtained. This complicity of the citizen with the State allows
transparency in the public budget and harmonizes the citizen /
taxpayer and State / collection relationship. This is the social
coexistence scope sought to be achieved.

The perfection of the relationship between the State and the
citizens, awareness on the tax’s social function and assuredness
that public expenditure and investments are appropriate and that
the resources taken from society are properly managed, and
constitute indispensable elements to form enlightened, participative
and goodwill taxpaying citizens, this certainly leads to reduce
evasion and to increase tax collection.

The PNEF is being developed in 5 modules:
Module | — Primary Education Establishments

a) Scope - Students, professors and primary education
professionals of the public and private network.

b) Objectives - Implementation in primary education
establishments of activities directed to Tax Education and,
more specifically towards the inclusion, as collateral topic,
in the nucleus “Citizens and Ethics” of contents directly linked
to tax aspects and the perception of the application of public
resources.

Module Il — Middle Education Establishments

a) Scope - Students, professors and middle education
professionals of the public and private network.
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b) Objectives

= Implementation of Tax Education in middle education,
as a topic to be treated collaterally in traditional
academic program classes.

= Create awareness in teenagers regarding the need of
their participation in the obtainment and management
of public resources..

= Provide students with the necessary means to achieve
the follow-up and evaluation of the application of public
resources.

Module Il — Education, Treasury, Finance or Tax Secretariats and
others

a) Scope - Treasury, Finances or Tax Secretariats, Education
Secretariats and others, of States and Municipalities.

b) Objectives

= To promote Tax Education in the internal customers of
the Treasury Secretariat, Education Secretariat and
others, by creating conditions the conditions so that they
may exercise their citizen rights and, as State
representatives, they may be able to disseminate their
knowledge and techniques that allow that exercise for
society;

= To promote teachers’ education, this shall facilitate the
participation process, acquire knowledge, values,
aptitudes and critical awareness of society, in tax
management;

= To support the preparation and dissemination of
education materials seeking to provide instructions
regarding Tax Education in school syllabuses.

Module IV — Public and Private Universities

a) Scope - Students, professors and professionals of public
and private universities.
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b) Objectives

= To promote discussions regarding Tax Education among
university students;

= To achieve the goal that young people should not have
any doubts regarding the importance of their
participation, in the obtainment and management of
public resources, as a citizen — student or as a
professional.

Module V — Society in General
a) Scope - Brazilian Society.

b) Objectives

= To develop in Brazilian society participation and critical
awareness of citizen, tax and public finances issues.

= To create awareness in the population regarding the
importance of providing follow-up in the administration
process of public resources, in what pertains to tax
collection as well as in public expenditure.

Results obtained at present

Data presented hereinafter refer to the implementation of phased
projects in Module | — Fundamental Education and Module Il — Middle
Education.

Results Obtained 1998 1999 2000

Number of students trained 371,162 545,502 871,727
Number of schools included 1,841 2,139 2,450
Number of teachers trained 10,426 12,198 13,141
Number of municipalities involved 191 256 313

2. TAXLEGISLATION ADJUSTMENT AND COMPLEXITY LEVEL

Tax legislation by nature, presents characteristics that are not well
known by most of the population. It is mentioned, as in the case of
the definition of the generating fact of the Income Tax, which
includes from a simple fact (salary remunerated work) up to a
complex fact (variable income obtained in the capital markets).
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The more complex the tax legislation, greater the possibilities of
tax avoidance and evasion.

Tax avoidance is the use of faults or gaps contained in the legal
provision to produce tax economy. This often occurs when the law
allows different interpretations among the tax law operators, with
the purpose of fleeing from the tax generating fact. Avoidance is
so complex, that often it is the purpose of discrepancies in the Tax
Administration, among external consultants and even in the core
of the judicial power.

At the same time, tax evasion practices also maintain a relation
with the complexity level of the tax norms that, in general, establish
difficult and onerous accessory obligations for the taxpayer.

Simplification is not less important than the drafting of standards,
which neither is nor periodically modified. It is fundamental for tax
legislation to have a lasting nature, since frequent changes in the
standards do not allow its comprehension to settled in society.
Constant changes in laws create difficulties, for the taxpayer as
well as from the tax administration.

In this regard, to attempt to simplify provisions without loosing sight
of the fact that the control of the tax base is a challenge for Tax
Administrations. It must be understood that such simplification not
only in regards to the standard, but also, regarding the proceedings
necessary for taxpayers to comply with their obligations. The use
of new technologies, electronic returns and instruments such as
the Internet, must be promoted.

There are legislations that operate as protective shields for
infringing taxpayers. Such provisions, under the argument of
protecting the individual’s intimacy, end up allowing in many cases,
the concealment of irregular facts and operations, which
consequences may take place in the tax field and in the penal
sphere.

Legal order restrictions that prevent or difficult the access of the
Tax Administrations to information of tax interest, as well as those
that favor the creation of tax havens, currently do not harmonize.
Laws of such nature are adequate and cannot be admitted by a
modern State, because they end up protecting the person that
evades the payment of taxes, with serious losses for collective
interests.
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Unlimited and irresponsible access to citizen’s privacy is not
admitted. In any event, the Tax Administration must fully justify the
need to obtain information that constitute tax evasion, as well as
provide transparency to the process and fully defend the taxpayer
under examination.

Brazil’'s experience

In Brazil, Federal Revenue Secretariat (SRF) has sought to simplify
tax norms and procedures. Considerable advances have been
achieved during the past years in the tax simplification and
rationalization fields. We shall now see the main cases.

a) Establishment of the Integrated Tax and Contributions
Payment System for Micro and Small Size Businesses
/SIMPLES (in Portuguese).

SIMPLES is a simplified tax payment system, created to attend small
businesses, the same has been in force since January 1st, 1997.
The system consists in the unified payment of taxes and
contributions, through a single rate applied to the business’ gross
income.

This single rate comprises the following taxes and contributions:

IRPJ — Corporate Tax

PIS — Social Integration Program Contribution

COFINS — Social Security Financing Contribution

CSLL — Social Contributions on Net Profits

INSS — Social Security Contributions (employer’s portion)
IPI — Tax on Industrialized Products

ICMS — Tax on the Circulation of Goods and Services (state
tax), when it is established through agreement

e |ISS — Tax on Services (municipal tax), when established
through agreement.

For purposes of registration in the SIMPLES system, a Micro
Business (ME, in Portuguese) is considered as a body corporate
that generates, during the fiscal year, gross income equal or lower
than R$120,000.00. A Small Size Business (EPP, in Portuguese).,
is a body corporate that generates, during the fiscal year, gross
income higher than R$120,000.00 and equal or lower to
R$1,200,000.00
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Legislation defined as gross income the product of the sale of goods
and services in transactions registered by the company, the price
of services rendered and the result in operations for other

companies, excluding cancelled sales, and discounts granted.

Businesses that opt for SIMPLES, in addition to procedure
simplification for tax collection, have their tax burden reduced
pursuant to the rates defined:

Childcare Centers, Pre-schools and Primary Education
Establishments

Accrued Gross Income ME
Up to R$ 60,000.00 4.5%
From R$ 60,000.01 up to R$ 90,000.00 6.0%
From R$ 90,000.01 up to R$ 120,000.00 7.5%
Accrued Gross Income EPP
Up to R$ 240,000.00 8.1%
From R$ 240,000.01 up to R$ 360,000.00 8.7%
From R$ 360,000.01 up to R$ 480,000.00 9.3%
From R$ 480,000.01 up to R$ 600,000.00 9.9%
From R$ 600,000.01 up to R$ 720,000.00 10.5%
From R$ 720,000.01 up to R$ 840,000.00 11.1%
From R$ 840,000.01 up to R$ 960,000.00 11.7%
From R$ 950,000.01 up to R$ 1,080,000.00 12.3%
From R$ 1,080,000.01 up to R$ 1,200,000.00 12.9%

Whenever the State and/or Municipality wherein the ME or EPP is
established would have adhered to SIMPLES, the percentages of
the chart above shall be increased as determined in the agreement.

- Other activities

Accrued Gross Income ME IPI ME non IPI
taxpayer taxpayer
Up to R$ 60,000.00 3.5% 3.0%
From R$ 60,000.01 up to 90,000.00 4.5% 4.0%
From R$ 90,000.01 up to 120,000.00 5.5% 5.0%
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Accrued Gross Income EPP EPP non IPI
IPI taxpayer taxpayer
From R$ 240,000.00 5.9% 5.4%
From R$ 240,000.01 up to 360,000.00 6.3% 5.8%
From R$ 360,000.01 up to 480,000.00 6.7% 6.2%
From R$ 480,000.01 up to 600,000.00 7.1% 6.5%
From R$ 600,000.01 up to 720,000.00 7.5% 7.0%
From R$ 720,000.01 up to 840,000.00 7.9% 7.4%
From R$ 840,000.01 up to 960,000.00 8.3% 7.8%

Whenever the State and/or Municipality wherein the ME or EPP is
established would have adhered to SIMPLES, the percentages of
the chart above shall be increased as determined in the agreement.

With the simplification adopted, a considerable number of
businesses adhered to the system, providing the tax administration
the knowledge and control of a significant number of small taxpayers,

many of which were located in the informal economy.

Corporate Filers (Type) Receitanet |Transdados| TOTAL
DIPJ Real Profits 205,447 936 206,383
DIPJ Estimated Profits 612,859 4,754 617,613
DIPJ Arbitrated Profits 1,718 14 1,732
DIPJ Real / Arbitrated Profits 44 0 44
DIPJ Estimated/Arbitrated Profits 360 13 373
DIPJ No Lien 49,758 1,027 50,785
DIPJ Exempted 186,737 4,020 190,757
PJ SIMPLES 1,971,180 31,585 2,002,765
PJ Inactive 1,249,875 25,879 1,275,754
Total Corporate 4,233,093 68,228 4,301,321

Regarding the 2000 fiscal year, 1999 fiscal year.

b) Tax substitution system practice

Certain economic sectors that register greater trends towards the
practice of tax evasion and since they constitute productive chain
matrixes turn into tax control objectives through tax substitution or
through the adoption of a tax payment single-phase system in the

productive chain.
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Tax substitution consists in making the producing establishment or
its equivalent to be responsible for the collection of taxes that have
an incidence on the other productive phases up to consumption. In
this situation, the industry collects, in its taxpaying nature, incident
liens on its invoicing and in the capacity of responsible, taxes that
have an incidence on the invoicing of the following phases
(wholesale and/or retail).

In the automobile sector there are 2400 companies included in the
tax substitution system.

In the single-phase system, the tax matrix is changed to encumber the
producing establishment or to equal it, since it collects taxes in its
taxpayer capacity, estimated by rates that cover the other phases
of the process. This is the case of oil byproducts. Through this
instrument, the wholesaler and/or retailer receive a tax reduction
from the tax burden; in compensation thereto a cost increase occurs,
the same corresponds to the tax paid by the refinery.

With this system legislation and procedures have been simplified,
as well as the reduction of the universe of taxpayers to be examined.
It is important to mention, that this system is not applied to all
sectors and all taxes.

This is only feasible in sectors where there is a monopoly or an
oligopoly in production and specifically in regards to taxes that have
an incidence on invoicing (income).

c) Permanent legislation — Income Tax

Regarding the Income Tax, the federal tax legislation on corporations
as well as individuals, remained the same during the past years,
practically without any amendments. The last large amendment took
place in 1977, with the enactment of Law No. 9,532, of November
14t 1997.

It is important to mention that tax legislation is closely related to the
country’s economic stability. There were times when ample
amendments took place in the legislation at the end of each year,
as a result of high inflation rates or looking for an increase in
collections. Such practice resulted in juridical instability and in the
economic taxpayers’ insecurity, it also meant great difficulties in
the law enforcement and verification of tax compliance.
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Economic dynamics, the creation of global markets, the evolution
of international financial operations, virtual commerce, cannot be
ignored. In this world of constant changes, the legislator must be
keen in identifying the tax consequences of these transformations
and if possible, to be able to anticipate the same. Therefore, it is
natural that corrections as well as improvements be introduced.

d) Legislation regarding Bank Secrecy and Discredit of
Juridical Business

Recently the National Congress approved two laws of fundamental
importance to struggle against tax evasion in Brazil. These are
Supplementary Laws Nos. 104 and 105, both of January 10, 2001.

Supplementary Law No. 104, of the year 2001, amended the National
Tax Code, to prevent the Administrative Authority from considering
juridical acts or businesses carried out for the purpose of concealing
the tax generating event or the nature of the elements that constitute
the tax obligation. In order to use this important instrument, it will
still be necessary to observe procedures to be established in the
ordinary law.

Supplementary Law No. 105, of the year 2001, allowed the Tax
Administration access to financial registries performed through
financial and similar institutions, of all taxpayers under examination
procedures. Prior to such law, the tax administration was dependent
on the Judicial Body’s authorization, which could only be obtained
on a case-by-case basis.

The approval of these provisions has been the result of two years
of intense political discussion in the National Congress, which
denotes the true social legitimization of the struggle against tax
evasion.

The regulation of Supplementary Law No. 105, of the year 2001
deserves special attention, which by means of Decree No. 3.724 of
January 10, 2001, ruled with great detail the request, access and
use of banking information protected by secrecy by the Federal
Revenue Secretariat and its agents.

The aforementioned Decree must safeguard the taxpayer’s tax
secrecy and allows full knowledge of the information request
process; selects the tax administration authorities that may request
banking information; clearly appoints the cases where the tax
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administration may have access to the information mentioned; and
details the fiscal and administrative steps and procedures that the
tax administration and its agents may follow to obtain banking
information.

Recently to emphasize the importance of banking information for
the Federal Revenue Secretariat, until then kept under top secret,
a survey was carried out recently that identified a relevant number
of taxpayers with significant financial movement and who do not
file income tax returns.

- Amount of individual taxpayers with financial movement
above R$ 1,000,000.00 — 7,977 taxpayers.

- Amount of corporations with financial movement above R$
5,000,000.00 — 2,453 taxpayers.

3. EFFICIENCY AND EFFECTIVENESS OF THE TAX
ADMINISTRATION

Another important cause for tax evasion is the inefficiency and
ineffectiveness of the tax administration, that is, the materialization
of the tax system of a country. There is no efficient and effective
tax system without a supporting tax administration.

Two tax administration’s action lines are fundamental in the
Treasury-Taxpayer relationship:

3.1. Efficiency and Effectiveness in the Law Application

When the tax administration shows signs of vulnerability, insecurity
and flexibility not comprised in the juridical norms, the taxpayer
feels stimulated to adopt tax-evading procedures.

In this manner, the knowledge of the taxpayer universe and its
tax potentials, as well as agility in the actions to struggle tax
behavior deviations, regardless of the economic or political
representation of the taxpayer, results in a “demonstration effect”
— inhibiting evasion. The offender, the infringing taxpayer
cannot have the sensation of impunity or feel the discredit of the
fiscal units.
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Firmness and inflexibility in the struggle against evasion are not
confused with arbitrary actions. Tax evasion must be fought under the
tenor of juridical norms. Actions that surpass legality and lack of respect
towards taxpayer’s rights favor the disadvantage of tax officials and of
the same institution.

3.2. Efficiency and Effectiveness in the Treasury — Taxpayer
relationship

If on the one hand, the tax administration must be rigorous with the
offending taxpayer, in compensation it must offer to the taxpayer —
citizen all the conditions and powers to be able to properly comply with
its tax obligations.

Without having to use a direct and firm hand regarding compliance
with tax norms, the Tax Administrator must provide to the good taxpayer
dignified treatment and be a legitimate economist in what pertains to
social demands. Bureaucratic costs for the taxpayer should be
reasonable for the sustain and control of the tax base.

Brazil’'s experience

In seeking to firmly combat tax evasion, in application of the legal acts,
the Federal Revenue Secretariat since 1995 has introduced systems
and provisions that determine criteria and guidelines in the selection
of taxpayers for inspection, such as quality patterns in the execution of
examination procedures.

a) SRF’'s examination system

Combat actions directed to struggle tax evasion practices, in the scope
of the Federal Revenue Secretariat are under the General Coordination
of the Examination System (COFIS, in Portuguese), which has the
following competence:

- To plan, coordinate, direct, supervise, control and evaluate tax
examination activities of taxes and federal contributions, except
those pertaining to foreign trade encumbrances.

- To perform studies for the subsidy of the definition of
examination plans and programs; and

- To administer special tax control instruments.

To execute its functions, COFIS developed quality computerized
information systems, namely:
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1. Computer support systems for Taxpayer Selection

The technical and impersonal selection of taxpayers for inspection
is performed through the Fiscal Action Generating System (SIGA,
in Portuguese), developed in specific versions for the selection of
individuals and corporations. Systems are based on the analysis
of internal data from the SRF, including the analysis of balances,
as well as in other accounting and fiscal auditing criteria and internal
data cross checks with externally collected data, that is before other
public branches or before private entities.

Systems provide support for the formation of selected taxpayers
dossiers, so that the Fiscal Auditor of the SRF (AFRF, in
Portuguese), has at hand all pertinent information when
programming to practice auditing tasks. Files generated are
integrated to specific applications developed in the examination
scope and, to databank applications as well that allow to add greater
agility to the works of the AFRF, mainly regarding the treatment of
large data volumes.

Auxiliary applications for the external data collection work exist, such
as formatters, verifiers and file transmitters in magnetic means,
which procure to speed up collection and broadening of the
universe of information sources in support to the selection of
taxpayers.

In this manner, the SRF’s Examination System uses programmed
examination procedures with the general lines defined in the Action
Plan and based on the technical and impersonal selection, focused,
directly towards the increase of the inherent risk, upon incurring in
tax violations and indirectly towards the increase in tax collection.

2. Computer support systems for the execution of the Fiscal
Action

The Examination Program of the Federal Revenue Secretariat is
implementing a computerization culture to its procedures.

It is important to point out that the Federal Revenue Secretariat, in
spite of experiencing budgetary restrictions during the past years, has
been able to develop a maintenance and upgrading policy of equipment
and software. This upgrading is fundamental, considering that the
volume of data with which we work in auditing tasks has significantly
increased.
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In this regard, to qualify approximately 2,400 Fiscal-Auditors, to develop
examination activities, the Federal Revenue Secretariat, through the
General Coordination of the Examination System (COFIS), bought
portable equipment, notebook type, and developed different kinds of
software and applications, such as:

« Auditing — Accounting System

The Auditing — Accounting System has been conceived for the
examination of the accounting of large businesses, when the same is
developed in magnetic media. Implemented in December 1997, the
Fiscal — Auditor Support System in the accounting and tax examinations
of a determinate taxpayer, provided increase in examination productivity
because it allows the management of large magnetic files, by means
of the use of computerized examination and investigation processes.

The system allows the complete management of accounting data, as
well as taxpayer accounting and fiscal books.

» Tax Invoicing — Auditing System

This system has been developed to support the Fiscal Auditor in
investigations based on tax documentation (input/output tax invoices)
and tax records books, using data provided by the taxpayer and
prepared in the format required by the Treasury.

The system processes, verifies and analyzes the taxpayer’s tax data,
it issues input, output and IPI verification registry tax books, in addition
to allowing the transfer of information to other systems.

» Examination Documents System

In searching for greater efficiency and effectiveness in the execution
of Examination procedures, COFIS developed a system called
Examination Documents, which is a tool directed towards the
rationalization, systematization and standardization of the external
auditing activity. The system also allows to reduce the time used by
the Fiscal Auditor in auditing activities, in addition to providing greater
consistency, reliability and security in constituted tax credits.

Through this system the registry of all examinations practiced by the
Fiscal Auditor are possible, as well as the import of the taxpayers’
magnetic files, pertaining to the taxable base of taxes and recollected
values, for the proper comparisons with the debt values.
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«  SAFIRA System

The constitution of tax credits though the electronic issue of the violation
notice or the Eviction Notice of the tax credit, it also deserved the
special attention of COFIS. In this regard SAFIRA System was
developed.

The objective of the system is to rationalize, speed-up and uniform the
formality proceedings of the Violation Notice or the Eviction Notice,
upon authorizing the electronic issue of these procedural steps, as
well as the verification balances of the tax and the estimate of the fines
attributed.

3. Procedure Manuals for the Execution of the Fiscal Action

COFIS, upon searching the qualification of tax auditing procedures to
be adopted regarding concrete situations, faced during the
performance of the Fiscal Action, developed Examination Manuals for
the Examination of different taxes, the same are kept updated and
enriched with the prevailing jurisprudence and doctrine.

These manuals are developed in hypertext, the same are annually
updated:

- Corporate Tax Examination Manual

- Individual Income Tax Examination Manual

- Withholding Tax Examination Manual

- Financial Operations Tax Examination Manual

- Industrialized Products Tax Examination Manual
- Rural Territory Tax Examination Manual

Taking into consideration the frequent verification of the offenses cases
against tax ordering, in addition to the instruments and manuals
mentioned, COFIS developed an orientation, standardization and
communications facilities manual of the facts that characterized such
penal offenses for the Federal Public Ministry.

The “Fiscal Representation Manual for Penal Purposes” contains
instructions to be observed by Fiscal Auditors in the instruction of
processes that have as a purpose the communication of facts that
in theory, characterize crimes against tax order. This representation
shall allow the filing of a complaint for the offense and consequent
penal process against the infringing taxpayer.
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4, Examination System Working Plan

Examination guidelines are annually established based on technical
and impersonal criteria, seeking to raise the infringing taxpayer’s
risk level and indirectly, to increase tax collection. In this manner
the Examination System Working Plan is set.

The preparation of the annual Working Plan takes into
consideration, the availability of human resources and auxiliary
activities inherent to the examination System such as proceedings,
skills, etc. The Working Plan prepared is submitted to periodical
guantitative and qualitative evaluations, regarding its compliance.
These evaluations are sent, quarterly to all regional administrator,
so that if necessary, due corrections are to be applied as well as
the distortions in the development of the Plan.

Among the guidelines established by the Examination System the
examination of large and medium size taxpayers appears, as well
as for financial institutions and the beneficiaries of tax incentives.
For the year 2001, it is of priority, in addition to actions towards
taxpayers that present inconsistencies between the values declared
and the values registered through financial institutions.

The objectives of the Federal Revenue Secretariat are to completely
reach in a four-year term, the universe of large taxpayers. In this
regard, the Working Plan established as a goal an annual coverage
of 35% of large businesses for inspection.

In the year 2000, the Federal Revenue Secretariat achieved,
through a direct examination action, the following percentages:

Taxpayers Amount — Year 2000
according to size Existing Examined %
- Large Taxpayers 2,482 1,119 45.08
- Medium Taxpayers 29,730 5,621 18.91

For the Working Plan purpose, large taxpayers are business with
an annual gross income higher than R$50 million and medium
taxpayers are business with annual incomes between R$ 3 million
and R$50 million.
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5. Fiscal Networks

Independent from in locu examination procedures, the Examination
System performs, through computerized procedures, the summary
review of all income tax returns filed by individuals and corporations.

This procedure is called Fiscal Network and allows to quickly and
precisely analyze, regarding the consistency of the data and the
validity of the information all returns filed. Returns that have an
incidence in the guidelines defined are withheld for individual
analysis, and the fault presented, according to the case, may be
the purpose of fiscal actions.

The main objective of Fiscal Networks, is to guarantee, through
mass procedures, the presence of the tax administration before
the large amount of taxpayers, by providing, in this way a greater
risk rate for the infringing taxpayer. So, the quantitative result of
the tax credit constituted is secondary, it is important to mention
the scope of the fiscal presence in this system.

In the year 2000 the Examination System presented the following
results in the launch of the tax credit:

Individual Taxpayers

Procedure Amount Value in R$
Direct Examination 9,682 646,913,192
Fiscal Network 47,002 76,242,683
Total 56,684 723,155,875

Corporations

Procedure Amount Value in R$
Direct Examination 13,540 27,474,398,163
Fiscal Network 7,301 1,950,630,343
Total 20,841 29,425,028,506
Total
Procedure Amount Valor en R$
Direct Examination 23,222 28,121,311,356
Fiscal Network 54,303 2,026,873,026
Total 77,525 30,148,184,382
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For the Working Plan purpose large bodies corporate are
considered as businesses that have annual gross income over R$50
million and medium size businesses those that have annual income
between R$ 3 million and R$50 million.

b) Computerized assistance and facilities for the taxpayer

Taxpayer assistance, in the Federal Revenue Secretariat units,
previously experienced serious problems. The organization’s
structure, oriented to specialized systems by technical area,
prevented the visualization of this service as an activity per se.

Consequently, taxpayer assistance was not provided in a reserved
private space or in an appropriate and adequate place, and the
officials assigned did not received pertinent training.

Each system exercised internal activities and taxpayer assistance
activities, there was no specification of procedures among
the different windows. Therefore, when entering into the SRF
Offices taxpayer had to pass through the different sectors to
solve the same problem, therefore obtaining different informations.
The official for his part, partially solved the complaint, that is,
only in his area of action, without having a complete view of the
process.

This dissemination of activities resulted in the taxpayer’s pilgrimage
through different places, sometimes in different buildings, without
proper guidance.

In summary, the attention model in place prevented the official from
completely visualizing the taxpayer; however, in the taxpayer’s point
of view there was a fragmented SRF office.

1. Taxpayer Assistance Centers — CAC

As from the pioneering experiences and after recognizing the
problems mentioned, the basic lines of the new customer assistance
model that would be implemented nationally, called Taxpayer
Assistance Center (CAC, in Portuguese) were set forth. Currently,
the CAC is implemented in all units of the Federal Revenue
Secretariat.

CAC operates in its own environment and is organized pursuant to
the complexity of the activity. It also has telephone assistance and
an official to clarify doubts regarding tax legislation interpretations.
Taxpayers have efficient, quick and conclusive assistance.
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2. Virtual Assistance — Internet (www.receita.fazenda.gov.br)

Three reasons determined the selection of the Internet as an
assistance means: interactivity, flexibility and savings.

a) The Internet has almost unlimited possibilities to collect
information, being a privileged channel to comply with
accessory tax obligations. On the other hand, the citizen
may obtain from the Web page a wide range of information,
previously only available through personalized attention.

b) The Internet has a highly flexible interface being able to be
adapted to different situations and contexts, in addition to
allowing the use of a user-friendly graphic and visual list.
There is also the flexibility to develop new products and the
programming languages used facilitate the connection of
macro and micro processing environment applications.

c) A third reason for the selection of the Internet has been its
implementation and operations costs, for the Tax
Administration as well as for the taxpayer.

Created in 1995, the SRF’'s page in Internet has 8,600 linked
documents and has already been visited and has served
approximately 85 million taxpayers. Among the main services offered
by these means we have:

The receipt of returns,

Provision of programs and files;

Individuals and corporations registry inquiries;

Issuance of clearance certificates for individuals and

corporations;

Individuals Income Tax refund inquiries;

Attention through e-mail;

The completion and filing of simplified return of an individual

and on-line exemption statement, duly completed.

e Regularization of the tax situation of a corporation and an
individual linked to the same;

e Authentication of procedures: certificates issued and tax

procedures mandates.

As a future perspective, the SRF develops, among others, the
following projects:

e The creation of the self-attention system to citizens with the
use of the Internet platform and services;
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e Implementation of the digital certification system, that will
allow the citizen to obtain information protected by tax
secrecy;

e The availability of a tax payment portal.

Through the chart below, the usage level and interactivity that
Internet provides is estimated in the Treasury — Taxpayer
relationship.

SRF’'s Web page in Internet

Services / Information 1998 1999 2000 2001*
Web page access 10,328,600 | 23,749,967 50,398,482 | 9,439,713
E-mail Received 64,500 154,053 207,463 68,028
Files and
Programs Provided 792,210 4,947,453 11,312,494 | 2,361,673
Tax Returns Received 4,422,720 | 12,434,683 19,084,439 519,462
Exempted Returns 3,935,540 | 13,913,071 7,885,223 0
IRPF Refund Inquiries 13,280,052 17,256,125 | 1,524,147
Individuals Registry
Position Inquiries 30,831,686 | 11,908,436
Clearance Certificates
Issued 2,212,300 513,018
Mean Daily Hits 1,565,781 1,893,229
*01/01 to 02/28/2001
Mean Daily Accesses 14,129 32,490 236,613 159,995

The Federal Revenue Secretariat performed a large investment in
Internet attention services and this service has been qualified in
such a manner that its page has been awarded and worldwide
recognized with the “Dentre Dentre” of the most important awards,
among these we have:

Awards received by the Internet Page of the Federal Revenue
Secretariat page

e |best 2000 — 1st Place of the Official Jury / Popular Jury and
Public Services
Citizen Prize in Internet — CONIP 2000
Receitanet Case —Microsoft Recognition
Ibest98/99 — Government /Associations — 1t Place Official
Jury / Popular Jury
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e |W Best 98/98 — Government /Associations — 1%t Place
Official Jury
Hélio Beltrao Award
CONIP 98 Award — Public Services
Top of Internet — ADVB

We hereinafter present correspondence from Microsoft Brazil
directed to the Federal Revenue Secretariat:

“We are highly satisfy to announce to you that the
Receitanet — Income Tax Filing Return through Internet
‘““case” has just been published in Bill Gates “Business at
Speed of Thought” site which is being simultaneously
launched with the book of the same name.

The Receitanet has been selected, among other cases,
because it is a novel worldwide solution and because it
attends the requirements defined by Bill Gates in his
concept of “Digital Nervous System”.

3. Telephone Assistance (Receitafone 0300-78-0300)

Implemented on March 31st, 1998, the Receitafone is the telephone
attention computerized service of the Federal Revenue Secretariat,
which does not require staff.

With this service, the taxpayer through a simple telephone call done
from any place in the country, may obtain information pertaining to
taxes and other services provided by the Federal Revenue
Secretariat, as well as comply with tax obligations.

Receitafone operates continuously and guarantees comfort, speed
and security to the taxpayer, in addition to reducing the flow of
public to the SRF offices, reserving this attention for more complex
cases. It is not common call center, but a system that explores all
technological possibilities available in the attention for the most
varied services.

The service is available for access through fixed telephone and
cellular, call originated from abroad and maritime mobile service,
with continuous operations. The telephone for national calls is
0300-78-0300 and for international calls 55-78300-78300.
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When attended the taxpayer is directed by programs messages
upon pressing the telephone’s dial pad with the codes corresponding
to the desired issues.

Since its implementation, the Receitafone received over 32 millions
calls, consolidating itself as an efficient citizens’ service. The main
information and services available in Receitafone are:

Refund of Individual Income Tax;

Exempted returns;

Consultation on fiscal status of corporations;
Consultation to Individuals’ Registry — CPF;
Consultation to CPF’s application process;
Payment of Income Tax installments;
Clearance Certificates;

Individuals’ Income Tax Return;

Corporate’s Income Tax Return;

Tax Agenda,;

Selic Interest rate;

Fiscal Recovery Program (REFIS).

4. RECOVERY OF TAX CREDITS

Tax administration must develop adequate policies with views make
available, for taxpayers in economic and financial difficulties,
conditions for the compliance with their tax obligations. These
policies, however, must not serve as an incentive to infringing
taxpayers or create expectations of obtaining a pardon of debts or
any other benefit of this nature.

Policies granting tax amnesty constitute a negative stimulus for good
taxpayers in the voluntary fulfillment of their tax obligations, apart
from being a deep disrespect to honest and reliable taxpayers.
Infringing taxpayers are always expectant of ways to free themselves
from unfulfilled tax obligations. Such concession is a clear discredit
to the tax administration and to its servants, apart from being a
negative example for society and a negative education factor for
taxpayers in general.

It is a debatable power in all aspects, as it should remain solely in

one sense within legislation: in cases where the charges are for
small amounts, whose collection costs more than the amount to be
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collected. The condonation of sanctions for delinquency can still
be considered within the hypothesis of promoting collections of taxes
with difficult recovery, as for example the case of taxes under judicial
scrutiny. But these are very specific cases and, even so, of difficult
political acceptance by the society.

Brazil’'s experience

Due to economic difficulties and credit and financial restrictions
undergone by the country between 1994 and 1998, several tax
pardon projects were seen at the National Congress throughout
this period. Difficulties faced by the companies (among them,
countless small and medium sized businesses) were indubitable
and the political environment was rather favorable for the approval
of some type of tax benefit of this nature.

The solution came, in 1999, with the proposal of ample
business tax recovery program, called FISCAL RECOVERY
PROGRAM — REFIS, split into two phase: the first one of a taxation
nature; the second, of a financial nature.

In the taxation aspect, REFIS was destined to create conditions to
enable businesses to regularize tax and social security debits. In
general terms, with the exception of direct administration entities
of public enterprise, of autonomous entities, of the financial system
companies and of factoring, all the other companies were able to
enter REFIS.

REFIS is a special tax and social security debit consolidation and
amortization regime (including interests, penalties and monetary
corrections), where all company past due debits, in its capacity of
taxpayer or responsible party, of a taxation and social security
nature, even those recorded under active debt, were consolidated,
for payment in monthly amortizations.

The amount of each monthly payment of debits consolidated under
REFIS has been established considering the payment capabilities
of the company, namely: in a variable percentage applied on the
company’s gross revenues. This percentage will change according
to the tax payment mode adopted by the company for the payment
of income taxes (real profit — companies with a balance, estimated profits
— way of calculating taxes based on billing; - SIMPLES - simplified tax
payment system for micro and small companies).
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Additionally, REFIS stimulated the inclusion of tax credits sub judice
or in administrative debate, as well as the spontaneous confession
of any other previously undisclosed debit.

On the other hand, REFIS allowed for an adjustment of all
individuals’ credits and reimbursements, of a taxation and social
security nature, including there all tax credit amounts imbued in tax
losses (calculation of Income Tax) and the negative calculation bases
of the CSLL (calculation of Social Contribution on Net Profit).

In turn, tax administration made demands focused on guaranteeing
entry into credits, such as: the non-payment of taxes and contributions;
the opening of Banking secrecy to the Treasury; the filing of special returns
and the possibility of special fiscal follow-up; the non-suspension of
company activities, among others.

Likewise, the company could be excluded form the REFIS, when
(being the amount of its debit immediately collected by means of a
tax execution): it executes whichever act aiming to withdrawing revenues;
has its bankruptcy or windup decreed, due to the windup or cessation of
the body corporate; does not disclose its debits in a non-retractable and
non- revocable manner; is not up to date in its contribution for the FGTS
— Time and Service Guarantee Fund — Rural Territorial Tax, if taxpayer
for these taxes.

The deadline for incorporation into the REFIS expired on December
13, 2000, having considered 128,000 companies, and most of them
composed by small and medium sized companies. Federal Revenue
Secretariat maintains a strict control over this taxpayer’s universe,
both with respect to the possibility of performing tax evasion as
well as to the default of filed and consolidated debits.

Paulo Ricardo de Souza Cardoso
Coordenador-Geral do Sistema de Fiscalizacao
Secretaria da Receita Federal

Esplanada dos Ministerios

Bloco P, Anexo A, 2°. Andar Sala 201

Brasilia DF, Brasil

E-mail: pauloric@receita.fazenda.gov.br
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Obstacles in the Struggle Against Tax Evasion.- Minimizing the Possibility of
Tax Evasion Through Internal Security Within the Tax Administration.- Improving
the Control of Tax Evasion.- Recent Initiatives in the Struggle Against Tax
Evasion.- Conclusion.

INTRODUCTION

| have always been surprised that in my country there have been a
number of seminars and discussions on the topic of white-collar
crime and similar types of fraud and invariably very little mention is
made of tax evasion. As a matter of fact, some persons will mention
all the various types of frauds that take place in business by workers
and very little is said about those carried out by management and
directors of companies.

It is my opinion that the most far-reaching and costly type of white-
collar crime that takes place in Jamaica today is tax evasion, which
is practiced by persons from all classes of society. However,
because it is not generally regarded as a crime and it is the higher
income persons that benefit most from this activity, the tendency is
to treat most cases of tax evasion as purely a civil matter. In the
circumstances, investigations of these cases are geared primarily
at generating additional taxes and penalties rather than making
more serious efforts at prosecuting tax evaders.
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The net result is that we do not benefit from the deterrent effect of
prosecution and tax evaders realize that it is simply a matter of
being able to pay the assessed sums. As a result the risks
associated with tax evasion are not that great and a substantial
number of persons especially those that operate within the informal
sector opt to evade their tax obligations.

Itis for this reason why when we embarked on the Tax Administration
Reform Project, one of the primary objectives was to control tax
evasion so as to improve the equity within the system and also
encourage a higher level of voluntary compliance.

TAXPAYER REGISTRATION NUMBER (TRN) SYSTEM

At the outset of the reform project it was realized that one of the
weaknesses of the tax system was that the base was narrow and
there were many persons especially among the ranks of the self
employed who were not known to the tax authorities. In order to
broaden the tax base, it was decided to introduce a Taxpayer
Registration Number (TRN), which would be unique to every person
who interacts with the revenue services. This number would be a
requirement for all persons who have to do business with any of
the Revenue Departments. Initially, there was some resistance on
the part of some persons to apply for this number and to provide
the necessary information in order to be properly registered. In
addition, we had to be sure that the information received was
correct and unique to that person. However, over a period of five
(5) years we have been able to register one million and Seventy-
One Thousand, One Hundred and Twenty-One persons (1,071,121)
out of a population of two million six hundred thousand (2.6M)
persons resident within the country. It is estimated that there could
be about 1.2 million potential taxpayers within the population.

While there are some persons still to be registered, they may have
to be force registered through field surveys and other enforcement
efforts. However, based on the number now registered, we feel
satisfied that we will be able to work with the current list to ensure
that the persons who are eligible to make tax contributions are
known to the tax administration. We have also since October 2000,
gone a step further by introducing a new driver’s license system
which will have as the number, the TRN of the applicant. This system
is one wherein applicants must renew their licenses every five (5)
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years on their birthdays and therefore over a period of time all
holders of driver’s licenses will have their numbers converted using
the TRN.

In the case of bank accounts, the Revenue Administration Act also
requires that financial institutions utilize the TRN of the depositor
for purposes of providing information to the tax authorities regarding
such depositor. What is also interesting is that we have noted that
a number of other agencies have come to realize that this system
is very reliable and therefore they have been asking persons doing
business with them to provide this number as a means of making
sure that they are who they say they are.

CURRENT OBSTACLES IN THE STRUGGLE AGAINST TAX
EVASION

In most societies today, the collection of tax revenues for the
provision of common services to the members of the society is
something which is generally accepted by a majority of the
population. In Jamaica, however, there are those persons who for
reasons such as those mentioned below are not willing to voluntarily
make their correct contributions.

(i) Because there has been a downturn in the economy for the
past few years, the government has had to borrow large
sums both on the domestic and foreign markets and this
puts a severe strain on the budget. The current percentage
of debt to Gross Domestic Product (GDP) is approximately
150%. As a consequence, after the repayment of interest
and debt, very little is left in the budget to meet housekeeping
expenses to fund government’'s social and welfare
programmes. The response of many people to this situation
is that ‘they are not getting value for their tax contributions’
and feel justified in not paying their correct taxes.

(i) The second reason which is sometimes put forward is that
even where the funds are being spent by government, there
is a tendency based on the reports submitted to Parliament
by the Auditor General and the Contractor General for
person to feel that because of the waste, inefficiencies and
in some cases outright corrupt practices that take place
within some government agencies, they are reluctant to
make their rightful contributions.
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(iii) A third point that is made is that because of the fact that the
tax system is not at an acceptable level of efficiency and
effectiveness, there is a great deal of inequity within the
system and this provides further justification for some
persons not to voluntarily comply. It is even argued that it is
“those who play by the rules who get shafted”.

While there is no doubt that a fair amount of what has been
highlighted above is true, at the same time serious efforts have
been made to overcome these problems. A major Public Sector
Modernization Programme has been undertaken and within the tax
administration, a Reform Project has recently been implemented.
From all indications a great deal of the problems are being slowly
eradicated from the system.

What is of note, however, is that because that some of these
practices were allowed to take place for quite a long time, it is now
a slow and painful process to change the behaviour of those persons
who had been used to behaving in this way for a number of years.

It is also now clear to most persons that this anti-social behaviour
is part of what is wrong within the country and has accounted for
some of the failures of the past years. To put it bluntly, we need to
collect the taxes due so that the government can balance its budget
and not seek to borrow more to help with the budget. If we are to
succeed in this highly competitive and globalized economy, a first
step will have to be taken to stamp out these practices, which have
had a major negative impact on the economy.

As a show of its commitment, the government has passed in
Parliament the Corruption (Prevention) Act 2000 which seeks to
make new provisions for the elimination of corruption in the
performance of public functions and to provide for matters incidental
thereto. The Act requires that public servants must furnish statutory
declarations of assets and liabilities and income. In addition, it has
increased the penalties for acts of corruption to fines of up to One
Million Jamaican dollars or to imprisonment for a term not exceeding
two years or to both fine and imprisonment.
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MINIMIZING THE POSSIBILITY OF TAX EVASION THROUGH
INTERNAL SECURITY WITHIN THE TAXADMINISTRATION

The struggle against tax evasion requires that the examination
function must create among taxpayers a high perception of risk.
Where the perception of risk is weak, there will be a strong incentive
for non-compliance and more and more taxpayers will be tempted
to evade the taxes. Experience has shown that a tax administration
that is staffed by professionals who carry out their work in an
efficient and effective manner is more likely to succeed in minimizing
tax evasion. It is important therefore that the honesty and integrity
of all persons employed within the tax administration be established
prior to them being employed. This can be achieved where
applicants for employment are subject to a pre-employment
background check. Certain basic information should be requested
from all applicants and utilized for a security screening. Applicants
should be advised that the information provided will be used for
that purpose and therefore it is important that they provide
complete and accurate information. Any discovery that false or
misleading information is provided will lead to the withdrawal of any
offer of employment or if the employment has commenced, it will
result in disciplinary action, which may include dismissal.

The purpose of the information is to determine suitability for
employment within the tax administration by attempting to ascertain
whether there is any indication that the applicant has anything in
their history, which might conflict with the mission of the tax
administration.

In addition to the basic security information requested at the time
of application, successful candidates will be required to make a
declaration of assets, liabilities and income (including that for their
spouse and children) and this information will be upgraded on an
annual basis. This information will be used to ascertain whether or
not the ‘increase’ in net worth is in line with the declared income of
the employee and where this is not the case, further clarification
will be requested.

In Jamaica, such a system has been designed and is to be put into
effect at a date to be announced later in the year. It is expected
that the system will help to ensure that the persons who work with
the tax administration are persons of integrity, thereby reducing
the likelihood of collusion between taxpayers and tax officials
working together to evade taxes.
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IMPROVING THE CONTROL OF TAX EVASION

In 1999, the Government amended the Revenue Administration Act
(RAA) to provide for the following:

(i) Disclosure of information from any Tax Commissioner to
another Tax Commissioner or officer of a revenue
department who has, in any particular case, been authorized
by the Commissioner of that department.

(ii) The production and inspection of any information, document
or record in the possession of certain persons which is
relevant to the duties of a Commissioner in relation to:

a) making an assessment in relation to a taxpayer under
any relevant law;

b) making an investigation into any case involving tax
evasion or for the prevention of fraud on the revenue;

c) determining the tax liability of a taxpayer under a
relevant law; or

d) collecting any outstanding amount owed by a taxpayer
on account of tax, penalty, interest or fine under any
relevant law.

The persons referred to above include:

a bank licensed under the Banking Act;

a financial institution licensed under the Financial Institutions
Act;

a person registered under the Public Accountancy Act;

a society registered under the Cooperative Societies Act or
the Industrial and Provident Societies Act, as the case
may be;

a person who is or has been, a party to any business
transaction with the taxpayer in question.

Itis important to note that this provision require the Commissioner
to obtain an Exparte Order from a Judge in Chambers.

(iii) The power of search and seizure where there are reasonable
grounds for suspecting that fraud has been committed by a
taxpayer and evidence of such fraud is to be found on
premises specified in the information presented to a Judge
of the Revenue Court.
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Where during a search of any premises or in the course of
any audit, inspection or examination, a Commissioner or
any authorized person is of the opinion that it is necessary
for the protection of the revenue to impound books, records
or other documents found on those premises, the
Commissioner or authorized person may take such books,
records or documents into his custody. The taxpayer
however will be permitted to make copies on request.

(iv) Where an offence against the Act is committed by a body
corporate, the liability of whose members is limited, then
notwithstanding and without prejudice to the liability of that
body, any person who at the time of such commission was a
director, general manager, secretary or other similar officer
of that body or purporting to act in any such capacity shall
be liable to be prosecuted as if he had personally committed
the offence and shall, if on such prosecution it is proved to
the satisfaction of the court that he consented to, or
connived at, or did not exercise all such reasonable diligence
as he ought in the circumstances to have exercised to
prevent the offence, having regard to the nature of his
functions in that capacity and to all the circumstances, be
liable to the like conviction and punishment as if he had
personally been guilty of that offence.

This Act was in the Parliament for approximately two (2) years and
was subject to a great deal of scrutiny by both Houses of Parliament,
members of the Business and Professional Associations and the
general public. However, it was eventually passed with twenty-five
(25) amendments.

RECENT INITIATIVES IN THE STRUGGLE AGAINST TAX EVASION

Prior to June 1999 there was a substantial loss in revenues from
the evasion of income tax on investment income although there
was a law in place which required that income tax of 25 cents in the
dollar (25%) be deducted from interest paid by certain financial
institutions, Some investment dealers and other institutions found
creative ways of taking funds from clients and making returns in
such a manner that the withholding tax provisions did not apply.
Because of this loophole, a number of persons moved their funds
to those instruments that were not subject to the withholding tax. In
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the case of Building Societies, the Income Tax Act actually stated
that there should be no deduction of tax in the case of ‘share
interest’. In the circumstances, it was left to those earners of interest
and other forms of investment income to file their returns and pay
the tax due.

Needless to say, the statistics showed that as much as seventy-
five (75%) of the recipients of these sums did not file or return the
correct amount of investment income. In order to deal with the loss
in revenues, the government amended the income tax law to make
it clear that the withholding tax would apply to all the various
instruments by ‘deeming’ the returns to be interest. The move has
resulted in the withholding tax on interest moving from $2.6Billion
Jamaican Dollars in the period April 1998 - January 1999 to $9.2
Billion Jamaican Dollars in the current fiscal period of April 2000 -
January 2001, thereby reducing the reliance on collections from
Pay As You Earn (PAYE) and improving the equity within the tax
system.

The other initiative in the struggle against tax evasion, which is
bearing fruit, is the move to implement an Integrated Computerized
Tax Administration System (ICTAS) throughout the tax administration.
Because of the amendments to the Revenue Administration Act with
regards to the exchange of information, it is now possible to have
information from all the various tax agencies within one computer
system and available to auditors, investigators and compliance
officers. Auditors and Investigators will now be able to access the
following information from the various systems:

a) Motor Vehicle Registrations

b) Sales/Purchase of Real Estate and other Instruments, which
have to be stamped at the Stamp Duty and Transfer Tax
Office.

¢) Import/Export information, and

d) Real Estate holdings from the Land Valuation System.

This information has been of tremendous value in the audit and

investigation of cases and as a basis for computing estimated
assessments.
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CONCLUSION

Despite the efforts of government and the tax administration to
enforce the tax laws in order to be able to provide the public with
the necessary goods and services, the economic and technological
environment of the tax administration have generated new
challenges as well as new opportunities. Digitalization and
globalization have made it more difficult to ascertain taxpayers
income even where they are required to include all their income
from both within and outside of the country. More and more tax
administrations will have to cooperate through Exchange of
Information Provisions in Tax Treaties in order to make it clear that
they have the means and political will to enforce the laws where
non-compliance is suspected. If they are to overcome the challenges
and make use of the opportunities, they will have to fully utilize
modern computerized systems and workers will have to be fully
trained to embrace the new technology.

Clive Nicholas

Director General

Ministry of Finance — Tax Administration Directorate
The Office Centre Building (10" floor)

12 Ocean Blvd. Kingston Mall

Kingston, Jamaica

E-mail: cnichol@fsl.org.jm
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The TCMP of the United States.- The Fixed Point Method.- How to Use the
Results of Regular Audits for Measuring Evasion.- 5. Method of Conciliation of
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1. INTRODUCTION

Having available information with respect to the amount of tax
evasion is important for varied reasons. First, it allows the
administration (hereinafter, TA) to better orient its examination
function. If the TA would have estimates on tax evasion, evasion
mechanisms, geographical zone or economic sector, it could better
allocate its resources for improving its effectiveness. Secondly, it
allows for measuring the results of the examination plans and
making modifications whenever necessary.

Finally, tax evasion may be used, with certain limitations, as a
measure of effectiveness of the TA. The government must
take evasion into consideration when deciding the TA’'s budget,
as well as when analyzing eventual modifications to the tax
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legislation. Generally, the government and parliament
determine the tax structure and budget of the TA, but delegate to
the latter the responsibility of collecting taxes. From there
follows the importance of the use of indicators for measuring
the performance of the TA. If the objective assigned to the latter is
to improve tax compliance, then the appropriate performance
indicator is the rate of compliance: other factors being equal,
the greater the rate of compliance, the better the performance
of the TA.

Within the context of the above statement, it is essential to count
on figures about the level of tax evasion of the economies. The
purpose of this presentation is precisely to provide a synthesis of
the methodologies developed in recent years for measuring
evasion, with particular emphasis on the work carried out in Chile
in relation to different taxes and under different measurement
methodologies and present the results in order to contribute to the
current and future discussion of the issue.

Measuring evasion, is not an easy task. For obvious reasons, direct
questioning is the less reliable form for observing this variable: the
agents involved will hardly disclose how much tax they may have
omitted in a given period, even though guaranteed total anonymity.
On the other hand, it could be that many taxpayers do not even
have a precise quantification of what they evade. In this sense,
measurement methods must follow indirect paths for obtaining more
reliable results.

There is scarce economic literature on the subject. There is greater
development with respect to the methodologies for estimating the
size of the informal or underground economy. Obviously tax evasion
and informal economy are not synonyms?, nevertheless, the more
formal development of these methodologies and their relative ease
of application have led some countries to use these estimations as
an approximation to tax evasion. The methodology most frequently

' The informal or underground economy comprises all activities not registered in
official figures, which may be legal or illegal, and may correspond to market
transactions or else, to activities occurring outside the market (e.g. domestic work).
However, not all activities involve tax evasion. For example, domestic work is an
informal activity, but does not affect taxes. Likewise, remunerations received by
workers from the informal sector may not involve tax evasion, if the income is within
the exempt bracket.
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used for these purposes is the ‘demand for money’, whereby informal
transactions assume the form of cash payments. Therefore, an
increase in informal transactions should be reflected in an increase
of the demand for money.?

Tanzi (2000), notes that one of the inconveniences of the
methodologies for estimating the underground economy is that,
when applied to a same country, they show divergent results. For
example, Schneider and Enste (2000) compare results of nine
different methods for estimating the size of the informal economy,
which expressed as percentage of GDP, provide results ranging
between 1,4% and 21,2% for Canada; 8,2% and 34,0% for
Germany; 9,3% and 21,3% for Italy; and between 6,2% and 19,4%
for the United States.

As for the methodologies whose purpose is the measurement of
tax evasion, there are two widely diffused approaches. A first
approach based on the ‘theoretical potential’ resorts to related
variables to come close to determining collection that would be
obtained if all taxpayers would pay their taxes, which can then be
compared with effective collection for determining evasion. A second
approach of a ‘sampling’ nature uses the capabilities of the tax
administration for detecting noncompliance, by examining a
representative sample of taxpayers and then extending its results
to the universe thereof.

The rest of the report has been organized as follows. Section 2
reviews the Theoretical Potential method using National Accounts,
specifically its application to VAT and income tax, and analyzes its
main advantages and limitations. Section 3 illustrates the use of
budgetary surveys for measuring evasion, by means of two
applications, one for measuring individual income tax
noncompliance and the other for measuring VAT evasion. Section
4 analyzes sampling methods for measuring evasion, in the light of
the U.S. Internal Revenue Service's experience and of a specific
application made in Chile. Section 5 shows a method of tax
information conciliation, applied to the estimation of VAT evasion
by means of false invoices. Lastly, section 6 illustrates the use of
opinion polls where taxpayers are inquired about their perception
of the levels of evasion.

2 A summary of the methodologies for measuring the informal economy may be
found in Schneider and Enste (2000).
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2. THE THEORETICAL POTENTIAL METHOD USING NATIONAL
ACCOUNTS

Many tax administrations have resorted to the theoretical potential
method for obtaining estimates, mainly of VAT evasion and, to a
lesser extent, of income tax. In general terms, this method involves
estimating the potential collection of a tax — that is, the amount
which would be obtained if there were no evasion — based on an
independent information source, usually taken from the National
Accounts (hereinafter, CN). Subsequently such potential collection
is compared with actual or effective collection, to obtain a gap that
is attributed to tax evasion.

Application to VAT

VAT is a tax applied to most of the economy’s transactions involving
goods and services. However, because of their operation based
on the debit and credit system, these transactions do not generate
net fiscal revenues, except when occurring at the level of the end
consumer. Thus, the theoretical base of VAT may be related to
macroeconomic aggregates as expense in final consumption.

Under this method, known as that of ‘nondeductible VAT’, the tax
base is estimated on the basis of final consumption of homes, from
which one deducts the fraction of consumption that is exempt and
adds the component of taxed intermediate consumption from the
exempt sectors, since the latter become transactions with VAT that
cannot be deducted. By applying the tax rate to this theoretical
base, one obtains the theoretical collection of VAT, which is
compared to effective VAT collection, that is, with collection
originating from the taxpayers’ returns. The gap between both
values, theoretical and effective, is considered evasion.

This method has been applied in Chile for obtaining estimates of
VAT evasion in the 1989-1999. The series shows a significant
decrease in the rate of evasion® from 29% in 1990 to 18.3% in
1993. In subsequent years, it has been around 20%.

It must be mentioned that many TAs from the Latin American
countries have applied this method; nevertheless, few works have
been published, and they have been rather dealt with in a
confidential manner.

3 Normally, the evasion or noncompliance rate is defined as the quotient between the
evaded amount and potential collection.
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Depending on the level of disaggregation with which the NAs are
published, it is possible to obtain evasion estimates by economic
sectors. In this case, the taxable base must be estimated as the
difference between sales subject to tax, estimated as of the ‘Gross
Value of Production’, and the purchases that allow for credit,
calculated as of the ‘Intermediate Purchases’ and ‘Investment’. Many
countries have available sufficiently disaggregated information on
the occasion of the publication of the Input-Product Matrix, which
takes place with a more or less ten-year periodicity. Silvani and
Brondolo (1993) use this value added approach to measure VAT
evasion in 20 countries in 1992. The results are shown in the
following chart.

Chart N° 1
NET VAT TAX COMPLIANCE IN CHILE
AS COMPARED TO OTHER COUNTRIES — 1992

Country Rate of Compliance
New Zealand 5.1
Sweden 5.4
Israel 7.8
Portugal 14.0
South Africa 14.6
Chile 18.2
Canada 23.0
Spain 26.0
Uruguay 29.7
Argentina 315
Honduras 35.4
Colombia 35.8
Hungary 36.3
Mexico 37.1
Ecuador 38.2
Philippines 40.8
Bolivia 43.9
Guatemala 52.5
Peru 68.2

Source: Silvani and Brondolo [1993].

It is interesting to note in the foregoing chart that, in general, the
lower rates of evasion coincide with the more developed economies,
which was an expected result, given that those countries generally
have stronger tax administrations and smaller underground
economies.
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Application to Corporate Income Tax

Some methodologies have also been developed for estimating
noncompliance with corporate income tax. In this case, the potential
tax base is estimated on the basis of the Surplus of Exploitation of
the NAs, which must be adequately corrected to reflect the
differences between this macroeconomic concept and the net
income subject to tax. Jorratt and Serra (2000) propose a method
for Corporate Income Tax in Chile. In broad terms, the method
consists of, initially determining the Theoretical Tax Result of the
enterprises, by subtracting from the Exploitation Surplus an
estimation of the surplus of activities not subject to and exempt
from the tax, the surplus of companies subject to presumptive income
and losses from previous fiscal periods —deductible for tax purposes
— and adding the adjustments for monetary correction. Thereafter,
the Theoretical Tax Base is determined by excluding from the
Theoretical Tax Result, the tax losses of the fiscal period, which
adjustment is necessary for an adequate comparison with the
Effective Tax Result that arises from the returns. Finally, the
Theoretical Collection is estimated as the Theoretical Tax Base
multiplied by the tax rate, after discounting effective credits against
the tax.

This brief description shows that the estimation of income tax
evasion requires more adjustments than the VAT method, since
the former has more exceptions to the general rule, such as
exemptions, special regimes, deferments, etc. For the same reason,
the methodologies are less standard and must be developed
according to the characteristics of the tax legislations of each
country.

It is interesting to observe, in the case of Chile, the evolution of the
rate of corporate tax evasion, compared to the series of evasion at
VAT. There are two aspects worth noting in the figures shown on
chart 2. The first is that the rate of income tax noncompliance is
twice that of VAT. The second is that both series show a decreasing
trend, with a similar grade, which issue is evident on observing that
the quotient between both rates ranges around two throughout the
series. Both elements account for a desirable minimum consistency
between both methodologies, and allow a certain level of validity to
the theoretical potential method as indicator of the evolution of tax
compliance. In fact, VAT evasion is almost fully transformed into
income tax evasion. An under declared dollar in VAT debits is also
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a dollar less in the company’s earnings*. If to this we add that the
TA examines both taxes with equal diligence, then it is to be expected
that both rates evolve in a similar fashion. On the other hand, the
VAT tax base is always greater than the income tax base. In broad
terms, the VAT base corresponds to value added, while the income
tax base is value added less remunerations. Thus, the same dollar
under declared in sales will represent in percentage terms, a larger
amount with respect to the income tax base than with respect to
the VAT base, which explains why the evasion rate of the first tax is
larger than that of the second one.

Chart N°2
Chile: Rate of Corporate Income Tax and VAT Evasion
Theoretical Potential Method based on National Accounts

Concepts 198911990 |199111992 (1993 11994 11995 ]1996(1997

(a) Corporate |[58.0 | 49.6 |50.0 |48.5 |44.1 |41.1 |39.1 |41.1|41.7
Tax (%)

(b) VAT (%) 29.0 | 29.6 |26.8 [22.9 |18.3 [19.6 |20.3 [ 20.0 [19.7
(@) / (b) 20| 17| 19| 21| 24| 21| 19| 21| 21

Source: Barra and Jorratt (1999).

Application to Individual Income Tax

Given the characteristics of the NA information, a requisite of the
theoretical potential method is that the tax under analysis have a
flat rate, otherwise it is difficult to proceed from the tax base to
potential collection. For this reason, there are few works dealing
with individual income taxes, since they generally have progressive
rates. Some works have been limited to evaluating the gap between
the potential and effective tax bases of individual income tax; the
first being estimated on the basis of data from the surplus of
exploitation and remunerations of the NAs (in the case of Colombia,
see Steiner and Soto (1998)).

4 Jorratt and Serra (2000) estimate that in Chile, about 75% of income tax evasion
results from VAT evasion.
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Limitations of the Theoretical Potential Method Based on NAs

In general terms, the limitations of the method for measuring the
theoretical potential are related to the reliability of the source used
for quantifying potential collection. In 1996, the Internal Revenue
Service of Chile entrusted a group of experts from the University of
Chile, the analysis of reliability of evasion estimates according to
the theoretical potential method based on NAs, from the standpoint
of methodologies as well as of the quality of the information sources
used. The conclusion of this study is that the main limitation of
these methods results from the limited information used for
structuring the National Accounts, with the following being
highlighted:

e The use of accounting information from enterprises in some
economic sectors, or else, of production surveys, which
could involve part of evasion, thus causing underestimations
in the calculations of noncompliance.

e The use of tax information for estimating the proceeds for
those sectors measured according to activity and not goods,
such as the services and industrial sectors.

e The variation of stock is an adjustment variable, in such a
way that if consumption is underestimated, evasion would
be underestimated and undeclared consumption would be
attributed to the variation of stock.

e Inthe annual estimation of National Accounts, some sectors
assume that productivity remains constant; that is, the same
as that estimated for the basic year. If there is increase in
productivity, this would lead to underestimate the theoretical
value added and, accordingly, evasion.

On the other hand, the study also highlights that in the structuring
of the National Accounts, there is a conciliation of data originating
from other sources of information. If by means of independent
information sources (e.g. price or consumption surveys) one
manages to capture amounts actually negotiated and their prices,
it is possible that there may be no such underestimations or
overestimations. Unfortunately, the lack of clearly established criteria
in the work of the sectors, prevents the evaluation of this
assumption.

Another limitation of this method is that estimates are mostly
available, a year later, more or less, and, in general, allow for
aggregate measurements. Therefore, it is not a very useful tool for
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making decisions with respect to the allocation of resources of the
TA or for evaluating the progress of examination programs.

To the above one should add that the most recent figures of the
NAs tend to be of a provisional nature and are adjusted every so
often. This aspects becomes relevant inasmuch as the estimated
rate of evasion is somewhat sensitive to the review of figures carried
out by the Central Bank.

In any case, it is believed that the evasion studies using the
Theoretical Potential method are useful for determining levels of
evasion and its evolution, even though it is not possible to evaluate
their reliability.

3. BUDGET SURVEY METHOD

It may be that many tax administrations use the theoretical potential
method in a more informal manner, by using sources of information
other than the national accounts. For example, one may resort to
agricultural production and the prices of agricultural products
statistics to attempt the measurement of evasion in that sector.
There also tends to be information available on the production and
consumption of fuel, which allows for estimating noncompliance with
taxes that affect these products, etc.

Another way to estimate potential collection of taxes is through
surveys of family budgets and other similar ones. For example,
Engel, Galetovic and Raddatz [1998a] estimated individual income
tax noncompliance in Chile, using as theoretical basis of the tax
the income declared in the 1996 National Socioeconomic
Characterization Survey (CASEN).

Estimation begins with the calculation of the tax, which each
surveyed individual would have had to pay, according to the
corresponding rates scale, based on his annual income. The
calculated collection is immediately grouped in income percentages
and compared with actual collection declared before the Internal
Revenue Service, at the level of those same income percentages.
The comparison is made by ‘matching’ groups of individuals and
not at the level of each of them, because there is not sufficient
information available for doing so®.

5 The identity of persons surveyed by CASEN that would allow for comparing tax per
individual, is not available.
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The method delivers as result an aggregated rate of individual
income tax evasion of 57%. The result per decile of income, shows
an increasing rate of evasion as compared to the level of income.
That is, those taxpayers subject to larger marginal rates under
declare a greater percentage of their income.

The main limitation of this method deals with the reliability of the
answers of the surveyed. In the case of businessmen, with respect
to the question about their monthly income, it is unclear whether
the answer refers to the income before or after tax, or if it deals
with earnings or only withdrawals®. Otherwise, in contrast to
dependent workers, many businessmen may not have a clear idea
of what their monthly income is.

The Internal Revenue Service of Chile has recently acquired
another experience with the application of this method, this time,
using the last Family Budget Survey (EPF) performed by the National
Statistics Institute between July 1997 and June 1998. The objective
was to measure VAT evasion as a result of under declaration of
sales to the end consumer. Sales to the end consumer is one of
the vulnerable points of VAT, since in this last stage of the
commercialization chain there is no counterpositioning of interests
between purchaser and seller. Therefore, it is interesting to the TA
to be aware of how much is not collected as a result of this evasion
figure.

The EPF surveyed some eight thousand homes in Greater Santiago
during a twelve-month period, requesting the registration of
consumption of all goods and services during said period. In the
first place, an estimate was made of annual consumption subject
to VAT for this sample of homes. Secondly, this result was expanded
to the national universe of homes. Since the survey was carried
out in a specific geographical zone, it was assumed that consumption
patterns of the families were similar in the rest of the country, having
to resort to data of the CASEN survey dealing with the income of
homes per region, in order to weigh these differences at the time
of the expansion. Subsequently, an estimate was made of the
theoretical VAT associated to the consumption subject to tax, which
was compared to actual debits declared by the taxpayers. The result
was an under declaration of 25% of sales to the end consumer.

6 In Chile, individual income tax is applied to withdrawals of earnings.
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4. SAMPLING AUDITS METHOD

The most direct way of obtaining estimations of noncompliance of a
specific tax is through audits of a taxpayer sample. The quality of the
results of this method depends on the depth and knowledge with which
audits are performed, since they only allow for discovering part of the
total evasion. The percentage of noncompliance detected in audits
will depend, among other factors, on the experience of the auditors
performing them. The representativeness of the sample is also
important. The main advantage of this approach is that, if it is done
adequately, the whole array of statistical techniques may be applied
for determining the levels of trust and accuracy of the results, classifying
them according to categories and validating hypotheses, etc.
Unfortunately, the statistics on results of audits available in the
examination departments are generally not useful for estimating
evasion, since they have a selection bias that is difficult to correct
(taxpayers audited are those deemed to have a greater possibility of
evasion). Accordingly, it would be costly to annual estimate evasion
through this method, since it would imply performing audits to an
especially designed sample of taxpayers.

The TCMP of the United States

The most widely diffused example of application of this method is the
Taxpayer Compliance Measurement Program (TCMP), of the Internal
Revenue Service (IRS) of the United States. This program comprises
exhaustive audits to a random sample of approximately 50,000
taxpayers, and has been periodically developed to measure evasion
in family groups, as well as in small enterprises. In addition, the sample
is stratified in order obtain more reliable results in those groups that
are, a priori, known to evade more. The latest estimates available
indicate that the rate of income tax noncompliance is around 17%.

The TCMP has been used not only to measure evasion, but also to
develop methods for selecting taxpayers to be audited. In the 60’s,
based on the TCMP data, the IRS began to develop discriminant
functions to select those taxpayers with a greater probability of
noncompliance, thus achieving spectacular results in the effectiveness
of the examination process. The percentage of audits that did not
bring about changes decreased from 43% in 1968 to 11% in 1990
and the yield of each audit increased from 700 dollars in 1963,
expressed in 1982 currency, to 4,400 dollars of equal value in 1990
(see Nelson and Hunter, 1996).

101



TOPIC 1.3

By the way, the sampling method has some disadvantages.
Feinstein (1999) mentions the following:

e The most important one is the cost involved in such a
program. In general, these audits are more costly than
regular examinations. The reason is that regular
examinations tend to concentrate on specific aspects of
legislation, while those intended to measure noncompliance
must be exhaustive and at random, and therefore, longer
and with lower yields. According to data from the mid 90’s,
the yield of a regular audit was 5,500 dollars, while that of a
TCMP audit was only 300 dollars.

e Random audits are not acceptable to taxpayers, who feel
that they must devote too much time to these activities, which
are not even motivated by suspicion of fraud. In fact, the
annoyance of taxpayers, along with the high cost of the
TCMP, have led the U.S. Congress to reject, in the past
years, the allocation of funds to this program.

e Lastly, this type of audits is not very popular among TA
managers and inspectors either, since they consider that
their work is measured according to the direct yield of
examination, and therefore, they do not wish to devote
scarce resources in random audits.

The Fixed Point Method

The Fixed Point method commonly used to examine or presume
taxpayer payment obligations”, consists of the visit of an auditor to
an enterprise, who on remaining throughout the commercial shift,
ensures that perfect tax compliance takes place. This method may
also be used to measure under declaration of sales, based on the
following principle: a taxpaying company subjected to the control
of a field examination, will be obliged to issue invoices for the totality
of its sales, in addition to registering them in the pertinent accounting
record and subsequently declaring them in the VAT form. Later on,
in order to measure evasion, sales registered throughout the control
period are matched against sales registered in previous periods
under similar conditions.

7 In Chile, in contrast to what occurs in other countries, the fixed-point method is not
a mechanism supported by the legislation to presume the payment obligation and
therefore, is used only as preliminary report for deciding an in-depth examination.
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In practice, the method implies the visit of an auditor to a company
—without previous notice— informing that a ‘normal’ tax control will
be carried out and remaining throughout the daily commercial shift.
Nevertheless, the real objective pursued through this method is
that the presence of the auditor will force the issuance of all invoices
for final sales and that the sales information on the stubs of invoices
be actually transferred to the sales records. This method was
applied in Chile in late 1996 and mid 1997, considering a sample
of approximately 300 businesses extracted from the universe of
VAT taxpayers issuing sales invoices. Sll examiners applied one
‘fixed point’ day in each company, and obtaining in addition the
daily sales information for weeks and months prior to the day of
application.

The comparison between the day of control and ‘similar’ previous
days posed some difficulties in practice, on observing a significant
variability of sales data. This problem was considered in the
statistical processing of data developed by Engel, Galetovic and
Raddatz [1998b] in order to try to overcome these difficulties and
obtain adequate evasion measures.

The results indicate that taxpayers omit from their tax records, 24.6%
of sales to the end consumer, with a standard deviation of 4.8%. In
the assumption that these figures are consistent with the estimations
of the theoretical potential, it is concluded that 60% of VAT evasion
takes place through under declaration of final sales.

How to Use the Results of Regular Audits for Measuring Evasion

The application of a program such as TCMP is not very feasible in
the TAs of developing countries, due to the high costs involved in
such an activity, compared to the scarce resources available. A
method such as the Fixed Point is more feasible from this standpoint.
Now then, if one wishes to obtain reliable evasion estimates by
economic sector, geographical location or some other relevant
segmentation variable, the size of the sample will be considerably
greater and hence, the cost of the program will also be greater.

The problem with using statistics from regular audits to infer evasion
of the taxpayer universe may be illustrated with the following
example: From the audits made by the examination department it
is detected that taxpayers under declared in average, 40% of their
income and, therefore, they should have declared income for 1000
instead of 600. It cannot possibly be inferred from these results
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that the rest of unaudited taxpayers also evade 40% of their income,
since, if planning of the audits was adequate, taxpayers with a
greater probability of being evaders should have been chosen. In
that case, the rate of evasion of the remaining taxpayers is unknown
and lower than 40%. However, what can be stated with a higher
level of certainty is that if, from the universe of taxpayers we take a
group with similar characteristics to the audited group —in terms of
economic activity, size, geographical location, etc. — then that group
should declare income of approximately 1000. If, on the contrary,
income declared was 800, we may estimate evasion at a rate close
to 20%.

What we do in this latter procedure is to use the results of the audit
to forecast the tax behavior of a taxpayer who does not evade, to
subsequently apply such behavioral pattern to the universe of
taxpayers with similar characteristics. In this way, the problem with
the selection bias is minimized.

Another inconvenience with using the information from regular
audits is that they are not exhaustive. In the previous example, it is
highly probable that actual evasion of the audited group is greater
than 40%. Even if the audit were exhaustive, the auditor will not be
able to detect 100% of evasion. This is particularly important in the
case of VAT: If a taxpayer sells his goods without a voucher, it is
very difficult to detect it in an audit. The control of inventories does
not always bring about good results, much less when the
businessman sells many products.

A way of separating the estimation of the level of intensity of different
audits is to measure the noncompliance of audited taxpayers with
the difference in amounts declared before and after the audit.
Instead of measuring it on the basis of the amounts detected therein.
In fact, there is empirical evidence that the tax behavior of taxpayers
improves after the examination actions, perhaps due to an increase
in the probability of fraud detection perceived by the individuals.
For example, Blumenthal, Christian and Slemrod (1998) carried
out a controlled experiment, which involved the sending of a letter
to a random group wherein they were warned that their next income
tax returns could be examined in detail. Thereafter, they compared
the variations in income declared by this group one year, with
respect to the previous one, in relation to variations in the income
declared by a control sample group that did not receive said letter.
The results showed that the effect of the letter was an increase in
income declared by low and medium income taxpayers, especially
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from those with greater opportunities for evading. Indeed, individual
responses to an examination action may be varied, even some
taxpayers react by declaring less than they declared prior to the
examination. Therefore, these aggregate increases account for only
one part of evasion.

The structuring of evasion indicators based on the application of
the previously described concepts is an interesting field to be
explored. The main advantage of such indicators is that on using
information that is daily compiled by the TA speedy and timely results
could be obtained, thus becoming useful tools for the planning and
evaluation of examination activities.

5. METHOD OF CONCILIATION OF THE TAX INFORMATION

On occasions, the information received by the TA, from different
sources, allows for estimating some forms of tax noncompliance,
through a conciliation of these data. The exclusive use of tax
information has, in addition, the advantage of allowing timely
estimates, without the one or two year gaps that are typical of the
theoretical potential methods, thus making it a useful indicator for
defining examination strategies as stated in the previous section.

The Internal Revenue Service of Chile developed such a method
to measure VAT evasion by means of false invoices, which is briefly
described below.

In every intermediate transaction, the latter being understood as
that occurring between two VAT taxpayers, the seller withhold the
tax from the purchase, which is determined by applying the tax rate
to the value of the transaction. This amount constitutes at the same
time, a tax debit for the seller and a tax credit for the purchaser. An
equivalent situation occurs in the case of imports, where the VAT
collected by Customs is at the same time a tax credit for the
purchase. By identifying VAT credits as CR, VAT on imports as Il
and VAT debits on intermediate transactions as DTI, then in
aggregate terms the following equivalency should take place:

CR= I + DTI (1)

IF VAT credits exceed the term on the right, we would be faced with
evasion by means of false invoices. It must be noted that in this
context the term ‘false invoice’ refers to any enlargement of VAT
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credits without the corresponding amount of debits. The amount of
evasion would simply correspond to the difference between both
terms of the equation. A useful indicator for evaluating the evolution
of evasion would be the ratio between both terms of the equation,
that is:

Indicator = CR/(DTI +II) (2)

As in other countries applying VAT, the Chilean rules allow two types
of sales vouchers: the invoice and the sales slip. The first is used
in intermediate transactions and supports the VAT credit. The
second, is the one used in sales to the end consumer or to entities
that are not VAT taxpayers. The separate declaration of VAT debits
originating from each of these two documents allows for
approximating the value of DTI for declared amounts of VAT with
invoice, subject to a series of adjustments mainly aimed at excluding
sales to exempt taxpayers, who normally request an invoice, even
though they are not entitled to credit. On the other hand, the VAT
credits are declared separately in the monthly form, while the VAT
on imports may be obtained from the national accounts. In this way,
equations (1) and (2) have been estimated for the 1990-98 period,
thus arriving at results shown in the following tables.

Chart N° 3 shows the results of estimates made for the 1990-1998
series. The results indicate that in 1998, evasion as a result of
false invoices amounted to $318 billion (approximately US$560
million). On analyzing the indicator, it is observed that this type of
evasion was significantly reduced with respect to the early 90’s, as
has also occurred with global VAT evasion, according to estimates
available.

Likewise, assuming that these results are consistent with those
obtained through the NA method, one observes that evasion arising
from false invoices, in all periods, amounts to over 20% of total
evasion, reaching its peak in 1998, with 38.3%. The same chart
shows the proposed indicator along with the global rate of VAT
evasion, there being somewhat consistency in the variations of both
data.
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Chart N° 3

Evasion from False Invoices VS Total VAT Evasion
according to NA Method
Billions of Pesos of January 2000

False Total VAT False Rate
Years Invoices Evasion (a)/(b) Invoices of VAT

Evasion NA Method Indicator Evasion

(a) (b) CA Method

1990 294.8 1,579.0 18.7% 1,052 29.6%
1991 238.3 1,276.7 18.7% 1,038 26.8%
1992 168.4 1,061.8 15.9% 1,026 22.9%
1993 241.0 794.9 30.3% 1.034 18.3%
1994 223.2 798.9 27.9% 1,030 19.6%
1995 172.0 827.3 20.8% 1,021 20.3%
1996 132.4 802.1 16.5% 1,015 20.0%
1997 245.6 722.0 34.0% 1,027 19.7%
1998 317.5 828.6 38.3% 1,034 22.0%

Source: Deputy Directorate of Studies of the SlI.

6. EVASIONACCORDING TO TAXPAYER PERCEPTION

When one wishes to know with some degree of certainty, the level
of tax evasion of a country, it is useful to approach the issue through
several paths, so as to complement and corroborate the results
obtained through the standard methodologies. An alternate simple
path is to ask the taxpayers themselves as to what they believe is
the magnitude of tax evasion. To the extent one inquires about the
evasion by others and not one’s own, the surveyed will not conceal
their perceptions. Certainly, the opinion of the taxpayers may be
contaminated with the evasion estimates made by the TAs, if they
are widely diffused.

Chart N° 4 below shows the level of perception of tax compliance in
each country on the part of the businessmen. This index is part of
a series of indicators used internationally to measure the
competitiveness of the world economies. The surveyed had to
answer the question: Is evasion usual in your country? According
to the results published in the 1998 World Competitive Yearbook,
Singapore would lead the countries with the lower perception.
Likewise, the Latin American countries, except for Chile, are in the
lower half of the chart.
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Chart N° 4

Level of Tax Compliance in Relation to Other Countries
Competitiveness Ranking — 1998

Country Rank Index Country Rank Index
(0 -10) (0 -10)

Singapore 1 8.18 Island 25 4.19
Hong Kong 2 7.68 Thailand 26 3.77
New Zealand 3 7.18 China 27 3.56
Finland 4 7.02 Poland 28 3.23
Chile 5 7.00 Korea 29 3.06
Switzerland 6 6.00 Hungary 30 3.06
Canada 7 6.64 Slovenia 31 2.94
Luxembourg 8 6.57 Portugal 32 2.92
United States 9 6.22 Indonesia 33 2.70
Japan 10 6.15 Italy 34 2.67
United Kingdom 11 6.03 Czech Republic 35 2.54
Malaysia 12 5.94 South Africa 36 2.53
Norway 13 5.67 Brazil 37 2.52
Netherlands 14 5.67 Mexico 38 2.50
Austria 15 5.47 India 39 2.50
France 16 5.44 Belgium 40 2.45
Denmark 17 5.43 Turkey 41 2.44
Spain 18 5.09 Philippines 42 2.39
Israel 19 4.96 Greece 43 2.09
Ireland 20 4.84 Venezuela 44 2.04
Australia 21 4.76 Argentina 45 2.02
Germany 22 4.66 Colombia 46 1.85
Taiwan 23 4.56 Russia 47 0.66
Sweden 24 4.40

Source: World Competitive Yearbook [1999]

On its part, the Internal Revenue Service of Chile has carried out
through Adimark, a series of corporate image studies. These have
been carried out in 1990, 1992, 1996 and 2000 through a survey
applied to a sample of 300 taxpayers on each occasion. Among
other results, one of the main ones is related to the opinion of the
surveyed with respect to the level of tax evasion in Chile. As shown
in Graph N°1 in 1990, the belief of the interviewed with respect to
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the total percentage of evaded taxes was an average of 26.6%. In
1992, this percentage was reduced to 23.4%. In 1996, the taxpayers’
evasion belief continued to be relatively aligned with that of 1992,
reaching 23%, while the in the latest study performed in the year
2000, it amounted to 25.5%. At this stage, it must be noted that the
evasion studies based on the National Accounts were disseminated
by the Sll starting in 1993, for which at least taxpayer beliefs in
1990 and 1992 should not be influenced by the latter. It calls the
attention that the order of magnitude of the rate of evasion
perceived by the taxpayers is very similar to that of the estimated
rate of the theoretical potential method.

Graph N°1
Evasion Perceived by the Taxpayers
According to ADIMARK Survey
35.0
30.0 7 26.6 255
250 - 23.4 23.0
20.0
15.0
10.0
5.0
1990 1992 1996 2000
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MASSIVE TAX COMPLIANCE CONTROLS
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(Spain)

Massive controls constitute an essential instrument for the detection
and regularization of tax noncompliance.

In our tax systems the principle of generality extends tax obligations
to all citizens, so it is not inappropriate to speak of the citizen as a
taxpayer.

It is true that taxation is not equal for everyone and that the
principles of equity and economy capacity govern the tax burden
to be borne by every citizen. However, at the outset of the XXI
century most citizens, to the extent that they obtain income and
enjoy income or capital, have tax obligations to fulfill. This is
materialized in the filing of tax returns.

Itis also a fact that businessmen and professionals, in their capacity
as taxpayers, must occasionally comply with specific tax obligations.
These result in the filing of tax returns, keeping of accounting and
tax records, invoicing, etc.

This set of tax obligations and in particular the filing of returns
require that the tax Administrations establish expeditious
management and control procedures to check the completeness,
formal correction and veracity of the declared data and to correct,
when necessary, errors or noncompliance that is detected.
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Itis not possible to control the correct compliance with tax obligations
in our days using exclusively tax auditing techniques, which must
necessarily be selective and be geared toward detecting serious
noncompliance and fighting fraud. Massive controls, developed to
a good extent by computer media, constitute the appropriate
procedure for all taxpayers to check compliance with their tax
obligations, without affecting the existence of selective controls that
allow an in-depth review by specific risk taxpayers of the degree of
compliance with their obligations.

In any case, although my presentation will focus on the analysis of
massive controls over tax compliance in Spain the main topic of the
CIAT's 35" General Assembly is the function of examination of the
Tax Administration and evasion control, | believe it is convenient to
reflect on the role Tax Administrations must play in our days. This
will give context to the performance of the tax control function.

In a modern and democratic society the basic objective of the
Administration responsible for the management of the tax system
has been necessarily furthering taxpayers’ voluntary compliance
with their tax obligations.

The Tax Administration cannot exclusively have a repressive and
controlling profile. Our fundamental and ultimate objective is not to
repress tax fraud but to prevent it from happening or, at least,
reduce it to the minimum. And this objective cannot be exclusively
met through coercive and punitive measures.

It is true that these measures are necessary and that it is essential
to have an effective control system that allows for the detection
and regularization of noncompliance cases that are detected, one
that discourages future nonfilers. However, this is not enough.

Nowadays the Tax Administration must also pay special attention to
the services of taxpayer information and assistance, in order to
enable citizens to comply with their tax obligations. We must
recognize that despite all the simplification efforts we are making,
our tax systems are complex and for the average citizen, even for
small- and mid-sized businessmen, taxation constitutes an arcane
and an endless source of problems and concerns. Most citizens
need help to prepare an income tax return, and complying with this
and other tax obligations requires time and often times money. Well,
we cannot ignore this reality. If we do, if we fail to assist taxpayers
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meet their tax obligations, we should not be surprised if the level of
voluntary compliance is unsatisfactory. It makes no sense to wait
for noncompliance to take place, to later detect and correct it. What
we must do is to prevent noncompliance from happening.

Consequently, we must view the taxpayer as a client, although
I know this expression is somehow shocking in the tax field. But the
taxpayer is entitled to receive information and assistance for
complying with his tax obligations and, as we provide it to him, we
will see his tax behavior will improve. In this regard we have seen
that our basic objective is furthering voluntary compliance, nothing
else.

In this regard, below we provide a revealing piece of information. In
Spain for several years we have made a great effort to encourage
most taxpayers to file their Individual Income Tax Return using
computer aid programs. Nearly 90% of taxpayers use this service
today. Well, the general percentage of tax returns that after being
processed through computer means shows problems is 10.76%.
We consider problems errors or omissions made by taxpayers,
incoherence and inconsistencies detected in declared data, and
the discrepancies between what has been declared and the
information from other sources the Administration has. However,
this percentage drops down to 7.90%, nearly 3 points below the
average, when involving taxpayers who have prepared and filed
their tax return using the assistance services the Tax Agency has,
whether directly or through cooperating entities. Consequently,
taxpayers using our citizen services not only make fewer mistakes
in their returns but also file their taxes in a more truthful manner,
with fewer omissions and data errors than the rest of taxpayers.

In this regard, in the last few years the Spanish Tax Agency has
been submitting to requesting taxpayers, the information it has on
specific revenues and income obtained by them and that must be
included in their income tax return. Thus, for instance, the taxpayer
is informed about the revenues from personal work they earned in
the previous year and the withholding made by the payer of such
revenues. This information has been previously obtained by the
Tax Agency from said payer (the businessman or professional for
whom the taxpayer works, or the Administration itself in case of a
public official or pensioner) through the informative returns on
revenues subject to withholding. Those obtaining such revenues
must file such returns annually.
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In addition, the taxpayer is given the available information on
revenues subject to withholding which have been earned from real
estate capital (for example, interest on bank accounts) or on the
transfer of securities they have made.

In sum, the purpose is to inform the taxpayer before he prepares
his income tax return about the information the Administration has,
in order to facilitate compliance with the obligation and prevent the
temptation of concealing data. This is a preventive behavior that
undoubtedly will improve voluntary compliance, anticipating the
possible noncompliance in the best possible manner: preventing it
from happening.

In this regard, when there is evidence that some taxpayers have
received income (for example, from securities issued by the State)
we send them an information personalized letter indicating we are
aware they have obtained such income and that they must be
included when filing their income tax return. Therefore, we do not
wait for the taxpayer to have the temptation to fail to comply, in
hopes that we do not have information that allows for the detection
of omission of certain data. We set the record straight, indicating
taxpayers we know they have obtained a specific income.

| believe it is not possible to speak of massive controls without
previously assessing the importance of such preventive actions
and of taxpayer information and assistance services, to the extent
that they encourage voluntary compliance and minimize the risk of
noncompliance.

If you will allow me, to complete this vision and prior to systematically
analyzing our massive control procedures, | will briefly refer to some
of the initiatives we have recently adopted in Spain regarding
taxpayer service. They, together with the aforementioned preventive
work, have resulted in a better general compliance with tax
obligations, minimizing risks and enabling authorities to focus control
work on the more serious cases of noncompliance.

These are some of the most important guidelines:
e The principal tax returns can be filed using computer means.

In the mid-term, it is estimated all tax processes could be
done this way.
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There are aid programs in place to prepare practically all
tax returns.

Practical manuals are edited to facilitate the preparation of
the principal annual tax returns (Individual Income Tax,
Corporate Tax, Value Added Tax) that are sold at a nominal
fee. Moreover, there are specific guidelines for the
preparation or the principal tax returns that are filed with
the tax return models.

In all offices of the Spanish Tax Agency (over 300) there is
an information service. In addition, comprehensive
assistance services are being created to assist businessmen
and professionals in the main offices. The idea is to inform
businessmen of all their tax obligations in a single point, so
they do not have to go to an office to pay the VAT, to another
office to pay direct taxes, etc.

There is a telephone number providing tax information,
which operates 12 hours a day, with experts from each of
the taxes. There is even a service for filing income tax returns
by phone.

For several years we have had automated phone units of
voice recognition, which allow taxpayers to obtain information
on the status of the tax refunds they have requested or to
ask that identification labels be sent to them, for annexing
them to the returns they must file.

Taxpayers exempt from the obligation to file income tax
returns because of the source and amount of their income,
without the need to file a tax return, may request a total or
partial refund of their withholdings. They may do so provided
their withholdings are excessive taking into account their
personal and family situation and the economic information
available for Individual Income Tax Return purposes. Since
they do not file a tax return, the Tax Agency is responsible
for making the corresponding estimates, using the economic
information it may have on those taxpayers.

Last year we started a phone Service Center, a call sender,

which does not only provide taxpayer information and
assistance services but also conducts certain management
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functions. Thus, when a taxpayer who is not mandated to
file an income tax return requests the refund of excessive
withholdings that have been made, the Center replies to
said taxpayer, if his request is incomplete or fails to meet
certain formalities, to resolve the problem by phone. This
prevents the taxpayer from having to go to an administrative
office or to have to contribute complementary
documentation. Therefore, the aim is to establish a service
that enables authorities to solve problems by phone, which
requires investments in technology to automate the service,
relate the phone system with our management and control
computer applications and leave a record. This is done to
have evidence on the phone conversations with taxpayers,
provided they consent to their conversations being taped.
In principle, the service is preferably intended for taxpayers
who are exempt from the obligation to file an income tax
return, but in 2001 will encompass other management and
control procedures.

The Tax Agency has a WEB page with general information,
norms, queries, phones, addresses, new regulations, aid
programs. The most frequently asked questions made by
taxpayers and their corresponding official answers are
disclosed this way.

Since last year there is a tax current account system in place
in Spain. This is an account that is completely managed by
the Tax Agency without the intervention of financial entities.
Said account records the amount of returns to be input or
the recognized refunds in favor of businessmen or
professionals who adopt this system, dealing with the V.A.T.,
Individual Income Tax Return, Corporate Tax, withholdings
and payments on account. Therefore, taxpayers under this
system do not have to input the balance resulting from their
positive tax returns but only file the same so the information
is recorded in their tax current account. The refunds that
are recognized by the Administration are not paid directly
to them either, but an accounting entry is made. The account
is settled on a quarterly basis. If the result is positive, the
taxpayer is informed he must pay the corresponding amount
without delayed interest. If the result is negative, the
Administration makes the refund of the resulting amount
also without interest.
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Consequently, this is a compensation mechanism for
automatic tax return to be paid or refunded, which has been
adopted in its initial stage of implementation by 1,200
businessmen.

e The Tax Agency participates in an inter-departmental project
called Business One-Stop Window, consisting of an office
where all paperwork needed to establish a company can be
made. Thus, businessmen take care of tax, Social Security,
municipal, commercial or industrial licenses, etc. in one
single office. There are presently Windows in 10 Spanish
cities and the project is in an expansion stage. In the mid-
term, all these formalities will be made by way of computer
technology in a Virtual One-Stop Window.

As you can see taxpayer information and assistance, as well as
preventive actions, represent an authentic priority for the Spanish
Tax Administration

But as | have already anticipated we must be realistic, although
our basic objective is to promote voluntary compliance. We all know
that noncompliance will unavoidably take place, forcing authorities
to have an effective tax control system that allows for immediate
detection and regularization and acts as a deterrent of future
noncompliance. Like a character created by Carlos Fuentes said,
““a civilization that does not know how to defend itself is already a piece
of archaeology albeit it may not know.” This statement is also valid for
tax systems and organizations; either they react to noncompliance
or they will be doomed to disappear.

In any case, an effective tax control system must be characterized
by its flexibility and versatility.

Thus, it must be in a position to adapt itself quickly to the new
socioeconomic reality in which it is immersed and the new forms of
fraud and tax evasion that may emerge.

In this manner, the tax control model cannot be the same in this
age of the society of information and economic globalization as in
previous years. We must not keep control procedures unchanged
either, ignoring such present realities in our economy as computer
networks or the gradual disappearance of customs barriers between
States. In addition, it is illusory to think that the fraud networks or
tax engineering schemes are not permanently changing, seeking
to make their tactics more difficult or prevent them from being
uncovered.
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For this reason we cannot talk about a closed control model but
about an evolving model, one that is permanently adapting itself to
the needs of the moment. In this regard, it is not enough to design
in abstract an organization model and a host of control procedures
for later assessing the results achieved and, depending on the
results, extend or review them. It is necessary to have follow-up
units and intelligence centers that, on one hand, allow learning at
all times the effectiveness and efficiency of current procedures and
the profitability of the adopted organization model and, on the other
hand, turn our Tax Administrations into proactive entities. Such
entities must be capable of anticipating events and transforming
and renovating themselves, at the same pace as our socioeconomic
and technological reality does.

As we will see below, this evolving concept of the control model
also affects massive controls that in our days may be limited to the
detection of formal and arithmetic mistakes made by taxpayers,
when preparing their printed tax return, as occurred years ago.

But | said that the control model must not only be flexible and
adaptable to the new reality but must also be characterized by its
versatility.

In the year 2001 the tax administration, in their controlling side,
must contemplate very different situations. Such situations range
from the problem with a small taxpayer who files his income tax
return still using printed forms and who makes merely formal
mistakes and errors, to the large multinational corporation who
designs in a speculative manner complex transactions to try and
mask benefits. There cannot be a single checking procedure dealing
with the diverse types of taxpayers whose control is our
responsibility, or taking into account the different kinds of
noncompliance: formal and arithmetic errors, inconsistencies and
incoherence in the declared data, concealing of sales and services,
transactions declared for lower-than-real amounts, tampering with
deductions, use of fake invoices, creation of networks of tax fraud
and evasion, etc.

In view of this reality it is necessary to define different control
procedures that provide adequate answers to every kind of
noncompliance, in terms of the characteristics of the taxpayer
involved. Massive controls are a useful examination formula to
detect and correct a good number of noncompliance cases.
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However, we must not speak about a single type of massive controls
but rather about different procedures involving such controls.

To zero in on the important issue and without attempting to coin the
definition of the term, we can call massive controls all those
computerized tax controls that allow the detection of material errors
and formal mistakes made by taxpayers in filing their returns, as
well as incoherence and inconsistencies in the data declared by
them in comparison with