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ABSTRELT

One basic hypothesic in development finance is that
the share of direct taxes, which includes taxes on personal
BHG corporale lncomes, increases a3z developmenl proceeds.
Duriag +the period 156831-1973, +the share of income taxes to
total taxes in the Fhilippines has grown in accordance with
this basic hypothesis. & drematic downturn, however,
occurred in the late 1970=. One of the objectives of this

study i= to examine this phenomenon.

~ The other specific objectives of the paper are: (&}
to evaluate thée resgurce mobilization potential of the
corporalte and personsl income tares, and (bl to mexsure and
analyze ‘the responziveness of the individual and corporate
inceme taxes to cheEnges in incomes.

= :

On the basi=z of ithe resultz of our atudy, the
following conclusions and implications for policy appear
warranted. 2ratl, ‘the observed declirie in fizcal importance
of both perscnal and corporate taxes relative to total
revenues suggest= that the tax structure that has emerged in
recent VEears has teen relatively MOre regressive .
Regrettiably, the potential for tapping both personal and
CoOrporate income taxes to increase revenue yield and improve
the progressivity aof the tax structure is guite limited for
& number of ressons: tal tax avoidance and evazion of
individual taxpayver: appears to be on the rise; {b) the
pPersonal income tax base has severely narrowed in recent
years; and (c) there appear= tc be a shift of capital from
the formal, corporate secior to the informal, unipcorporated
sector, & phenomencon fully predicted by coaventional genersl

ecuilibrium thecry of corpocrate tax incideace. Toe increase
the reveaune yield of perscnzl]l income taxes, policymakers
shouid look into three aress: higher tax consciousness,

improved tax administration, and broader tax base.

Second, bath the perzonal and corpoarate income Taxe:s
heve turned revenue inelastic over tThe years, but for
different reazorz: +1he former, for the decresse in itz rate

-
I

e LF
elasticity; the latier, for the f£fzll in its base elzsticits.

Third, govarament rolicy oiyy have to share ihe hlams
for the ecrosiocn of the corporate tex  base. while =i
corporate duel tar rate szsyzisn has beern mEintaineg
since ¥H58, séversnl itax meEsares were enacted which
effectivelv reduvcec t1he 1ax rates of certzin types of
CorTDEaT I CNRE. In addizion, the gcorporate tax base may hayve
beern :ubhstanteally ereded x5 @& resplt  of nemerous
investmert Incentivesr repsures duprlags the ceriod uwder
review.



REVENUE MOBILIZATION AND RESPONSIVENESS OF PHILIPPINE
INCOME TAXES: IMPLICATIONS FOR FISCAL POLICY

by

*
Benjarin E. Dickneo

1. INTRCDUCTION

e

0f major concern to Philippine policymakers and
economic planners is the steady decline of tay revenue +to
GRF ratic between 1976 and 1982. And while the ratio
improved =slightly to 12 percent in 1883, Fhilippine tax
effort continues tﬁ' lag tehind its ASEAN neighbors like
Malaysia, Thailand and lndonesis. Ircnicelly, 4t was
between 1978 and 1934 <hst the shares of personal and
corporat- lncome taxes to total tax revenues have steadily
de~lingd. The unmistakeable conclusion is that . the
Prilippine 'tax structure has not only failed to provide
_ad&guat&ly the expenditure reguirements of 2 growing econcmy
but, in additien, the tax structure that has energed in

recent years has been relatively more regresaive.,

As Hinrich [1870] cobserved, direct taxstion cccupies
the central positign in the tax structure as the COuntry

develops meinly due o increazsed monevarication of 1the

pub



ECoOnomy . The hypothesis is thet the share of direct taxes
(which #ncludez taxez on personal and corporate incomes)
to total taxes increases as development proceeds. During
the period 1961-1373, the share of income taxes to total
taxes in the Philippines proceeded in accardaﬁc& with this
basic hypothesis. A dramatic downturn, héuﬁver. cccurrad in
the late 18970s, One of the cbjectives of this study 1z to

examine this phenomenon.

The other apecific objectives of this paper are:
{a} to evaluale the resource mobilization potentisl of the
corporate and personal income taxes, and (L) +to measure and
analyze the responsiveness of the individusl and corporate

income taxes to changes in incomes.

Fhile the focus of the study iz on - the potentisl
revenue yleld of both corporste and perscnal income taxes,
the choice of the texes reveal our irterest in the
formulation of policies designed to improve the overall-
Progressivity of the FPhilippine tax strvcture. ;tr:anal
income texation, ihrough the appropriste uze of exemptions
and progressive rates, 1= by far the most important
contributor to progre=sive tzxstion in the oversll tax
structure, The choice of the corporate income tax (CIT) i=
2iso az;ripriate if we accepl the corventispal wisdom that

- r 13‘
CIT is el:ectively & tax on cepitel.
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2. AN OVERVIEW OF THE FHILIPFIKE IKCOME
TAY. SYSTEM

2.1. Ewvidence frog LDCs

Evidences from conmparative fiz=cal studies af
developing countries snd IMF date on income taxes &2 & per
cent of gross nationsl product anf as a persent of total
taxes ensble us te compure the Fhilippipnes with oiher
developing countries for seversl yesrs (Tabhle 11. These
data suggest that since the mid-1950=s, the role of incamé
taxes within the Philippines has been fairly constant both
in terms of relative importence in the tex structure =nd

relative to total economic activity.

When compared with other Asisn countries, tLhe
relative (te total taxes) importance of incoms taxes in The
Frilippine for the pericgds 1SEE-EB =ncd 1877-76 wes slightly

Ligher +than the regicnal average; howeer, in more réecent

yetra {IiSTE-8Z)y it wWam consideradbiy  Towmer. Moronver
Diipared O its ASEEN meipnticra, the ZRITIrrive Inoooe tEX
FEILIrLelle EErTarcd 1o tap Lebtind Irndonssis, Felavsig and



THELE 1

A COFSARTSON BF INCOME TRIATION TN THE FRILIPPINEE
AMD OTHER JEVELOPENS COUMTRIES
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Again, compared with other Asian countries, the
relative {to GNP) income tax burden in the Philippines for
the peried iEEE*E& to 1879-82 has been consisztently lower
than the regional average. In terms of rank ordering, the
Philippines is exceeded by six countries -- Indonesia,

Malaysia, Singapore, Korea, Sri Lanka and Thniiaud.

.2-2 Ehilippine Experience

! In terms of revenue yield, from the early 18960s to

the late 1870s, CIT has consistently exceeded personal
income tax, except for 1967 and 1872. During the last &
¥ears, however, personal 4ncome taxes have been, on the

average, the more important source of direct taxes.

It should be emphasized, however, that both perscnal
and corporate income taxes have not measured up to the
stylized fact that as the country develops, and the

monetized sector of the economy expands, the share of direct

taxes to total taxes should increase. Such behavior was
evident until the early 1870s when income TaXes as & percent
of total taxes have been increasing. Since the late 18570s,

however, the share of perscnal income taxes has




consistently declined while the share of corporate taxes
while fairly constant has settled at a substantially lower

level (Figure 1).

A= ﬁﬁawn earlier, the Philippines goes against the
general trend established by it= other ASEAN nelghbor
countries. And, agein, it could be argued that the decline
in importance of income taxes relative to tétal taxe=z has
added to the overall regressivity of the Philippine tax

C Bystem.

2.2.1. Distribution of Income Tax Base

For tax policy purposes, it matters where the bulk of
the tax yield comes from. The distribution of the income
tax base for two pericds where data are available (1974 and
1878) iz given in Table 2, In 1574 and 1978, +the bulk of
the returns and taxable income are located in the two lowest
income range. In 1874, the 85.2 percent of returns with
lowest income yielded only 15.8 percent of the tax revenue.
In 1878, the cbmparable figure is B83.7 percent of returns

rielding only 7.4 percent of the revenue.

In 1374, the bulk of the tax revenue originated from
the in-between range {P30,000-P20C,000) while +the richest

group (P1,000,000 and over) contributed enly 5.1 percent of
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the revendes. 0k 1978: the contrikution of the middle range
taxpayers declined Itn importance, with  the richasi ETSuR
(P11 ,000.000 and over: contributing &4 sizable chunk (&%.1 parcent)
of total tax revenue.

The available data suggest +that there has bedns &
digoernible narrowing of the income tax base. In 1978, the income
tax system has relied mere on the very rich for the bulk of its
BV EUE . While it looks good on egulty Eruuﬁdaa LR DT oW er
baze suffers on revenue mobiilriation Erounds becauld Lhe FEYEIuE
which may be tapped from the very rich taxpavers i= l.mitad since
they are Lol oumercus Enough.

Thiz patitern of behavior has remained uptil 1981 wisre
takpavers belooging to the JFirst income *Tax Lbrackets (belos
F20,000 and the P20,001 to PEOQ,.00D) while representing 9517
percent of total taxpayvers accounted for only 2E8.54 percent of
tetal taxes doe. On the other hand, the cichest group (P11 000,0040
End ocwer ) representing D.1Z2 pércent of total tLarpayers ﬁaid i L
percent of total tax revenues. A dramatic shift occurred in 195D
where fthe contributicon of the losest Tho income Broups o tJLEl
tax revenues Aocreasss to 23,05 percent while that of the
Riphect income group declined o 5,800 0One may be Lempited 1o

=
Fobmibhosg fhSer cohasps o Yhe ddsprion of the mogi Pied EnCom

taxd@tica o 1952, Hoksver, in f$he absence of flime saries data dus

oo wRa novelhy o of the nEw SR SysEhen, onE CENSNCLE CoRcIibde | GhET
ok EETTera of Eehnvior will o ohoeld dirn the yesTs 06 Comaes®
s o R el e o T T S 5 - e i A g e o A o e T R G Sy
attertizy e existences of the 981 @nd 198 daia cintained In &0
SrnE g L E R TR e i EEe e T e A ey P aatinn of o hross Ihoomg




TAELE 3

ESTIMATES OF RESPONSIVENES OF INCOME TAXES, SELECTED STUDIES

Souroes Year Estimates Remarks
Sicat (1971) 1954-1965 Income 1.25 Buovancy estimete
naing COA data
18551370 Income 1.45 Buovancy estimate
using BIR data
Sinay (1974 1561-1972 Fersonal 1.01 Buovaney estimztes

Corporate 1_31

IMF {1575} 1960-1872 Personal 1.0

Corporate 1.3

Llanto (1582} 18986-1981 Personal 1.30

Corporate O._TE

Buoyancy estimates

Buovancy e=stimate=

Source: wvariocvs ztudies cited.



2.2.2 Heasures of Responsiveness of Income Taxes
One criterion by which to judge the desirability of. &
Eiven tax is its elasticity with rezpect to changes in GNF. A tax
that is aia:tic to growth in GHF is said to be = pPromizing
revenue scurce for development finance.
| Past estimates of the responsiveness of income taxes EE
changea in GRF in the Philippines are shown in Table 2. Strictiy
speaking, =ince the G;timatai #re cased on tax series which sre
not cleane=d cr? diacretiocnary :hapges. the estimated coefficiants

=
sre buoyancy values of the relevant taxes. In all cases, excspt




Llanto's [1983] estimate for corpurﬁte income, the buoyancy
estimates exceeded unity. The ipplication is that income
_tﬁxt: in the Philippines have been effective &utumatié
srabilizers: the revenue yield of the relevant income tax
aggregate lincresases a2 GNP increase=z and decreases a=

ar

economic activity slows= down.

Lgain, except for Llanto [13983]. thé gbove estimates
were done before the cobserved dewnturn of the shares of
* personal and corporate income taxe=a to  total taxes. A
cursory examination of the available data suggests that
buocyancy measures in the earlier years may no longer hold
and, therefore, reestimation maybe necessary. A new
methodology is proposed in the next section while results

are presented and analvzed in Section 4.

3. METBODOLOGY AND DATA SOURCES

3.1 Hethodclomwy

Using time series dats from 1961-1584, we propose to
estimate the TE;EHEE elasticity of both perszorsl income tax
and corporste income tax guring two distipct pericds: 15961-
1977 &nd 18978-8B4. As will be shewn later, it iz highly
inappropriate to look at income taxes 25 & homogeneocus

aEpr=fste. From the evailzble evidence, the tax performance

T



of personsal inceme tax during tke pericd under review

departed markedly from its corporate counterpart.

Why is there a need to disaggregate the data for both
perscnal income and corporate income taxes? For- one, as=s
shown by the available data, &uriqg the period 1975-54,
the shares of both personal income and corporate income to
total taxes were on the decline, in sharp contrast to the
earlier periocd {1961-1877) when their shares were on the
ups=wing. A related reason is that major tax reforms took

effect during the second period under review,

During the twe perieds, income tax base, rate and
total elasticities were computed separately. It may be
noted that simply using a dummy variable -- 1 during the
Pericds where mejor tax reforms tock effact and 0 octherwise
-- does mnot help us in testing the hypothesziszs that the-
estimated eliﬁticities in tke two regressicns (one Enr the
Pre-~tax reforr period znd the cther afie- the tax reforr

pericd] are identical: it helps only concerning~ the

intercept.




The estimsted regresszion egquations are shown in
Tables 6 and 7. All the regression egustion= are estimated

i by ordinary least squares method.

3.2. Data Sources

Data for the personal income and corporate tax
receipts, tax bases, and GNP were obtaiped from the National
Incnuéh Accounts Statistics of the HNHational Economic and
Development Authority (NEDA). Fersonal income, used as tax
base for perscnal incéme tax, is computed from the National

Income Accounts using the fuliowing scheme:

Gross National Product
Lexxs: Capital consumption allowance
Indirect taxes less subsidies
Corporate savings
Social security contributions
Add: Goveroment transfer= 'to persons
Socisl security benefits
Cther current trensfers from Government
Current transfers from the rest of the world

Lguals: Personal Income

The figure for 1381 sre advanced estimates by REDA
&% of December 1%83 while the figures for 1982-84 are

advanced estinmate= zs of Decexber 1884



4. RESULTS AND ANALYSIS

The ﬂétimat&d basa,. fﬁte and total .ru;tnua_
elasticities are shown in Table 4. The base elasticity/
which measures the ratic of the annual percentage change of
income tax base {p&rsnﬁal income in the case of- personal
income tax and corporate income in the case of corporate
income tax) to changes in GNP, aversages about 0.93 over the
1962-1984 Perénd in-the case of personal income tax. In the
case of corporate income tax, +the base elasticity averaged
about. 1.14 over the 1951-1984 -period. In othar words,
personal income grew only B0 percent as rapidly as GNE; -on
the other hand, corporate income ocutgrew GNP during the
reriod. In the estimsted rate elastieity, the situatien i=
reverssd, The rate elasticity, which measures thé.:atic of
the percentsge grewth in income tax revenues to the
Percentage change in inccme tax (revenues toc the percentage
change in income tax base, averaged 1.09 for personal incﬁnt;
tex &and 0.80 for corporate income tax. That 1!-.H while
income tax rtvzﬁuez, discretionary factors included, grew 8
Percent Isster than perscnal income, <¢orporate income. tax

recelipta grew only B0 percent a= rapidly as corporate income.

Both the perscnal income tax and corporate income tax

have, over the year=s, bhecome revenue inelastic. Wnaet




TABLE 4

ELASTICITY OF PERSONAL AND CORPORATE TAXES
AND FERSONAL AND CORPORATE TAX BASES

Base Exte Total Revenue
Year. Elesticity Elasticity Elasticity
A962-1904
Ferscnal Income Tax 0_323 1.09 1.01
" . |
Carporate Income Tax 1.14 0.80 0.91
1962-1877
Feraonal Income Tax .51 1.18 1.07
b
Corporate Income Tax 1.07 1.01 1.08
Personal Income Tax o, 859 045 0. 40
Corporate Income Tax 0.47 3N 0.82

Hote: The rate elasticity
annual percentage

tax revenues)

[personal income and corporate incomed.
the &rnr.el percent .ge change in the tax base to
lasticity is the procduct of the

the ratic of
change in GNE.

iz the percentage change in the

Total revenue

rate and baze elasticities,

o
1861 — 18984 data.

B

1861 — 1877 det=.

change in tax revenues (personal or
to the znnual percentage change in the tax beses
The base elasticity i=

——

ratio of
corporate



explains this patterr of behavior? In the cese of persopal
income tax, there heas been a zlight decreasze in base
elasticity accompanied by & dramatic decline in raté
elasticity.

During the period 1878-1884, income tax révanues grew
cnly 45 percent as rapidly as perscnal income. In contrast,
rate elasticity was estimated at 1.18 cver the periocd 18E82-
18977. During the period 1872-1%77, per=zonal income {26.8%)
tax has outgrown persoral income (22.0%) while during the
periocd 18TE-B4, the cobserved Erowth rate has been reversed
with Perscnal income (21.6%) Cutgrowing personal income tax
{9.6%). What 1s even more interesting is that during the
periocd 1961-1571, personal irncome tax revenues greaw almost

twice as rapidly as personal income (Table 5).

Since the wide array of tax mezsures passed during
the period 157E-18B4 were revenue rai=ing wnith few
exceptionss -- for example, P. D. 323 {An Act Grasting -
Exceptions for Single and Married Non-Resident Filip£;a} and
P.D. 435 1#n A0t Providing Tax Holidays for Overseas
Filigpinos) "= the most plausible explanetion for =~ the
dramatic drop in the rate elasticity is the incressing tax

47
avoidence ard evesisn of Filipiroc taxpavers.




TABLE &

AVERAGE GROWTH RATES OF INCOME TAXES AND TAX BASES

{In per cent)

Personal Personal Corporate Corporate
= Income Income Income Income
Tax Tax
1961-1971 22.2 12.1 14.6 15.5
1872-1877 26_6 22.0 34.8 35.3
i578-1984 9.6 21.6 14.7 9.1

Source: Computed by szuthor.
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unchanged, it courld be argued that the base erosicen can be
attributable to a shift of capital] from the corporate =actor
to the .uninunrpnrat&d zector, or what may be termed the
subterranean economy. This pattern of behavicr i=s, of
CoRrae, consiztent with predictionz based ‘on general

eqﬁilihrium analy=is of the incidence of +the corporate

ineoame tax.

The results of the statistical test for the revenue
elasticities of the personal income tax [(Table 6) and the
corporate incoms tayx (Table T) lead us to the follewing
conclusion: that the szet of base and rate elasticities in
the regression using 1962-1977 data snd the regression using
1978-8B4 data are not the same. Thi= conclusion holds for
both perscnel income tax and corporate income tax. The
personal income tax is characterized by a deterioration in
its rate elasticity, while the corporate income tax is
characterized by an improvement in its rate elasticity
accompanied by & decline in its base elasticity. It should
be noted +hst all e=ztimated elasticity coefficients are

significantly different from zerco at 1-% level.
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TABLE &

PERSONAL INCOME TAX AND PERSONAL INCOME
REGRESSICH RESULTS

R
1862-1984 1862-1877 1878-1984
{1} Perszcnal Yncome Tax
Constant =4 93 -5.86 2. 395
[11.88) (2.60) {2.08)
Fersonel Income 1.08 118 0.44
(28.0%5) (20.16) (3.82)
-2
- R .974 . 964 L6583
=.e 181 .145% 085
CESE 2B8.198 5.39 .ITE
{2) Personal Income
Constant .343 .588 .B83
(2.40) {2.78) {(0.75)
GNP -836 811 . B854
(74.12) (45, 50) (9.4%5)
-
174 . 588 .993 237
= e 064 056 G883
S5E 2Z.5947 65.47 .E5S
Notes: {&#) Figure= in psrentheses under the regression coefficients
are t-values,
{(b) The estimated slope coefficients are all significantly

different from zera at 1-% level.
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TABLE 7

CORPORATE THCOME TAX AND CORPORATE INCOME
REGRESSION RESULTS

: ; I ; =
1562-1954 1862-1977 1978-1564
{1} Corporate Income Tax '
Constant 591 -1.012 -4.74
£1.62) (202} ° (125073
Corporate Income .TE8 i.DE | T
CLLE. 203 {35 38} (4.13)
-2
" 538 . 540 - . T28
2,8, 258 ~eE T
o, 23 _542 0271 e« 1
{23 Corporate lncome
Constant — EEE -4 004 3.821
£10.25} {E.24} iy s
GKFP i.139 Y LIS LATE
(28.43F £17.58} (4.11)
—
R .473 CB58 _T2h
o.&, . 205 P i e L
5 o 35.75 LR T Cvina
Notes: {z) Figures in parentheces cnier the ragre:f.s_i-n-n coefficient
are t-values, . -
£k} The estimsted slepe Eatffi:iénta are ali sigonificantly

-

gifferent from zers at i-% lewvel.




5. CORCLOSIONS AND TMPLICATIONS FOR POLICY

Cn the basis of the shove reswlts, the following

conclufions and implications for policy appear warranted.

e {13 The observed desline in fiscal impertance of
both personal and corporste income taxes relative to total
tax revennes suggest the urnwanted conseouence that the tax
structure  that has emerged in recent vears has been
relatively more regressive, Fizecal planners, it appears,
are caught in & bind. To increase revemnne yield, and to
improve the progressivity of the tax structure, they could
tap both personal ané corporste income taxe= only in a very
limited way. 1 can suggest three plausible reasons: first,
tax avoidance ancd evegsion of individuasl texpayers appears to
be on the rize. second, the personal income tar base has
zeverely narrowed in recent vears; apd, third, as -=a
conseguence of improved tax collection mechipery, there
EpDEATS to be & shift of cagital from the corporate to the
unincﬁryaraéﬁﬁ sechor, & Dhenocrencn Tuily predicted by

cenventiconsl general eguilibrium theory of

corparste tax
ineiderce. To inersase the revenue yield of personal income
taxes, saxiicyvmailers shanid laoek imteo tHroe Srass’ higher

LEX coaneociausness inrroved 1ay E-minisryefion, and bBroader
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{2} Both peraonel and corporate income taxes have
Erown revenue inelestic aver the yesrs, but for different
reasonss the former, for the dacline 3Iin -its rate
elasticity; the latter, for the fall in its base elesticity.
Ope. implicetion for policy i= thst it a%pears highly
ingppropriate to look at personal and corsorste income taxes

a5 one homegeneous aggregite.

£33 Government policy mayvy have to share the blame
for the ercsicon of the corporste +ax bese. While the
corporete dual tax rate system has been meintaiaed since
1855, s=everzl +tax mezsures were enacted which effectively

réduced the tax retes of certain types of corporations. Tr

eroded ax @ reagli of npumerou= Investment Iincertives

measures during the pericd uzder review.
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i. See, for example, Harberger [1562], HcClure [18705]
and Miesrkowski [I967].

44 Tax bhuoy¥ancy meascres the total response of tax
vield=s to changes in income inclusive of revenuve increases
brought absut. by discretionary changes such as reforas in
the tax rates, taz baze, ard =zigrniflcant adninliztrative
i=provements. Taz elasticity, on the other hand, measures
the autematic response of the tax yields to income changes
net of revenue Increases brought abheout by discretionary
factors.,

e Another justification for arn Income elasticity of
the taxr egual to unity or higher is if it is assumed that
the gemand for eszszential public services grow roughly in
proportien to income, Ab lrcone elasticity of unity, &= a
policy cobjective, simply means that it Iz desirable that
yields from a tax scurce at least keep pace with demands for
peblic services.

4. The dusmy variable apprcack =zaz, of course, hapdle
the guestion of whether the estimated slasticitleas In the
iwo periods are egual by uvsing the following specification:

x
I “ER: s ol + e ey e =L O =5 EDY EER TR T
& i s 2
where TR i3 TAX revenuex
TB iz tax hase
L is O for pre tax refors pericd arnd
I for afiter taz refcrz geriod.
5. Llanto [13B0] attributed the narrow covsrage of the

taxr in teres of tarable filers to the excessive availeeat of
ftemized deductlions and the possihilizy of colicsion bezween
ta¥oarTers and revenue persors=l in “zx avecidance and fTax

evasian scheses.
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