Fiscal policies to reduce inequality

Overview

About this publication

This publication on fiscal policies to reduce inequalities integrates three different components. The first component, the Handbook,
focusses on the impact fiscal policies can have on inequali-ty. The second component, the Analysis of German reform partner
countries, examines fiscal policies in reform partner countries of the German development cooperation and identifies po-tentials
for possible further action. The policy brief summarises the main results of both compo-nents. The components are intercon-
nected and complement each other to support a thorough understanding of the potential of fiscal policies to reduce (economic)
inequality. The publica-tion considers challenges imposed by the COVID-19 pandemic.

Handbook

Fiscal policies are an effective tool to reduce income and wealth inequality, if re-
forms are based on a sound and holistic understanding of the political economy, as
required by the Good Financial Governance (GFG) approach by the German devel-
opment cooperation. The Handbook discusses the effectiveness, efficiency, impact on
inequality and enforceability of selected fiscal policies. This includes design options
of the revenue and expenditure side of the public budget. On the revenue side per-
sonal and corporate income taxes, wealth taxes, consumption taxes, digital services
taxes and carbon pricing are considered. The expenditure side deals with conditional
and unconditional cash transfer programmes, expenditures on health and education
as well as further social spending.

Analysis of German reform partner countries

The analysis provides a close-up view on fiscal policies on the revenue and the expendi-
ture side in seven reform partner countries of German development cooperation - namely
Cote d'lvoire, Ethiopia, Ghana, Morocco, Senegal, Tunisia and Togo. For each country, a
specific country brief elaborates on the current levels of inequality and fiscal policies,
including recent fiscal measures that were introduced to cope with economic effects
on vulnerable groups.

Policy Brief

The policy brief summarises the key findings and outcomes of the Handbook and the
Analysis of German reform partner countries. Moreover, it identifies entry points for
the German development cooperation. Taking the current portfolio of the German
development cooperation into account, the brief points out further policy considera-
tions as well as conclusions and recommendations for further action.
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Glossary

Base erosion and profit shifting (BEPS) - refers to legal
tax planning strategies used by multinational en-
terprises that exploit gaps and mismatches in tax
rules in an artificial way to avoid paying tax.

Capital gains tax — a tax levied on the profit from the
sale of an asset, for example, financial securities
or property.

Carbon pricing - a cost applied to carbon emissions to
encourage polluter to reduce the amount of carbon
emitted. The most common forms of carbon pricing
are a carbon tax or an emissions trading scheme.

Cash transfer - form of social assistance provided
by the government to subgroups of the population
deemed eligible by society on the basis of their
vulnerability or poverty.

Contributory programme - transfers provided to
people that depend on a history of contributions by
the beneficiary or his/her employer, e.g. a pension.

Consumption tax - a tax levied on consumption spend-
ing on goods or services. Consumption taxes can in-
clude excise levies, sales taxes or a value-added tax.

Direct tax - a tax paid directly to the government/im-
posing entity by the person on whom it is imposed.

Distortion — when the imposition of a tax results in
changes to economic variables that could result
in lower economic growth over time. For example,
personal income taxes can lead to less saving by
the wealthy, which leads to less investment. The
long-term impact could be less economic growth.

Elasticity - the extent to which the demand for a
good or service changes with the change of its
price. Goods that are necessities, such as staple
foods and fuels, will see little change in how much
of a good is sold, even if the price goes up. This
good is said to be price inelastic. If consumers
have alternatives, or if goods are a luxury, the
amount of the good sold will change by much more
than that of a necessity when prices increase.
In terms of tax incidence, if a good's demand is

inelastic relative to the supply, producers will be
able to shift more of the tax onto consumers and
thus consumers bear the incidence.

Equality - the right of individuals or groups to have
the same treatment and the same social position.

Excise levy — a tax levied on the consumption of a
specific good, often with the goal of raising reve-
nue and decreasing consumption of a socially un-
desirable good like tobacco or alcohol.

Exemption - an exemption is a deduction to reduce
the amount of income (entirely or partially) that
would otherwise be taxed.

Externality - when costs or benefits are imposed on
other parties without their consent. Often the so-
lution to the problem of an externality is to inter-
nalise the cost, i.e. make the originators pay for
the damage, through the use of a tax, such as a
carbon tax.

Global Forum on Transparency and Exchange of Infor-
mation for Tax Purposes (Global Forum) - the Global
Forum is a group of over 160 jurisdictions that in-
cludes all G20 countries, financial centres, and the
majority of its members are developing countries.
Together they work on an equal footing to put an end
to offshore tax evasion by fostering the effective im-
plementation of transparency and exchange of infor-
mation standards worldwide and more specifically,
the exchange of information on request (EOIR) and
automatic exchange of information (AEOI).

Income — money received on a regular basis, usually
from a salary, in exchange for the provision of
work, for the production/provision of a good or a
service or the proceeds from investments.

Income tax - a tax levied on the income that a busi-
ness or individual earns.

Indirect tax - a tax collected by an intermediary
from the person who bears the ultimate economic
burden of the tax. Usually refers to taxes such as
consumption taxes.
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Glossary

Inequality - a fundamental disparity that permits one
individual certain (material) choices, while deny-
ing another individual those very same choices.
In terms of taxes this handbook focusses on two
forms of inequality that are important:

Horizontal inequality - do taxpayers with sim-
ilar levels of income pay similar levels of tax?

Vertical inequality - is the tax paid proportion-
ate to the ability to pay? In other words, is the
tax burden distributed fairly so that those who
are able to pay more, pay more?

Nexus - a connection between the taxing authority and
an entity that must collect or pay the tax. Without a
sufficient nexus the taxing authority is not allowed
to impose taxes on the income of the entity.

Non-contributory programme - transfers provided to
people that are independent of a history of con-
tributions by the beneficiary or his/her employer,
e.g. cash transfer for disabled persons.

OECD Inclusive Framework on BEPS - an initiative
where over 135 countries and jurisdictions are
collaborating on the implementation of measures
to tackle tax avoidance, improve the coherence of
international tax rules and ensure a more trans-
parent tax environment. This work includes the
challenges of taxation in a digitalised economy.

Personal income tax (PIT) - a tax levied on an indi-
vidual's income. This can include wages and sal-
aries, which are usually paid to tax authorities by
the employer, on behalf of the employee. The per-
sonal income tax often includes income from cap-
ital gains and income from interest. The treatment
of dividends varies by country, ranging from fully
exempt from personal income tax to fully subject
to the tax. The selfemployed have to file their own
return and make their own payment.

Proxy means test (PMT) - gives a score to each
household based on a set of observable household
characteristics that are suggestive of whether a
household is poor. Such characteristics may in-
clude the size of the household; the gender of the
head of the household; the demographic composi-
tion of the household, household’s assets, etc.

Recycled revenue - refers to the spending of revenue
that is generated from the imposition of carbon
pricing. On what objectives or how this revenue
is spent determines how progressive the carbon
pricing scheme/carbon taxes will be.

Share equity - the shareholder’s claim on assets
after a company's debts have been paid.

Tax base — the total amount of assets or income that
can be taxed by a taxing authority, usually by the
government. It is used to calculate tax liabilities.
This can be in different forms, including income or
the value of property. The base can be narrowed by
increasing exemptions, i.e. excluding certain parts
of the base from taxation.

Tax incidence - who ultimately bears the burden of a
tax, as opposed to on whom it is initially imposed
(only pays it to the taxing authority). For example, a
tax on petrol is paid by refineries, but the tax is part
of the final price of the product (however, (often)
separately stated). Thus, the economic burden of the
tax is on the consumer and not the refineries.

A tax is regressive if the incidence falls on
people in poverty.

A tax is proportional if the tax rate is the same
for all who pay, regardless of income.

A tax is progressive if the rich pay more, i.e.
the incidence falls on the wealthy.

Tax rate - the ratio, usually a percentage, at which a
person or company pays tax.

The statutory tax rate is the rate specified in
the law.

The effective tax rate is the rate that is actually
paid, after all deductions.

The average tax rate is the rate paid over all
income.

The marginal tax rate is the rate paid on the
last Euro.
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Value-added tax (VAT) - is a consumption tax placed
on a product (or service) whenever value is added
at each stage of the supply chain, from production
to the point of sale. The amount of VAT that the
user pays is on the cost of the product, less any
of the costs of materials used in the product that
have already been taxed.

Wealth - the assets a person, family or corporate
owns, including property and financial assets.

Wealth tax - a tax on the assets that an individual
or entity owns, rather than on their income. Wealth
taxes come in many forms:

Property taxes levy taxes on the value of prop-
erty that is owned.

Inheritance taxes tax the value of the trans-
ferred wealth at the time of death.

Net wealth taxes levy a tax, usually a small per-
centage, on the size of the assets owned.



INTRODUCTION
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Inequality within and between states has reached a level that
hinders economically, socially and environmentally sustainable
development. High and rising inequality manifests itself in dif-
ferent ways. It can negatively impact economic growth, threaten
the realization of human rights, impede social cohesion and un-
dermine the functioning of democracies worldwide. More than
two-thirds of the world’'s population live in countries, where

inequality is rising.

The COVID-19 pandemic has exacerbated inequality.
The decline of the global economy, the loss of jobs
and the lack of social protection as well as unequal
access to health services and an uneven vaccination
rollout act as accelerators of inequality. This not only
translates into a widening gap in terms of income
and wealth but can also lead to unequal access to
basic social services, to unequal opportunities as
well as to an increase in poverty.

Therefore, tackling inequality needs to be high on the
political agenda and actively dealt with, for example
through fiscal policies, which are defined as govern-
ments’ use of revenue or expenditure. One of the most
powerful instruments available for governments to
reduce poverty and inequality are taxes and trans-
fers. Hence, fiscal policies can be particularly useful
in reducing inequality of income and wealth.

Yet, inequality is a multi-dimensional phenomenon
manifesting other forms of inequalities which are
equally important - such as the access to and out-
come of education and health or regional disparities.
Inequalities also exist among social groups and can
be determined by gender, ethnicity, or race. More-
over, fiscal policies are also important to address
other multidimensional inequalities beyond wealth
and income by influencing important framework con-
ditions such as the access to and outcome of educa-
tion, health and other basic social security systems.
Nevertheless, economic inequality is strongly cor-
related with inequalities in these different domains.
In addition, a more equal distribution of income and
wealth is associated with faster economic growth,
the reduction of poverty as well as more social cohe-
sion. Therefore, this Handbook will focus on fiscal

policies and how they can be used to reduce inequal-
ity of income and inequality of wealth.

While principles of fairness would suggest that inequal-
ity should not be tolerated at all, economic arguments
concerning the tolerable level of inequality have been
ambiguous. In 1955, Simon Kuznets observed that as
workers moved from agriculture to industry and from
rural to urban areas, income inequality might in-
crease, the so-called Kuznets curve. Thus, income in-
equality might be an inherent feature of development.
Kuznet's paper had the unfortunate consequence of
normalising inequality and even suggesting that it
may serve a positive purpose. This conclusion was
not uncontested and in recent years, various econ-
omists have shown that inequality should not be
tolerated. The key contributions of Thomas Piketty,
Anthony Atkinson, Amartya Sen and others, indicate
that inequality is harmful to economic growth and
social inclusion, and positive action is needed to re-
verse it.

Lower inequality is associated with faster and more
durable growth. Ostry, Berg and Tsangarides (2014)
examine the question of whether there is a cost to
redistributive policies econometrically and find that
there is no growth penalty to redistributive policies.
In addition, periods of faster economic growth last
longer in countries with more equal income distri-
butions. Thus, policies that reduce inequality will be
growth-enhancing in the long run as they will sup-
port faster and longer periods of growth.

When more equal economies grow, poverty is reduced
more than in unequal economies. Fosu (2011) examin-
ed the impact of economic growth on poverty reduc-
tion in developing countries since the 1980s. He finds
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1. Introduction

economic growth to be the main factor leading to pov-
erty reduction. Yet, the prevailing level of inequality
plays a mediating role. In countries with higher levels
of inequality, poverty was reduced less. In effect, the
benefit of economic growth was directed to middle-
and upper-income bands, rather than to people in
poverty. Thus, its potential for faster poverty reduc-
tion is a further reason to reduce inequality. More-
over, people in poverty and other left behind groups
also have unequal access to, for example, education
or the labour market. This is called inequality of op-
portunity. To reduce those inequalities, all people
should have the same prospect of achieving what
they desire. Inequality of outcome, as another con-
cept, focuses on existing levels of inequality revealed
in levels of income or wealth. Hence, inequality of
opportunity is focused on ensuring that everyone has
the same starting line while inequality of outcome is
focussed on the finishing line.

Inequality is now commonly seen as a social ill, and not
an undesirable side-effect of the development process.
Rather, the deleterious consequences of inequality
on health and education outcomes, economic growth,
national well-being as well as social cohesion are
being increasingly recognised. In 2015, the Sustain-
able Development Goals (SDGs) were agreed in the
United Nations General Assembly, including SDG 10
to reduce inequality between and within countries,
a notable change from the Millennium Development
Goals. COVID-19 is likely to worsen inequality as
it affects people in poverty and those in informal
employment, with insufficient health care, the most.

Reducing inequality needs a multi-facetted approach,
taking different aspects into consideration. Adequate
fiscal policies are a powerful tool to combat inequal-
ity, thereby aiming at reducing inequality of income
and wealth. Latin America and the Caribbean are the
regions with the highest income-inequality, while de-
veloped economies have the lowest income inequality.
Three-quarters of the difference in inequality between
these two regions is due to more effective use of fis-
cal redistribution in developed economies (IMF, 2017).

This Handbook identifies and outlines how to im-
plement the most effective policies to reduce such
inequality with a specific focus on developing coun-
tries, using a technical as well as a political economy
analysis. This is necessary as political, social, and

Adequate fiscal policies
are a powerful tool

to combat inequality,
thereby aiming at
reducing inequality of

income and wealth.

administrative aspects might hinder the implemen-
tation of policies that theoretically seem effective.
Besides, there are often trade-offs related to the
introduction of policies. For example, increasing gov-
ernment expenditure on cash transfers may reduce
inequality, but it will reduce the funding available
for other types of expenditure such as on education,
health, or infrastructure. Thus, political, technical,
social, and administrative considerations as well as
trade-offs with other government objectives need to
be carefully evaluated when the introduction of a
certain policy is considered.

After presenting the methodological approach in the
following section, each chapter of the Handbook is
structured in five sub-sections: First, there is an over-
view of each policy, followed by details on how to im-
plement the policy. The role of each policy instrument
is assessed based on a political economy analysis:

Effectiveness at achieving its goals (either
raising revenue or providing support to those
living in poverty).

Efficiency in terms of having least distortionary
impact on economic growth.

Impact on the reduction of inequality.

Enforceability, the degree to which people or
institutions can be made to comply with a
policy.

Each section concludes by presenting a case study
on how the policy is implemented and concludes
with general recommendations.



METHODOLOGICAL

APPROACH
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2. Methodological approach

Most of the literature concerning the reduction of inequality
comes to similar conclusions about the broad types of policy
needed to decrease inequality with the help of fiscal policies.
The International Monetary Fund (IMF) recommends improved
targeting of social assistance programmes, increased use of
conditional cash transfer programmes, expansion of non-con-
tributory pensions, increased access to education and health,
and increased coverage of a progressive personal income tax

(PIT).

The German development cooperation itself takes a
more holistic view to fiscal policy incorporating the
normative and political-economy dimensions of policy
formulation. As such, the Good Financial Governance
(GFG) framework is based on the reduction of pov-
erty and inequality through fair, accountable and
transparent public financial management systems.
This strategic approach identifies six main technical
areas, namely creating fair, transparent and efficient
tax systems, redistributive and fair public expendi-
ture management, using procurement systems, fiscal
decentralisation, debt management and account-
ability for the use of public funds used to reduce
inequality.

The Good Financial
Governance (GFG)
framework is based
on the reduction

of poverty and
inequality through
fair, accountable and
transparent public
financial management

systems.

2.1 Selected fiscal
policies on the

revenue and
expenditure side

Taking into consideration the holistic GFG approach,
this Handbook will not only take into account techni-
cal aspects, but also the political economic per-
spective of selected fiscal policies. In particular, the
Handbook will consider the following:

Revenue side

The revenue side has an important role to play when
it comes to inequality reduction: firstly, it generates
revenue which can be used for inequality-reducing
measures and secondly, if appropriately designed,
the fiscal policies on the revenue side can ensure
that the richer pay more than the less-wealthy.

This Handbook will focus on and examine taxes like
personal income tax and capital gains, corporate in-
come tax and consumption taxes that provide most
governments with the majority of their income. Be-
cause these taxes are widely used and so important
to mobilise revenue, their impact on inequality can
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be large. This Handbook will focus on how these
taxes can be implemented in such a way that their
inequality-reducing impact is as large as possible.

Additionally, the Handbook will look at the following:

Wealth taxes are also important tools for re-
ducing inequality. Yet, the implementation is
difficult, and some countries have abandoned
their use. This Handbook will identify strategies
to ensure these taxes achieve their objectives.
Property taxes are an important tax on wealth
because they are relatively easy to implement
and, unlike other taxes on wealth, the under-
lying asset is immobile, which makes the eva-
sion of property taxes difficult.

The rich have better access to the legal and
accounting skills necessary to achieve tax eva-
sion and tax avoidance, which can make levying
taxes on the wealthy difficult. Nonetheless,
if inequality of income and wealth should be
reduced, it is indispensable to tackle this chal-
lenge. It is necessary to set up policies against
tax avoidance and tax evasion and make sure
that the wealthy also contribute to the tax rev-
enues of a country.

Tax policy needs to respond to new challenges
arising through technology and changing policy
goals. As such, this Handbook will examine
digital services taxes and carbon pricing, and
their impact on inequality.

The analysis of taxes will focus on how they can be
implemented in such a way as to increase their impact
on reducing inequality, or in the case of consumption
taxes, how to reduce their regressive nature. This
will necessarily involve the discussion of tax rates,
targeting and the use of exemptions and deductions.

Expenditure side

On the expenditure side, the Handbook provides an
overview of spending policies:

Education and health that are often some of the
largest categories of government expenditure
and can have a significant impact on the lives
of those living in poverty.

Social protection, in particular cash transfer
programmes, which can have dramatic impacts
on inequality and poverty, especially in poor-
er economies. The use and success of these
policies in countries such as Brazil and re-
cently in African economies deserves a close
examination.

Combining tax and expenditure

The extent of fiscal redistribution will be determined
by both the size of fiscal measures and their progres-
sivity. Thus, a tax that raises only a small amount
of revenue is likely to have less impact on reducing
inequality than a more effective tax. Similarly, a PIT,
which can be levied at higher rates for those who
earn more income, can have a greater impact on
income inequality.

Individual elements of a specific policy might be
regressive, while the whole package could be pro-
gressive. Cash transfers can reduce inequality, but
programmes need to be large to have a meaningful
impact. In some cases, funding cash transfers with a
regressive consumption tax is necessary to achieve
sufficient scale. In Sweden, for example, regressive
cash transfers are allied to progressive taxation to
achieve substantial fiscal redistribution. The regres-
sive transfers are necessary to provide political le-
gitimacy for progressive taxes.
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In order to evaluate the effectiveness of inequality-re-
ducing policies specific measures are needed to deter-
mine the degree and trends of inequality in a country.

)

¥

Results of measuring inequality can vary depending
on the underlying source of data. Income inequal-
ity is best measured using databases of tax ad-
ministration data. As such records are not always
available in countries in the global south, inequal-
ity is alternatively measured using surveys of con-
sumption. Whether consumption inequality depict the
same trends as income inequality is an empirical
question that has not been fully resolved. But, as
income can vary from year to year, consumption data
is an additional factor when considering inequality.
Consumption inequality, for example, may also be a
better measure of well-being under certain circum-
stances. For example, an individual's level of well-
being could be higher once they have paid off debt,
which allows them to increase consumption, even
though their income has not changed. Moreover,
other specific sources of income such as wages,

capital gains, taxes, and benefits can be used to
better understand economic inequality. Nevertheless,
a thorough knowledge and reliable data of income
and wealth inequality is scarce. This can partly be
explained by the fact that relevant data is not col-
lected thoroughly by statistical administrations and
household surveys often underestimate the income
and wealth of people at the top of the income distri-
bution. In addition, official statistics often disregard
the comparatively large informal sector.

Nevertheless, a

thorough knowledge
and reliable data of
income and wealth
inequality is scarce.

There is no one definitive measure of inequality. Rather,
each measure has strengths and weaknesses. To judge
which measures are useful, four criteria are applied:

Anonymity - which individuals are where in
the distribution should have no impact on the
measurement of inequality.

Population principle - population size should not
impact the outcome of the inequality measurement.

Relative income principle - inequality is about
measuring relative incomes (or consumption or
wealth). An increase in income levels should
not change the result of inequality measure-
ment on its own.

Transfer principle — inequality is reduced when
lump sums are transferred from a richer indi-
vidual to a poor individual.

The most common measure is the Gini coefficient, which
ranges between 0 and 1, with higher values representing
more unequal distributions. The Gini coefficient contains
information about the whole distribution, is independent
of the size of the population and adheres to the transfer
principle. However, one constraint of using the Gini co-
efficient as a measure for inequality is that economies
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with similar Gini coefficients may have different income
distributions.

While the Gini coefficient might be the best-known
measure for inequality, other measures are also avail-
able, such as the coefficient of variation and the var-
iance of log income. The coefficient of variation is the
ratio of the standard deviation of income to the mean
of income. This is scale invariant, as is the variance
of log income. The coefficient of variation and the
variance of log income will rank distributions in
the same order as the Gini coefficient if the Lorenz
curves do not cross. In practise, the Gini coefficient
puts a higher weight on the middle of the distribu-
tion, the coefficient of variation is more sensitive to
changes in the income of the rich and the variance
of log income puts higher weight on change in the
lower tail of the distribution.

Other useful summary statistics to illustrate inequality
are the Palma Ratio and the use of percentile ratios.

These focus on specific points of the distribution,
rather than encompassing the whole distribution. For
example, many studies utilise the interdecile ratio,
which is the ratio of income of the 10th percentile of
the distribution to the income of the 90th percentile
of the distribution. The Palma Ratio divides the ratio
of the richest 10% of the population’s share of gross
national income (GNI) by the poorest 40%'’s share.
Moreover, the Theil Index, which has the advantage
of being decomposable, is increasingly used. It al-
lows for inter-group comparisons of measurement
subjects (World Bank, n.d.).

When measuring inequality, it is also important to take
taxes and transfers into account. The adoption of the
Sustainable Goal 10 (“reduce inequality within and
among countries”) of the 2030 Agenda created an in-
ternational mechanism that hols countries account-
able for their effort to reduce inequality. However,
there was no indicator to monitor the impact of fiscal
policies as such on the income distribution.
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The adoption of the new SDG indicator 10.4.2 (“redis-
tributive impact of fiscal policy”) fills this gap and
recognizes the relevance of fiscal policies in reducing
inequality. The indicator measures the difference
between pre-fiscal and post-fiscal Gini indices on
income (Lustig, Mariotti and Sanchez-Paramo, 2020).
All countries are mandated to produce this sub-
component of the SDG 10 (“reduce inequality within
and among countries”), which holds countries ac-
countable for their efforts to reduce inequality in all
its dimensions, for example, by encouraging govern-
ments to “adopt policies, especially fiscal, wage and
social protection policies, and progressively achieve
greater equality” (Target 10.4).

2.3 Tax and
expenditure
indicators

Detailed analysis of tax returns could determine if
inequality-reducing policies are having the desired
impact. Ultimate success would be measured as a
decline in inequality, for example in inequality of
income, wealth, or consumption. Income surveys
are expensive and infrequent, so it would be useful
to have intermediate measures which would show
whether policies are having the desired impact. The
intermediate measures will objectively show whether
taxes are having the inequality-reducing impact
desired and whether policy changes to make taxes
more progressive are operating as expected. For ex-
ample, it is recommended that if governments want
to retain a tax on net wealth, they should be careful
to eliminate as many exemptions as possible, in
order to boost the tax yield. The tax authorities can
collect data from tax returns to verify to what extent
deductions are being used. With this information it
could be identified who is using the deductions and if
there might be a need for adjustment. However, using
data from tax returns would only be worthwhile if
there are sufficient taxpayers actually filing a return.
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The tax administration should collect the following On the expenditure side, two dimensions can be con-
data to determine if taxes are reducing inequality: sidered to assess whether public spending is reduc-

The share of taxes raised by each tax. Raising
more tax by progressive income taxes will be
inequality-reducing, while relying more on con-
sumption taxes will be regressive.

The use of deductions. Heavy use of certain de-
ductions would result in less revenue and less
impact on inequality if these deductions are
being used by the wealthy to reduce tax liabil-
ity. On the other hand, certain deductions can
increase the inequality-reducing impact. This is
a delicate balance because use of deductions
is often driven by other objectives that govern-
ment is pursuing, such as encouraging saving
for pensions, but the case for a deduction
needs to be weighed against the revenue loss
and the impact on inequality.

The number of taxpayers in each band of PIT. Tax
authorities should monitor the share of taxpay-
ers that are being impacted by each tax band.
If the bands are not sufficiently progressive,
many taxpayers will be paying the top tax rate.
In order to reduce vertical inequality, only the
highest income earners should be paying the
top tax rate.

The amount of revenue being raised by wealth
taxes. Wealth taxes are not very effective rev-
enue raisers. However, if very little revenue
is being raised, it could indicate that evasion
is taking place, which would also negate the
inequality-reducing impact. It would also be
useful to monitor increases in wealth to con-
firm whether these are translating into revenue.
Again, the failure to collect revenue means
the inequality-reducing function is also not
effective.

Expenditure on zero-rated or lower rated goods.
Exemptions on consumption taxes can be ex-
pensive and regressive. Expenditure surveys
should be analysed to ensure that zero rates
only apply to goods that are favoured by people
in poverty. If the middle-class or wealthy also
consume the good, then the zero-rating/lower
rating can become regressive.

ing inequality: incidence of benefits and incidence of
beneficiaries (OECD, 2018b). Public spending would
reduce inequality if people in poverty receive more
benefits, as measured by use of public services and
transfers received, than the wealthy in relation to
their level of income or consumption.

Incidence of benefits measures how much of
the total amount of benefits created by public
spending is received by each group of the pop-
ulation, ordered by their income or consumption
level. Relevant indicators include the share of
total benefits by income or consumption decile,
amongst others.

Incidence of beneficiaries shows the share of
each income or consumption group benefiting
from public spending, and it can be further dis-
aggregated into categories, such as urban or
rural populations. The analysis at beneficiary
level can also look at the proportion of total
beneficiaries belonging to each consumption
or income group. Relevant indicators include
the percentage of individuals benefiting from
government spending in each income or con-
sumption decile as well as the share of total
beneficiaries of government spending by income
or consumption decile.

Household survey data, capturing information
on public services and transfers to households
(i.e. health and education and social protection
programmes), as well as government spending
data are necessary to analyse distributional
impact of public spending.
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The ultimate goal of taxation is to raise revenue for the govern-
ment. At the same time, taxes can have a redistributive impact
or be used to pursue other goals, such as discouraging un-
desired behaviour. Because of their many impacts, governments
can use taxes to pursue many different goals. This Handbook
focusses on examining the effect taxes can have on reducing
inequality. Therefore, the Handbook will need to focus on how
to evaluate inequality when it comes to taxes, the so-called
incidence of a tax or a tax burden as well as the design of a tax
including the likelihood to avoid or evade such taxes.

In evaluating inequality, there is a need to consider
two different types:

Horizontal inequality - do taxpayers with simi-
lar levels of income pay similar levels of tax?

Vertical inequality - is the tax paid proportion-
ate to the ability to pay? In other words, is the
tax burden distributed fairly so that those who
are able to pay more, actually pay more?

Another important concept is the incidence of a tax,
which is defined as the party which ultimately is af-
fected by a tax. This is often distinct from the party
that pays the tax to the tax authority. For example,
in case of a carbon tax, it is often paid by companies
that own oil refineries. However, these companies
will then increase the price of their product so that
the cost of the tax is shared between the compa-
ny and the consumer. How much of this increase
companies can pass on to consumers will be deter-
mined by the extent to which the demand for a good
changes with a change in its price, the elasticity of
demand. Goods that are necessities, such as staple
foods and fuels, will see little change in how much
of a good is sold, even if the price goes up. This good
is said to be price inelastic. If consumers have al-
ternatives, or if the good is considered a luxury, the
amount of the good sold will change much more than
of a necessity when its price increases. In terms of
tax incidence, if a good’s demand is inelastic relative
to the supply, producers will be able to shift more

of the tax onto consumers and thus consumers will
bear the incidence.

Incidence will vary according to economic circum-
stances. Because the middle class in developed econ-
omies holds most of their wealth in property, the in-
cidence of a property tax will be on the middle class.
In developing countries, it is mostly the wealthy who
own property and thus bear the incidence of the tax.
The incidence of taxation on net wealth, given an
appropriate design, is purely on the rich, so this is a
tax with a large inequality-reducing effect.

In analysing taxes, there is a need to distinguish be-
tween tax rates and effective tax rates. The tax rate,
or statutory tax rate, is the rate stipulated in law,
usually a percentage of the value of the tax base.
For example, a CIT rate may be 20% of the value of
a company’s annual (pre-tax) profits. The effective
tax rate is the percentage of their income that an
individual or a corporation pays in taxes. Because
of deductions, exemptions, preferential rates, credits,
and loopholes, the effective tax rate of an individu-
al or a company is usually lower than the statutory
tax rate.

It is also important to differentiate between tax avoid-
ance and tax evasion. Tax avoidance is the use of
legal means to reduce the final tax liability (e.g.
using differences in tax systems). Tax evasion is
reducing tax liability through illegal means such as
hiding wealth or not declaring income.
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Most governments use a tax policy mix for their tax
system, where the reduction of inequality plays a sub-
ordinate role. No single tax fulfils all functions a gov-
ernment requires, namely, to raise revenue at little
cost and administrative effort, have little impact on
efficiency and reduce inequality. For example, con-
sumption taxes generate large amounts of revenue,
are efficient and relatively easy to administer. How-
ever, consumption taxes can be regressive. Income
taxes are used because they generate revenue and
can be used for inequality reduction, particularly
using progressive income tax bands. Income taxes,
however, are inefficient because they have an impact
on market prices which could result in less economic
growth, and they are administratively more difficult
to implement. Thus, governments use different tax
instruments in a tax policy mix, which can achieve
multiple objectives, such as maximising revenue and
reducing inequality.

The tax policy mix used can differ between developing
and developed economies. In developing countries,
direct taxation of income tends to be difficult due
to the large proportion of individuals who work in
the informal sector and lower capability of tax ad-
ministrations. Even in the formal sector, the use of
bank accounts is often limited, making it difficult to
enforce income tax collection. Consequently, these
countries have tended to rely to a large extent on
indirect taxes, such as value added taxes, import
tariffs and other distortionary taxes. These taxes re-
duce economic efficiency, due to the distortions they
impose on market prices, thus reducing economic

growth in the long run. Furthermore, they tend to be
far more regressive than income tax because they
do not take into account the income, i.e. the ability-
to-pay of the taxpayer. In many cases taxation in
developing countries exacerbates inequality (Prasad,
2008).

Data on tax collection shows how the pattern of reve-
nue collection is different between countries that are
members of the Organisation for Economic Co-opera-
tion and Development (OECD) and developing countries.
The OECD Global Revenue Statistics Database con-
tains data on the collection of taxes in 63 developing
countries and 37 OECD economies. This data shows
that in 2018 consumption taxes raised 38.9% of total
tax revenue in developing countries, compared to an
OECD average of 28.4%. Developing countries also
raised 21.2% of revenue on excise duties and tariffs,
OECD economies only raised 9.6% of revenue through
these taxes. OECD countries tended to raise more
revenue from PIT (23.9% vs 14.8%) while developing
countries raise more revenue from CIT (17.7% vs
9.3%) (OECD, 2020).

The OECD Global
Revenue Statistics
Database contains data
on the collection of

taxes in 63 developing
countries and 37 OECD

economies.
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Personal income taxes (PIT) are paid on income, e.g. on
the salary of the taxpayer. There are different forms
of collection: either they are directly paid (usually
by the self-employed) or withheld by the employer,
such as pay-as-you-earn (PAYE) or payroll taxes.
In most countries, PAYE is a progressive

tax, the rate you pay increases as

your salary does. Payroll taxes are

similar but are usually levied as

a lump sum, e.g. EUR 100 per

person, or as a flat rate as

a percentage of income, i.e.

20% of income, regardless

of the level of income. Both

PAYE and payroll taxes are

Background and objective

The objective of PIT is both - to collect adequate tax
revenues and reduce vertical inequality at the same
time, i.e. collecting proportionally more tax from high-
income earners. PIT is levied on the income of indi-
viduals. For most taxpayers this will be on wages,
but wealthier taxpayers often earn substantial por-
tions of their income through returns from company
ownership or financial assets. Many countries tax
capital gains under the PIT.

PIT is one of the most important methods to raise rev-
enue. In OECD economies, PIT raised more

revenue than CIT or value-added tax
(VAT). Developing countries are
less successful at raising rev-
enue through PIT. High levels

of informality will reduce PIT
because it is to a large ex-

tent paid by companies on

behalf of their employees. If
companies are not regis-

1)

usually paid by employers
on behalf of their employee.
In some countries there is a

Z_

tered for tax, they do not
provide employees with

payslips and do not pay

possibility for employees to file

an additional tax return for the

respective year to make sure that

all applicable deductions for the indi-

vidual are applied and all taxable income,

not only salary income, is considered. PIT is also
required to be paid by the self-employed, however
as there is no employer who can withhold the tax for
the employee, the self-employed will have to file and
pay their income tax directly to the respective tax
authority. The wealthy often receive further income
from investments, which is usually taxed by a cap-
ital gains tax, as part of PIT. PIT will also tax income
from interest and dividends, however, a specific rate
often applies for such capital income. Other income
may also be subjected to PIT, e.g. income from rent-
ing activities.

salaries into bank accounts.

Therefore, it is difficult for tax

administration to levy PIT. In ad-

dition, a relatively high level of tax

evasion by wealthy individuals (often called
high-net worth individuals), who are often self-em-
ployed and have substantial additional capital in-
come, reduces the collected PIT. In practise, PIT in
developing countries is mostly a tax on civil servants
and those working in large companies (Keen, 2012).

The PIT is not only important for revenue, but also to re-
duce inequality. The IMF (2017) argues that although
reducing inequality for those at lower incomes is
best served through social grant programmes, the
inequality-reducing policies that will have a greater
impact on the rich will rely on taxation, often a PIT.

PIT is usually levied in a progressive way with higher
income earners facing higher tax rates, as ability to
pay increases. Thus, PIT can have an important role
in reducing inequality. In Latin America, for example,
80% of PIT is paid by the richest 10% of the popula-
tion (Barreix et al, 2017).
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However, since 1980, PIT rates have declined, and PIT has
become less progressive as rates on the highest incomes
were reduced (Peter, Buttrick and Duncan, 2009). Since
2009 top marginal rates have trended slightly higher in
advanced economies (Gerber, et al, 2018).

PIT can be difficult to administer because it requires
tax administrators to determine the taxable income of
a taxpayer versus their overall gross income. This can
be complicated if there is more than one source of
income, especially capital income, and many deduc-
tions or exemptions apply.

The urge to simplify PIT has resulted in some govern-
ments instituting a flat tax - a PIT with only one band.
The main advantage of this approach is that a flat
tax is slightly easier to implement. However, its in-
equality-reducing effect decreases or ceases to exist.
There has also been a tendency to move away from a
uniform approach to income and instead build ‘dual
income tax systems’, differentiating treatment on
labour and capital income (Keen, 2012). This means
income mostly from labour and capital is taxed dif-
ferently. Such trends are observed both in developed
and developing countries.

PIT can be levied on either global income or according
to income type. Global income attempts to levy a tax
on all income a taxpayer earns from various sources
at one rate, while the schedular approach acknowl-
edges distinctions between sources that could lead
to different rates applied to different sources of in-
come. For example, capital income is often taxed at
a lower, uniform rate while wage income is taxed
according to progressive tax bands.

The essential distinction is the treatment of capital
income earned through holdings of financial assets.
These financial assets are predominantly held by the
rich. As it has become easier for the wealthy to
move funds across borders and markets, the con-
cern has been that taxing capital income at a too
high level will result in this capital being transferred
to another jurisdiction (Zee, 2002). Taxing immov-
able wealth or wealth a person would like to have
around and would thus not be willing to move to
another country could be a solution to this problem.
Additionally, lower taxation of capital income can
encourage savings in middle income households. In
order to not disadvantage poorer households from
saving, a policy option is to offer the possibility to

tax their savings at their individual PIT rate in case
the PIT rate is lower than the tax on capital savings,
and/or to offer a deduction on income from interest,
so that only the savings of the rich are taxed.

Implementation

The basic idea of progressive PIT is that people should
pay proportionally more taxes as their income in-
creases, i.e. according to their ability to pay. However,
in practice the design of a PIT can be relatively com-
plex, and progressivity may be undermined or en-
hanced by how it is implemented. The most common
factors to take into account include:

Income bands: these are the different levels of
income for which tax is calculated at different
tax rates, which increase for higher income
bands.

Allowances:

A basic allowance rebates taxes if income
falls below a minimum threshold. The basic
allowance makes the tax more progressive
by ensuring that people in poverty are not
paying PIT. It is also enhancing administra-
tion as revenue agencies can focus their
efforts on taxpayers who will be paying
more tax. The IMF (2017) recommends that
countries with weak tax administration or
high levels of informality use a high basic
allowance and then decrease the allowance
over time as capacity improves.

Targeted allowances for spending income
on certain activities for example, health
expenses, charitable giving, work-related
expenses, larger families and political
concessions.

Pension contributions: usually pension contribu-
tions are deductible, but treatment can vary on
income received from pension funds and the
receipt of pension itself.

Different treatment of capital income: capital
income (interest, dividends and capital gains)
can be subject to a different treatment (in
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terms of tax rates and specific tax bands)
or partly exempted from tax (for instance for
government bonds). For example, Brazil has a
PIT with 5 bands, with a top tax rate of 27.5%.
Capital income is subject to a flat rate of 15%.
This increases horizontal inequality, as taxpay-
ers earning the same income but from different
sources would have a different tax liability.

The relationship between PIT rates and revenue raised
is dependent on institutional quality: in countries
with low administrative capacity, higher rates can
be associated with lower collection. PIT collection
in developing countries declines as the size of the

informal sector increases and might lead to author-
ities responding by raising tax rates on the few tax-
payers paying PIT (Peter, Buttrick and Duncan, 2009).

PIT is a difficult tax to administer because it can be
challenging to determine a taxpayer’s taxable income.
This is especially so in developing countries where
wealthy taxpayers can hide assets and there is little
(third-party) information to corroborate taxpayer in-
formation. This can weaken the inequality-reducing
impact of PIT as top income earners are more likely
to successfully evade the tax. This can increase
vertical inequality, as top income taxpayers pay less
than their ability to pay.
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Strengths and weaknesses
Effectiveness

PIT raised revenue to the value of 8.3% of GDP in OECD
countries in 2018. Some countries were able to raise
substantial revenue purely from PIT. Denmark raises
the most, more than 24% of GDP. By contrast, the
63 non-0ECD countries in the OECD Global Revenue
Statistics database, were only about to raise an av-
erage of 2.3% of GDP in 2018. Developing countries
face many barriers to raising revenue from PIT, not
least because of small formal labour markets, mean-
ing that very few people pay PIT. This also impacts
the inequality-reducing impact of PIT.

Efficiency

PIT can have substantial disadvantages over consump-
tion taxes because it results in greater distortions to
market prices and incentives. PIT reduces the after-
tax wage, so taxpayers may decide to work less be-
cause the benefit of working has fallen. They may
also feel that they need to work more because they
are poorer. These effects result in distortions to la-
bour supply that can reduce economic growth.

However, Piketty et al. (2011) concluded that the im-
pact on labour supply is relatively small so concerns
about inefficiency are exaggerated. Even though high-
income percentiles paid lower taxes and have in-
creased their income share this has failed to gener-
ate economic growth. Instead, the decline in top PIT
rates is strongly correlated with increases in income
inequality. Piketty et al. (2011) conclude that the

optimal top tax rate, which maximises revenue with
the least distortions is 83% for the United States
of America (USA). The rate is currently 37%, though
it was 93% in 1963. Piketty (2011) argues that the
decline in the top rate is due to political power of
the wealthy.

PIT has relatively high administrative costs related to
the correct determination of the taxable income and
the filing of the return both for the tax administration
and compliance costs for the taxpayer. Administrative
costs and the large size of the informal economy in
developing countries combined with tax evasion by
the wealthy reduce the significance of PIT in many
developing countries, where it is confined to be a
labour tax for the formally employed (Bird and Zolt,
2008), which ultimately limits the impact of PIT on
inequality (Duncan and Peter, 2012). Taxpayers, who
are financially, but also sometimes literally, illit-
erate would struggle to file for taxes and comply
with legislation. Increasing use of tax education can
be helpful in decreasing this problem. Additionally,
technology is making many administrative burdens
considerably smaller. Nonetheless, consequent use
of modern technology, not only as a link to the tax-
payer, e.g. online filing opportunities, but for inter-
nal risk and audit processes, could further improve
tax administration performance with regard to PIT as
well as to other taxes.

If PIT taxes capital gains, the return on capital can be
reduced, which can reduce investment and growth
in the long run. This needs to be balanced against
inequality concerns because people in poverty have
very little, if any, capital income.
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Enforceability

As PIT is collected through withholding by employers
(a so-called payroll tax or pay as you earn) it can
generally be enforced easily. Consequently, in some
countries, employees do not even have to file a PIT
declaration on their own. When employers claim
wages as a deductible cost for their CIT, there is an
incentive for employers to report on PIT correctly.
This enhances enforceability and increases corporate
tax compliance.

However, in developing countries many people are
self-employed and/or part of the informal economy,
which weakens enforcement. Thus, generally, only the
government and large, often state-owned or interna-
tionally active companies contribute to the collection
of PIT for their employees. Similarly, companies that
operate informally do not pay CIT, which weakens
enforcement of CIT.

When PIT is levied on taxpayers who are self-employed,
the tax can be complex to enforce. For these particu-
lar taxpayers, PIT is costly to administer. In addition,
the wealthy can hide assets and use tax planning to
avoid or even evade PIT.

In order to maximise the PIT take, the marginal tax
rate of PIT cannot be too different from that for CIT
(Zee, 2005). Business owners are able to choose to
pay themselves either through a salary, or through
dividends. If the PIT rates are too high above the cor-
porate rate, business owners will choose to receive
their income through dividends, rather than salaries,
which will lower the amount of tax they pay.

Impact on inequality

The PIT should be progressive, meaning that it should
reduce inequality by taxing taxpayers according to
their ability to pay. But tax evasion and design char-
acteristics have the potential to make the tax less
progressive, or even regressive. For example, a PIT
system which is too complex for the taxpayers but
especially the tax administrations to implement may
collect little revenue, not even among the wealthy.
Hence, there should be a balance between an ad-
ministrable approach which is usually less progres-
sive and a progressive, but usually more complex
approach.

The IMF (2017) argues that progressivity in developing
countries can be enhanced by:

Increasing the rate applying to the top income
band.

Using a large basic allowance, which ensures
that people in poverty are not caught in the PIT
net. As economies develop and a middle-class
emerges, PIT will apply to more taxpayers and
the basic allowance can be decreased.

Limiting allowable deductions. Deductions for
mortgage interest and medical insurance can
be highly regressive. These deductions should
be eradicated or capped. In addition, the
number of deductions should be limited. Adding
further deductions is increasing administrative
complexity and increases the scope for tax
avoidance by the wealthy.

Ensure that fringe benefits, such as stock op-
tions and bursaries which are usually only ob-
tained by the wealthy in developing countries,
are assessed and taxed correctly, as they could
be an avenue for evasion.

Reduce the scope for turning “normal” income
into capital income by increasing the rate of
tax on capital gains or by taxing capital gains
with the same rate as the rest of the income,
e.g. salary, as these accrue to the wealthy. The
capital gains tax may not raise much revenue
itself, but it does force wealthy taxpayers that
usually generate a large part of their income
from financial investments, sometimes from
unearned inherited wealth, to declare more
income subject to PIT.

In countries with very low tax administration capacity,
it might be worthwhile to consider a (temporary) flat
tax, meaning one tax rate for all taxpayers. The trade-
off could be between having a less progressive PIT
and raising no PIT tax revenue at all. Besides, as
many poorer households are part of the informal
economy and thus not paying taxes at all, there is no
adverse effect on those from the flat tax. With the
enhancement of the tax administration’s capacities
this system should be changed in the long run into a
more progressive one.
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In order to avoid that exemptions
are reducing the amount of tax too
much or even to zero, authorities can
use an alternative minimum tax. The
minimum tax sets a floor on the
amount of tax a taxpayer should
pay, regardless of exemptions.
In practice that would mean that
the law would need to require a
taxpayer to pay the higher amount
between the minimum tax amount
and the amount calculated based
on the ordinary PIT scheme. This
is well suited to use in developing
countries.

The United States of America enhances the inequality-
reducing impact of PIT through the Earned Income Tax
Credit (EITC), which is effectively a negative income
tax for low-wage earners. It provides a large tax cre-
dit to people in poverty, so that anyone who works,
receives a subsidy from government. For someone with
three children, the subsidy could be as much as USD
6,600 a year. EITC only accrues to those who pay in-
come taxes, so it does not distort the decision to work.

Box 1: Case Study - Personal Income Tax in China

................................................................................

PIT tax revenues increased substantially between
1986 and 2010. Progressive income tax was in-
troduced in 1980 after China started to open and
embarked in a series of reforms which gradu-
ally introduced elements of a market economy.
PIT was introduced with an extremely high ex-
emption threshold (basic allowance), so that very
few people were affected by the tax. However, the
combination of a high-income growth and an ad-
justment of thresholds that did not keep up with
inflation and salary growth resulted in a gradual
increase in the number of people that had to pay
PIT. In fact, from 1980 until 2011 tax bands and
respective tax rates remained the same (with nine
tax bands with progressive rates from 5% to 45%).
It is estimated that while in 1986 only 0.1% of the
Chinese population paid the tax, in 2008 this per-
centage rose to 20%, and its significance passed
from 0.1% of GDP in 1986 to 2.5% of GDP in 2008.
Piketty and Qian (2009) contrast the rise of sig-
nificance of progressive income tax in China with
a stagnant performance of a similar tax in India
where exemption and income brackets have been
regularly adjusted with the pace of the economic

growth, so that just 2-3% of
Indians pay such taxes contrib-
uting 0.5% of GDP.

The evolution of PIT in China is similar to that of
many OECD economies. Current levels of taxation in
many OECD countries have been achieved slowly,
starting with low tax rates and a small number of
taxpayers, and expanded gradually in specific his-
torical periods, often to fund a war. The formidable
and sustained economic growth experienced by
China has been associated with an increase in the
role of PIT as a source of tax revenues and a
gradual increase in the number of taxpayers and
this was achieved almost by ‘inertia’ simply by
not adjusting tax bands or increasing tax bands
at a rate lower than inflation. The lesson of ad
hoc adjustments of thresholds as applied in China
is important and partly goes against traditional
advice of ‘automatic adjustments’ such as annual
tax rate adjustments to account for inflation. This
could be implemented in other fast-growing econ-
omies to further increase the amount of PIT raised
over time.
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Take-aways

Progressive PIT should play an important role in
any tax system as PIT are the primary means of
ensuring fiscal redistribution from those at the
top of the income profile. It is important that
the tax profile is progressive, but also that top
rates should only apply to wealthy taxpayers.

Authorities in developing countries should begin
implementation with a large basic exemption to
ensure progressivity and administrative efficien-
cy. As tax administrative capacity increases,
the basic allowance should be reduced. At very
low levels of capacity, a flat tax may be a
pragmatic choice for a limited amount of time
until higher capacities are reached. However,
given the possible negative impact on inequal-
ity, this option needs to be carefully evaluated.

Tax authorities should use withholding mech-
anism, whenever feasible and possible. Tax ad-
ministration is made easier and compliance
increased if the tax is withheld by employers.

Progressivity can be enhanced by increasing the
rate paid on the top tax band. It should be en-
sured that only top earners fall under the top
tax band.

Taxing capital gains at a lower level than salaries
should be considered, even though it could be
a regressive measure, if authorities are unable
to tax capital effectively due to capacity con-
straints. On the other hand, this could create an
incentive for the high-income manager-owners
to shift their income from salary income into
capital income.

The system should be designed as simple as
possible with deductions kept to a minimum
and limited in size. If this is not possible, an
alternative minimum tax can be used, which
will ensure that a certain minimum amount of
tax is paid for income surpassing the basic
allowance.

Companies pay CIT on profits made during the tax
year. These taxes are paid before any distribution
of profits to shareholders through dividends. CIT is
an important revenue source, especially in devel-
oping countries, but it can also decrease the return
to investment, which could lead to lower economic
growth in the long run.

>0 N\
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Background and objective

CIT is levied on the profits of corporations. Company
ownership is distributed extremely unequal so any
tax that impacts on corporate profitability is likely
to have an impact on inequality. Additionally, there
is a long-term trend to offer lower CIT rates with
the intention to gain site advantages. Especially
developing countries are often granting large tax ex-
emptions or tax holidays to certain industries with
the intention to attract foreign direct investment. In
addition to low tax rates and preferential treatment,
tax avoidance resulting from the high mobility of cap-
ital, which can be used by multinational corporations
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Company ownership is
distributed extremely
unequal so any tax
that impacts on
corporate profitability
is likely to have an
impact on inequality.

(and others) to shift profits to low-tax jurisdictions,
is further reducing government revenues from corpo-
rate taxes. As developing countries collect less taxes
from PIT in comparison to developed countries, but
depend to a higher degree on CIT, a decrease in CIT
can result in less service delivery by governments
or pushes the burden of revenue onto other, less
mobile tax bases. CIT is administratively difficult but
despite this, it is an important source of tax revenue
for developing countries, especially in resource rich
countries. For example, Malaysia and Nigeria both
collected more than 40% of their total tax revenue
through CIT in 2018.

Implementation

CIT is a complicated tax to administer. Usually, it
is designed as a tax on net profits which is more
difficult to determine than sales. In order to levy
the tax, authorities need an understanding of the
company’s balance sheet and its income statement.
The fundamental problem in arriving at a level of net
profit, is determining which deductions can be made.
The key issues are:

Depreciation - the assets a company owns are
depreciated over their useful life, with depreci-
ation being a cost that reduces profit. The IMF
(1995) recommended that developing countries
should keep the number of asset categories to
an appropriate minimum with one depreciation
rate each. This makes administration easier
and reduces the scope for avoidance.

Business expenses - valuation of inventories'
and intangible assets, and the cost of sales
can be hard to verify, making CIT administra-
tively complex.

Valuation of transactions within multinational
enterprises can be difficult. In some cases,
multinationals have been found to price trans-
actions between members of a corporate group
so that tax liability is shifted towards jurisdic-
tions with lower CIT rates, resulting in a lower
total tax bill. Tax administrations try to enforce
an “arm’'s length” rule, meaning that the price
of transactions should be what would occur in
the market if these were two separate entities.
Setting prices accordingly and verification by
the tax administration is not an easy task for
companies and tax administrations given the
uniqueness of many intercompany transactions
and the scarceness of available independent
(third party) data.

Zee (2005) recommends that the CIT rate should be
similar to the top marginal rate for PIT. This reduces
the incentive for company owners to shift their in-
come between the two taxes, avoiding tax. For ex-
ample, if PIT rates are much higher than CIT rates,
business owners can pay themselves lower salaries
but take larger dividends. Adequate taxation on div-
idends is a mechanism to address this issue.

Many countries have a simplified alternate tax regime
for small businesses. This reduces the compliance
burden on small businesses and allows tax admin-
istrations to focus resources on larger companies
which should be paying more tax because their abil-
ity to pay is generally higher (better cost benefit
ratio). It also allows authorities to levy less tax on
small businesses to foster them, if needed. This re-
duces vertical inequality.

Global cooperation in tax administration is making im-
plementation of CIT easier. Mutual assistance on tax
matters, including support with the enforcement of
tax liability, country-by-country-reporting and ex-
change of information improves countries’ access

1 Inventories valuation can become problematic when a large
quantity of inputs is bought and stored, without exact dates
of use. Straightforward valuation methods, such as using the
average price and first in, first out (FIFQ) or last in, last out
(LIFO) simplify administration.
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to tax information. Some tax administrations have
conducted joint audits of the same company across
two countries. This helps both - taxpayers and tax
administrations - as unilateral adaptions on the
taxable income by one tax authority without a cor-
responding adjustment in the other jurisdiction can
be prevented - leading to less disputes from double
taxation. Although such audits require a high level
of coordination, it could be further assessed if such
an approach could serve as a means for urgently
needed knowledge transfer from higher capacity to
lower capacity countries.

Strengths and weaknesses
Effectiveness

The 63 developing countries in the OECD Global Rev-
enue Statistics Database were able to raise 3.2% of
GDP in CIT in 2017, comprising 17.7% of total revenue.
Only consumption taxes are used more in developing
countries. This average includes some tax havens,
such as the Seychelles which raises 6.7% of GDP
through CIT and Trinidad and Tobago, which raised

5.8% of GDP in 2017. OECD countries were able to
raise an average of 3.0% of GDP in CIT in 2017, 8.7%
of total tax revenue.

Efficiency

CIT raises the cost of capital and is thus a disincentive
to invest. In the long-run, this can result in less in-
vestment and thus lower long-run economic growth.
This needs to be balanced against the need to raise
revenue and the inequality-reducing impact of the
CIT (Gale and Samwick, 2014). However, a global
minimum tax, as discussed currently by the Inclu-
sive Framework on Base Erosion and Profit Shifting
(BEPS), could partially prevent a race to the bottom.

Developing countries often use CIT rates as an incentive
to attract investment, or to promote one particular
industry, for example manufacturing or extractives
industries. This can act as a barrier to the efficient
allocation of capital, as funds will flow to sectors
of the economy that are less productive. In general,
efficiency can be increased by using a single CIT rate,
reducing exemptions to a minimum and broadening
the base that the tax applies to. OECD countries have
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been able to maintain their tax take from CIT through
base-broadening even as CIT rates have fallen (De-
vereaux et al, 2002).

Additionally, tax competition as well as tax avoidance
have a considerable effect on the amount of revenue
that governments can collect. CIT rates have fallen in
recent decades as tax competition has made higher
rates unsustainable. The average of CIT rates in six
developing countries fell from 33% in the 1980s to
22% in 2017. In OECD economies, CIT rates fell from
44% during the 1970s to an average of 26% in 2017
(Amaglobeli et al, 2018). OECD statistics show that
in 72 developing countries, the average CIT rate fell
from 26.2% in 2000, to 19.3% in 2020. OECD econ-
omies’ CIT rates fell from an average of 29.3% to
17.2%. Of the 109 countries for which there is data,
only six increased CIT rates in this period (OECD,
2020). Ireland has reduced statutory CIT rates to
12.5% but some companies are able to use exemp-
tions and allowances to reduce their effective CIT tax
rate to 0-2.5%. Mauritius and some other countries
apply a similar approach.

Enforceability

Despite its relative complexity, CIT can be enforced
quite easily, especially with regard to big, multination-
al and specifically regulated companies, such as cell
phone service providers and banking. They all usually
act in the formal sector, have the necessary internal
(tax) accounting structures and knowledge within the
company and they are concerned about their repu-
tation. Sometimes, governments even use other con-
tacts with companies to enforce compliance. For ex-
ample, many governments will not award tenders to
companies without a valid tax clearance certificate
indicating that they have paid tax. Another possibility
is the withdrawal of certain permits, such as import
permits. Thus, companies depending on such permits
or contracts have an incentive to be tax compliant.

Developing countries need to compete on CIT rates for
accounting profits but also need to compete against
each other for investment by multinational corpora-
tions through the use of tax incentives for investments.
For example, many developing countries offer tax
holidays for investors thereby competing against
each other. Often this results in a race to the bottom
because these holidays and similar incentives reduce
the CIT take. The IMF finds that there has been a

“partial race to the bottom” where tax incentives in
Africa have sometimes reduced the effective CIT rate
to zero (Abbas et al, 2012). Governments offering
overgenerous incentives, which are neither analysed
before their introduction nor constantly monitored
for their effectiveness, can harm a country’'s welfare,
some of them can even be harmful. Regarding the
latter, the introduction and maintenance of so-called
harmful regimes is monitored by the Forum on Harm-
ful Tax Practices. Countries need to be aware that
jurisdictions that introduce harmful tax incentives
face the risk of being “blacklisted”. However, regimes
which are not harmful, but only wasteful still harm
the county as the tax administration renounces badly
needed revenue without gaining from this concession.

Some tax havens have even reduced their statutory
CIT rates to zero. The IMF estimates that developing
countries lose USD 200 billion of revenue every year
through the use of tax havens. In 2012, US multi-
nationals reported profits of USD 80 billion in Ber-
muda, greater than their combined profits in Japan,
China, Germany, and France. Bermuda imposes no
taxes on profits, incomes, dividends or capital gains.
Other zero-rate locations include Jersey, the Cayman
Islands, Vanuatu and Guernsey. Some tax havens can
be in even found in Europe, such as Malta and the
Netherlands.

In response to the problem of tax competition, Piketty
(2014) proposed a global tax on capital, allied with com-
plete transparency of bank transactions. The amount of
international cooperation required to implement this
tax, means that it remains a pipe dream, as Piketty
acknowledged.

A slightly more modest proposal is being worked out in
the OECD/G20 Inclusive Framework on BEPS. One part
of the BEPS 2.0 proposal envisages to ensure that
multinational corporations face a minimum effective
tax rate on profits, probably set around an effective
tax rate of 15%. If the multinational corporation is
not paying the minimum effective rate in one loca-
tion, it can be levied at another. This will reduce
the impact of tax havens. The currently discussed
concept is going into the direction of an enlarged
controlled foreign corporation (CFC) rule which many
countries have already introduced in some way.
However, the administrative burden is high making
enforcement quite complex. At the moment of pub-
lication of this paper, it looks more than likely that
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such a global minimum tax will be introduced. None-
theless, if a global solution cannot be found, another
solution could be to harmonise tax incentives or even
tax rates on a regional level with similar economies,
where possible.

Impact on inequality

Company ownership is very unequally distributed,
leading to CIT having a large impact on the income of
the wealthiest households. In the USA, for example,
the richest 1% of households own 56% of the value
of shares. This means that any reduction in CIT will
have large impacts on inequality as the wealthy will
likely receive larger dividends. Households in the
second income quintile effectively pay 2.3% of their
income on CIT. For the richest 0.01% of households,
this rises to 4.6%. Piketty and Saez (2007) conclude
that the US tax system has become markedly less
progressive since the 1960s and much of this is
driven by lower CIT rates. As extreme as the in-
equality of share ownership in the USA is, it is likely
to be more unequal in developing countries because
there are fewer mechanisms and resources available
for poorer households to access stock ownership.

In middle-income and OECD economies, the general
public can acquire access to shares through stock
exchanges.

Cuts in CIT tax rates can lead to an increase in in-
equality. Nallareddy et al. (2018) show that when
USA states cut CIT, it led to higher wages across the
board, but that company owners take more of their
income in dividends and less in salary, thus taking
advantage of the lower CIT rate.

In cases where enforcement capability is low and the
use of deductions is high (and a decrease of deductions
not possible), tax authorities should consider the use
of an alternative minimum tax. This is another tax cal-
culation that sets a floor on the amount of tax that
all profitable companies must pay. This approach has
been used in developed economies like the USA, but
it would seem suited to developing countries too.
Usually the minimum tax is applied to a simplified
base, such as profits or income to make administra-
tion easier.

The impact on inequality can be enhanced by using a
progressive CIT. Most countries levy a flat CIT with



34

3. Taxes

Box 2: Case study - Corporate income tax

in Argentina

.................................................

In 1990, Argentina was only able to raise 0.5% of
GDP through CIT. By 2018, this had risen to 2.8%
of GDP, slightly below the average of developing
countries which reached 3.2% of GDP. In contrast
to the weak performance on CIT, Argentina collects
14.5% of GDP in consumption taxes, much more
than the developing country average of 10.1% of
GDP. Because of substantial collection of a regres-
sive tax, there was a clear need to increase col-
lection of income taxes to improve the impact on
inequality. Inequality was severe: the top earning
0.01% of all taxpayers earned 17% of all capital
income.

Governments in the 1990s were able to exploit two
features of the Argentinian political system: there
was no major right-wing party representing the
interests of the business elites, and organisation
amongst the business elites was weak, resulting in
strong organisations for each industry which were
not able to work together to form a unified voice
for businesses. Thus, the government was able to

................................

weaken opposition to increase

CIT by buying off individual

constituencies. Labour intensive industries were
promised a tax reduction on social security con-
tributions to offset the full impact of the increase
in CIT and construction firms acquiesced once gov-
ernment threatened to halt highway construction.

The government was able to both increase the rate
of CIT and broaden the base, resulting in a large
increase in CIT revenue. The CIT rate was increased
from 20% to 35% in 1998. In the early-2000s, this
reform was extended as government tightened
rules on transfer pricing to regulate transactions
with subsidiaries located in tax havens. In addition,
taxes were levied on corporate interest income and
corporate assets. Business lobbying was unable to
overturn the introduction of these new regulations
but was able to increase the basic exemption
amount. In conclusion, it is possible to increase
levels of CIT, but the government has to be able to
exploit opportunities for reform.

only one rate. Progressive CITs are used amongst Take-aways

others at state level in the USA and by Swiss can-

tons. Higher rates for more profitable companies CIT is an important component of a progressive tax
would reduce vertical inequality and could be a tool system. The more revenue CIT raises, the more
for competition policy, as companies engaging in resources are available for fiscal redistribution.
anti-competitive behaviour are often very profitable.

This would be slightly more difficult to administer. Tax authorities should resist the urge to reduce
Determining net profit is the most difficult part of tax rates in order to compete with other countries.
administering a CIT, applying that net profit to a rate

schedule is simple. Progressive CIT rates, i.e. lower tax rates for

small business, can be used, which will reduce
vertical inequality. These may be especially
useful in developing countries where a few
large corporations dominate the economy.

Tax incentives need to be analysed before being
introduced and carefully monitored, otherwise
they could become overgenerous and result in the
effective CIT rate going to a low level or even zero.
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Countries need to be aware that jurisdictions
that introduce harmful tax incentives face the
risk of being blacklisted. Additionally, the cur-
rent status of the OECD Inclusive Framework
negotiations suggests that tax havens will lose
revenue in the future as other countries will
be allowed to tax profits not taxed by the tax
haven. Tax havens could be negatively impacted
in the near future, so it is best to not reduce
CIT rates below a certain level.

Higher tax rates will have a larger inequality-
reducing impact, but higher rates can be difficult
to achieve politically. In this case, base broad-
ening by reducing exemptions can be a good
alternative.

Alternative minimum taxes can reduce admin-
istration costs and tax avoidance. In this regard,
the work of the Inclusive Framework on BEPS
on the introduction of a global minimum tax
(so-called pillar 2) should be closely mon-
itored. Global solutions should be preferred
to individual country solutions as it prevents
the fragmentation of the international tax law
landscape.

Tax avoidance schemes reduce revenue in devel-
oping countries, meaning that inequality-reducing
expenditure cannot take place. However, inter-
national cooperation on taxation is making tax
administrations more effective as more infor-
mation is shared. Developing countries should
participate as much as possible in initiatives
such as mutual assistance on tax matters and
exchange of information. Joint audits, auditing
a company together with another country to
avoid disputes over double taxation in advance,
may be even a learning opportunity for devel-
oping countries.

Simplified regimes for small businesses are a
better mechanism both for the tax authority and
the taxpayer, and their use is encouraged.

In the last few years, concern has grown that the exist-
ing international tax system does not properly consider
the digitalisation of the economy and as a consequence,
especially market countries, miss out on revenues.
Traditionally, companies are taxed wherever they
produce or otherwise create added value? - typically
this means having some form of permanent and phys-
ical connection to the respective country. The location
of consumers or users was not relevant for corporate
taxation. However, nowadays as many services are
provided online, i.e. without any form of physical pres-
ence in a country, e.g. the provision of a platform,
such as Facebook, taxation of such activities in the
country of the user has not been possible so far.

@

Digital service taxes (DST) take this development into
account. They can be both implemented as an indirect
tax or as a direct tax. They are one way to ensure
that the country where users are located, and which

2 In a traditional sense creating added value was only related
to the activities of the group / company itself.
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Digital service taxes
(DST) can be both
implemented as an
indirect tax or as a
direct tax.

are now considered to contribute to value creation,
can tax profits from such activities. Usually, they are
designed in such a way that a certain tax rate is
applied on the profits deriving from a digital activity.

Background and objective

New information technologies, including the internet,
have allowed new modes of supply which has implica-
tions for taxation. One new mode of supply is where
users contribute to value creation. For example, a user
who writes a Facebook post has created content that
other users will consume. At the same time, Facebook
is selling advertising based on the number of users
who are using the site, even though it has not created
all the content, but rather functioned as a platform for
users. Economies where consumers are based argue
that value is being created in their jurisdiction, but
they are unable to levy a tax on the transaction as
companies do not need a physical presence (nexus) in
this country to generate profits from such activities,
which traditionally is the prerequisite for levying a tax.

In the past, the European Commission (EC) floated pro-
posals for a digital services tax. At the same time,
discussion have been initiated with the USA to avoid
conflicts or a “trade war” as many of the companies
affected by such a digital services tax are US com-
panies. By now, this process has been brought to a
stop (at least temporarily) because the OECD initiat-
ed discussions about the allocation of taxing rights
in a digitalised economy as well as the introduction
of a global minimum tax at the OECD/G20 Inclusive
Framework on BEPS to find a global solution.

On the 1¢! of July 2021, 132 Jurisdictions have committed
to the OECD Inclusive Framework's two-pillar plan to
reform the international tax system. This compromise
is envisaged to contain a commitment to abolish all
unilateral digital services taxes upon introduction of

the global solution. Previously, the EC had announced
to take up the issue of a DST again in case no global
consensus can be found in time and a number of coun-
tries had started to implement DSTs unilaterally due
to the delay in the process, which had been further
slowed down by the COVID-19 pandemic. These were
for example Austria, the Czech Republic, France, India,
Indonesia, Spain, Thailand, Italy, Turkey and the Unit-
ed Kingdom (UK). France had agreed to withdraw its
national digital tax the day as a new global taxation
rule is in force. The UK had promised that their tax is
a temporary measure, which will be eliminated once a
multilateral agreement has been reached. At the time
of writing, e.g. Brazil is considering a DST.

Many of these countries announced that the DST is sup-
posed to be a temporary solution until a final global
solution is found within the Inclusive Framework on
BEPS. It is expected that the OECD Inclusive Frame-
work’s two-pillar plan will come into force in 2023.
The OECD announced that the details and the process
of implementation are to be finalised in October 2021
at the earliest. However, the concern is that once a
tax is introduced, it is harder and less likely that it
will be taken back, as this will inevitably result in a
loss of tax revenue for governments. |If many coun-
tries enact their own DSTs, this will increase costs of
compliance and the risk of double taxation.

Implementation

Taxation under a DST would not depend on a certain form
of physical presence, but on the location of the user or
where covered digital services are provided/consumed.
This means that market countries, i.e. countries where
the user is located, can also tax (parts of) the profits of
such digital companies located outside of their country.

A DST would commonly target three types of service
providers. These are:

Any interface where advertising is sold based
on who is using the interface. This would affect
companies like YouTube, Facebook and Google.

Any intermediation service, where the function
of the platform is to link buyers to sellers. This
would include companies like Airbnb and Uber.

The sale of data gathered by platforms, gener-
ated through user activities.
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However, the exact scope differs from country to coun-
try. Likewise, the applied tax rate is different in each
country: e.g. the original EC proposal suggested to
apply a 3% tax on gross turnover. The UK has im-
plemented a DST at 2% and Austria at 5%. Many
of the introduced DST do only apply to transactions
with a certain minimum threshold in order to ensure
that only big companies will have to pay the tax. As
DST might be also applicable to companies which
have a presence in a country and are thus subject to
taxation there anyway, a mechanism to avoid double
taxation, e.g. through a credit, should be introduced.

Strengths and weaknesses
Effectiveness

As DSTs are quite new, there is little data available
on the revenues they are raising. One of the oldest
DST is India's Equalisation Levy, which imposes a
6% levy on all purchases of products on the inter-
net by Indian residents. The tax is only payable by
non-resident companies. At present, the levy is not
raising substantial amounts of revenue: in the 2017-
18 fiscal year, the levy raised USD 73.4 million. The
tax was expanded in April 2020 to include a 2% levy
on e-commerce operators.

Efficiency

From an international perspective, the most inefficient
outcome would be if internet platforms faced different
tax rates with different tax laws in every jurisdiction,
they do business in. Richter (2019) argues that if
this approach is followed, the costs of providing
these services will rise and internet platforms will
degrade their services through under-investing in
quality. Additionally, the risk of double taxation will
rise. Therefore, a multilateral negotiated global set-
tlement would be a better solution than the unilater-
ally introduction of DST. Such an attempt is currently
under way in the 0ECD Inclusive Framework on BEPS
and the prospects of finding a global solution are
good. Another option for creating a win-win solution
would be for the consumer-host country and the
platform-host country to agree on a definition of the
tax base and an approach to split the tax revenue
and the taxing authority between themselves. This
is slightly less ambitious than a global solution but
would also require an extensive amount of (political)
negotiations among countries, even if they negotiate
and agree bilaterally. Even though a multitude of
DSTs would be inefficient from an international per-
spective, it could be efficient for local jurisdictions
as the tax would be levied on an untaxed activity.

Enforceability

DSTs are relatively easy to calculate; however, it
would need to be carefully designed in order to en-
sure company compliance, especially those without a
physical presence. One of the main challenges for tax
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authorities would probably be how to implement the
legislation for companies without a physical pres-
ence in a country and to be able to know about the
relevant activities and the extent of these activities.
Therefore, it would be important to include relevant
registration, reporting and/or disclosure obligations
as well as penalties. Next to the companies them-
selves, intermediaries located in the country could be
obliged to report relevant data and/or withhold the
applicable tax. Additionally, making such information
part of an exchange of information would be helpful.
Penalties can also be an incentive for companies to
be compliant. Next to standard penalties, Indonesia
has included in their law for a VAT on digital ser-
vices the termination of access to the internet in the
country. However, it remains to be seen if this can be
effectively enforced.

Impact on inequality

It is debatable in how far a DST can be considered an
equalisation tax as foreseen by the EC because the
tax should be applicable to both domestic and foreign
firms. When presenting its proposal, the EC men-
tioned the policy objectives i) restore the coherence
of value creation and ii) level the tax playing field,
which led to the DST gaining the moniker, the equal-
isation tax. Further, the EC contends that US-based
providers of these services are not taxed sufficiently,
because under US law, the foreign income of US
companies was not taxable. This gives US companies
an advantage over European firms because European
firms are taxed on their global income. However,
Becker & Englisch (2018) note that ideally the DST
needs to comply with international tax law, so it
cannot discriminate between domestic EC and for-
eign-owned, probably US, companies. Thus, the DST
will also be levied on domestic companies, negating
the purpose of undoing an unfair tax advantage.

Additionally, from current discussions, it looks more
than likely that the goal to tax big tech companies more
is difficult to achieve, as they will most likely directly
pass on the additional tax to business partners or cus-
tomers. Google has already indicated that it intends
to pass on the full amount of the tax to advertisers,
while Amazon has passed it on to its customers in
the UK (FT, 2020). It appears that large internet plat-
forms are using their market power to avoid bearing
the cost of the tax themselves, which might mean
DSTs are not achieving their goal of taxing foreign

corporates making profits in their jurisdiction. In the
worst case, the passing on of the tax to the user
might affect the less-wealthy adversely and reduce
the access of poorer households, as they might not
be able to afford an increase in prices.

Apart from the tax itself not being inequality reducing,
DSTs are unlikely to have any significant impact on in-
equality while they raise little income. E.g. the afore-
mentioned DST in India is currently only raising USD
73.4 million. A country with a large population like
India is expected to raise more revenue than a coun-
try with a smaller population. Hence, countries with
lower populations will be expected to raise even less
money.

Take-aways

DSTs are less of a priority than other taxes in
terms of inequality reduction such as taxes on
income, consumption taxes and even carbon
taxes. However, it is still an additional source
of revenue, which can be implemented fairly
easily. Nonetheless, in order to avoid a frag-
mentation of the international tax landscape, a
global consensus would be preferable.

When designing a DST, it is important to make
sure that the necessary information on users will
be accessible to the tax authorities. Therefore,
reporting and disclosure obligations would
need to be reviewed and updated, as necessary.
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Wealth taxes are levied on the amount of wealth that
a person owns. Wealth includes assets such as prop-
erty, company shares and financial instruments.
Wealth is a stock of assets whereas income is a
flow of money. Wealth taxation can happen on an
annual basis or at the time of death or when giving
a gift. Wealth taxes are appealing in theory as there
should be a strong inequality-reducing impact, but
they have been difficult to implement.
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Background and objective
There are two main types of wealth tax:

Taxes on net wealth are levied on the wealth of
a taxpayer on a recurrent basis. For example,
France used to levy a recurrent wealth tax on
family households which have global assets
greater than EUR 1.3 million.

Taxes on the transfer of wealth include the in-
heritance and donation or gift tax. This tax is
especially concerned with preventing the inter-
generational transfer of large fortunes.

Wealth taxes do not raise a lot of revenue. The ration-
ale for taxing wealth is not purely economic. Taxing
wealth enhances progressivity of the tax schedule
and reduces concentration of wealth, particularly in-
herited wealth, which threatens social cohesion. Be-
cause wealth taxes are aimed specifically at taxing
the rich, they can increase social acceptance of other
forms of taxation and government expenditure, be-
cause they promote a sense of fairness.

Implementation
Recurring tax on net wealth

In order to levy a tax on net wealth, the actual value
of wealth needs to be established. As the name
implies, this should be the value of assets less the
value of debt.

Some considerations in implementing a net wealth tax:

Base - Most jurisdictions tax the global wealth
of residents and the assets of non-residents
that are based in the country. Depending on who
is included in the tax base, it can be relatively
easy to hide certain assets from the authorities.
This creates an incentive for taxpayers to invest
in valuable items such as arts and jewellery,
as it is more difficult to receive information
about these assets than about cash deposits in
a bank. Also, tax havens and bank secrecy are
an obstacle in identifying the correct amount of
wealth of an individual. However, the develop-
ment in recent years is showing good progress
with regard to transparency, the abolishment of
bank secrecy and tax havens.

Rate - Most countries have low rates with
some progression. Germany used to charge 1%
of taxable net wealth of individuals per year
and 0.6% of corporations of before it was sus-
pended in 1997. Higher rates for larger fortunes
will reduce inequality.

Basic Exemption — When introducing the tax, it
is best to have a large basic exemption in order
to avoid poor households paying the tax. As the
average income in a country rises, this can be
reduced if needed.
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There are two main
types of wealth tax:
Taxes on net wealth
and Taxes on the
transfer of wealth

Exemptions - Typical examples include dona-
tions to charitable foundations, religious or-
ganisation and not-for-profit organisations.

Valuation - Determining values can be quite
challenging and complex, especially the val-
uation of interests in businesses. The IMF
(1995) recommends that businesses be subject
to the tax themselves, meaning not only indi-
viduals but also legal persons, e.g. businesses,
will have to pay such a tax on their wealth,
which resolves the issue of taxing them in the
hands of individuals.

Taxes on the transfer of wealth

A tax on inheritance needs to be combined with a
well-designed donations tax of a similar rate, as
taxpayers will try to avoid estate tax by donating
wealth to their beneficiaries. Sometimes these taxes
can be combined. For example, the UK Capital Trans-
fer Tax used to treat gifts during the life and through
inheritance as one taxable event.

Strengths and weaknesses
Effectiveness

Taxes on net wealth generally do not raise substantial
revenue because the wealthy lobby to include exemp-
tions, which are then used to reduce tax payments. In
the last three decades, 13 European countries have
eliminated their taxes on net wealth. Only three re-
main. In Switzerland, the tax on net wealth raises
3.7% of tax revenue and in Norway it raises just 1.1%
of tax revenue. Germany raised only 0.8% of tax rev-
enue through a net wealth tax but then cancelled the
tax because of an adverse finding from the Constitu-
tional Court, combined with the low revenue yield
(Drometer et al, 2018). The OECD Global Revenue

Statistics Database shows that taxes on net wealth
raise an average of 0.2% of GDP in OECD countries.
Inheritance taxes raise even less, at only 0.1% of
GDP. In developing countries, inheritance taxes have
raised only 0.1% of total tax revenue.

Inheritance or gift taxes also do not raise substantial
revenue. While inheritance taxes might not be effective
revenue raisers, that might not be the purpose of the
tax. Instead it is mainly used due to its redistributive
nature. Britain had the most unequal distribution of
income in the world in the 19th century and the first
decade of the 20th century. Politicians argued that
this was a source of instability, noting that econ-
omies with high levels of income inequality had been
vulnerable to fascism and populism. The top rates on
the inheritance tax went as high as 98% in the 1940s
and were above 80% for the whole period between
1940 and 1980. The top centile owned 70% of wealth
in 1910, and this fell to 22% by 1970. Interestingly,
the estate tax had different rates for wealth ac-
cumulated through income and wealth accumulated
through financial assets, with the latter taxed much
more heavily (Piketty, 2014).

Efficiency

Wealth taxes can be more efficient than taxes on in-
come because the tax is not levied on a productive
activity, only on accumulated capital. Taxpayers can-
not change the amount of tax they pay through in-
creasing or decreasing the amount they work, as in
the case of a PIT. Thus, wealth taxes do not distort
the choice between work or leisure, meaning that
labour supply is unaffected, leading to little impact
on economic growth. This results in an efficient tax.

Wealth taxes could also enhance the efficiency of the
tax system as PIT or CIT do not tax all wealth gen-
erating assets. Additionally, the richer the taxpayer
the more likely it is that he or she has access to tax
planning experts and can avoid or even evade PIT or
CIT. A weak tax administration might even increase
this risk. Thus, wealth taxes could fill in the gaps
in CIT and PIT, especially when it comes to immov-
able, not easy to hide assets, such as property. On
the other hand, wealth taxation could be considered
a form of double taxation as the income which is
used to acquire the assets which underly the wealth
should have already been taxed through CIT and PIT.
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Wealth taxes have a very small negative impact on
economic growth. Hansson (2002) found that a 1%
increase in wealth tax resulted in economic growth
declining by 0.05%, a result that essentially means
there is no impact.

Enforceability

Net wealth taxes are expensive to administer. Assign-
ing ownership to assets is difficult especially when
ownership is concealed behind trusts or hidden in
tax havens. Independently from that, valuing these
assets is often not straightforward. Some economists
have argued that even though the principle behind
wealth taxes is good, it is impractical for developing
countries to actually collect wealth tax revenues
(Rudnick & Gordon, 1996).

Taxes on transfer of wealth are slightly easier to
administer. Valuing assets is as difficult as in the
case of net wealth taxes but assigning ownership
to assets is easier. The new owner has an incentive
to ensure that the correct legal process to transfer
ownership of assets is followed, which allows tax
authorities to have sight of wealth. Taxes on trans-
fers of wealth are only collected at death or transfer
of the asset, not every year as in the case of taxes
on net wealth, which are collected every year. Thus,
the administrative costs of transferring wealth taxes
could be lower This would require developing coun-
tries to have systems to enable tax authorities to be
aware of the deaths of taxpayers or other transfer of
assets subject to such a tax.

Tax havens make wealth taxes difficult to administer.
Wealth to the value of 10% of global GDP is held
in tax havens, and three-quarters of this wealth
is not reported (Alstadseter et al, 2018). 22% of
Latin American wealth is held overseas, as is 30%
of African wealth. The most effective solution to this
problem is international coordination through e.g. the
participation in the Global Forum on Transparency
and Exchange of Information for Tax Purposes.

Only the wealthiest use tax shelters. In Colombia, for
example, it was found that the wealthiest 0.01%
were 24 times more likely to use an offshore tax
shelter than the wealthiest 5%. In 2015, Colombia
used a voluntary disclosure scheme which imposed
a 10-13% penalty on the value of the disclosed
wealth but forgave taxpayers for outstanding taxes.

Ultimately the scheme uncovered 1.73% of GDP of
hidden wealth. The publishing of the Panama Papers
and signing of a tax treaty with Panama resulted in
an 800% increase in disclosure. Tax paid by those
who disclosed assets doubled in the years after
reporting hidden assets (Londofio-Vélez and Avila-
Mahecha, 2018).

Impact on inequality

Wealth is distributed even more unequally than income
and the inequality of wealth is deepening. In addition,
wealth accumulates as the wealthy are able to save
more and invest in assets that offer returns, meaning
that the rich get richer. Wealth taxation can play a
role in reducing this inequality.

The OECD has argued that taxes on wealth can still be
effective if exemptions are limited and countries share
tax information automatically (OECD, 2018a). Piketty
(2014) also argued for automatic sharing of tax in-
formation to enable his proposal of a global tax on
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capital. This tax would be progressive and be based
on all forms of wealth to prevent the failures seen
in the wealth taxes in Europe. Piketty (2014) argues
that the main function of this tax would be to reduce
inequality and safeguard democratic government;
raising revenue would be a secondary consideration.

Take-aways

Wealth taxes are an essential part of a well-
functioning tax system. They should be used for
their inequality-reducing impact, more than for
revenue generation.

.................................................

Sweden enacted a tax on net wealth in 1911. The
effective rate on wealth peaked in the period be-
tween 1948 and 1975, when the wealthy could pay
a rate of 2.5% annually. Effective rates fell below
1% in 1970 and by 1990, effective rates had gone
down to zero. Essentially, the increases in effective
tax rates were driven by rate increases but reduc-
tions in the effective rate came about because of
exemptions. In 1974, tax authorities allowed firms
to undervalue their inventory, which led to a de-
cline in assessed wealth. In 1991, the wealth tax
was abolished for unlisted corporate sharehold-
ings, which pushed effective rates for those who
owned private companies to zero.

Exemptions proved to be a major weakness of the
tax. Land and forest holdings were exempted
in 1991. Thus, taxpayers could reduce their net
wealth by taking loans and then using the loans to
buy agricultural land. Other assets that were ex-

The urge to amend the wealth tax through adding
exemptions needs to be resisted very strongly.

The difficulty administering a wealth tax means
that it may not be appropriate for all developing
countries. If tax administration capacity is
weak, it may be better from an inequality per-
spective to focus on PIT and CIT first.

Administering an estate duty is easier than a net
wealth tax as the new owners of the assets will
want their interest registered. Developing coun-
tries should focus on inheritance taxes, before

...............................

net wealth taxes.

empted included art, antiques,
gold, silver and jewellery.

In 1989, foreign exchange con-

trols were lifted in Sweden which resulted in an out-
flow of capital to tax havens. Tax planning reached
such a level that the extremely rich felt that pay-
ing the tax on net wealth was voluntary, while the
moderately rich still could not avoid the full tax.

Tax collection was so weak that between 2001 and
2006 when household wealth increased by 60%, rev-
enue collected from tax on net wealth declined by
42%. The Government was faced with a choice to
reform the tax fundamentally, by reducing exemp-
tions and broadening the base, or to abolish the
tax. In 2011, the tax on net wealth was abolished.
This pattern was repeated throughout Europe as
taxes on net wealth generated low revenues at
high cost.
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Property taxes are levied on the value of a fixed prop-
erty, such as land, a house or an office building. Prop-
erty taxes are usually used to fund local governments.

Background and Objective

Property ownership is unequally distributed, meaning
that a property tax is effectively a tax on wealth. The
IMF advises many countries, particularly developing
countries, to increase their use of the property tax

(IMF, 2017) both to raise revenue and

to reduce inequality. Property taxes

are used primarily to fund local

governments.

policies can also be a complicating factor.
Rental valuation is used in countries such as
Singapore, Hong Kong and Australia.

2) Capital value: This defines the base as the mar-
ket value of the property in an open market. This
tends to be easier to assess than rental value,
as fewer adjustments need to be made for va-
cant land, etc. However, it will face many of the
same practical problems as rental valuation due
to the scarcity of data and lack of capacity to
effectively monitor property values. South Africa
levies tax on the market value of the property.

3) Land (or site) value: This disregards the value
of structures or improvements made on the
land. This method will discourage landowners

from keeping their land unproductive or
idle. It is also likely to be easier

to administer and monitor, as it
requires significantly less in-
formation for the valuation -

Implementation

The efficiency and impact on
the reduction of inequality of
a property tax will be deter-
mined by how it is implement-

although it will be equally
difficult to assess in cases
where market data is miss-

ing. However, this type of

valuation may be regressive

J because it does not con-
sider the value of the struc-

N

ed. Implementation strategies

requiring more sophisticated

administration will also deliver a

more progressive tax. Governments

use three methods to value the tax base

for property taxes, namely per-unit, area-based

or value-based. Valuation-based systems are used
in countries with more effective administration and
where it is easier to establish the value of a property.

Value-based approaches can use three methods to as-
sess taxable value:

1) Rental value: This defines the tax base as the
rent that can reasonably be expected in a fair
market transaction. While appealing on both
inequality and efficiency grounds, since it ties
the tax value to the potential yield of the prop-
erty, this type of valuation may be difficult in
practice. This will particularly be the case in
developing countries where rental markets may
be shallow and highly informal. Rent control

tures that have been built on

the land - structures that will

presumably be more expensive in

rich neighbourhoods. Jamaica taxes

the unimproved value of land. Land and

buildings are valued and taxed separately in

Namibia, Eswatini (former Swaziland) and the
Philippines (Franzsen and McCluskey, 2017).

Per-unit and area-based approaches are easier to ad-
minister than value-based approaches but less progres-
sive. These methods are used where property records
have less coverage. A per-unit tax applies a uniform
tax to all buildings or pieces of land. Because it does
not take value into account, it is regressive. An area-
based tax assigns the tax based on the area that the
property is located in. This is easy to administer and
also allows for some progressivity as wealthier areas
can be assigned higher tax values. The Democratic
Republic of Congo uses an area-based system. Some
cities in Tanzania use a combination of an area-based
system and value-based: the value-based system is
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preferred but if the property has not been valued,
then area-based taxation is used.

The establishment of a more accurate cadastre and
efficient land administration system allows for the use
of value-based systems, which are more efficient and
more equitable. These reforms can be reinforcing. In
Lesotho and Kenya, the tax is only applied on prop-
erties that appear in the property register, meaning
that owners can evade the tax by refusing to register.
Failure to register, however, leaves owners more vul-
nerable to challenges to title and thus there is an
incentive for them to register their property.

In Sierra Leone, a simplified points system is used to
establish property value for the tax. Properties were
assigned points based on their size, location, and
the number of buildings on the property. The small
amount of rental data available was then used to link
points to values. This is a useful hybrid of the per-
unit and rental-based approaches. Strong political
support, the tying of revenue to provision of public
goods and the simplified valuation system resulted
in a successful reform (Greico et al, 2019).

Strengths and weaknesses of prop-
erty taxes

Effectiveness

Property taxes are widely used, but they appear to be
more effective in developed economies. In 2017, OECD
countries on average raised revenue to the value of
1.1% of GDP through property taxes in 2017. The av-
erage for African economies in 2017 was 0.1% of GDP,
while Latin American countries raised 0.4% of GDP.
Canada and the United Kingdom raised 3.1% of GDP
through recurrent property taxes. In terms of the share
of total tax revenue raised, OECD countries raised
3.2% of tax revenue through property taxes in 2017
whereas developing countries could only raise 1.1%
(OECD, 2020). The Bahamas raised 5.6% of tax revenue
through property tax, while Barbados raised 4.3%. This
disparity led the IMF to argue tax collected from im-
movable property could be almost three times higher
than it currently is in lower middle-income countries®.

3 The estimate was computed by comparing the current rate
of taxation on immovable property in selected countries with

Efficiency

An OECD study (2010) ranked property tax as the least
distortive tax instrument in terms of reducing long-run
GDP per capita, followed by consumption taxes (and
other property taxes), PIT, and finally CIT. Property
tax is less harmful to growth than other types of
taxation. Property cannot be moved in response to
changes in taxation. Consequently, taxes on property
tend to result in little change in market prices, and
so no decline in investment and growth. Property tax
can be considered as a tax on accumulated wealth,
it should not alter future behaviour.

Not all taxes on immovable property are equally ef-
ficient. (Capital transfer) Taxes on sales of prop-
erty may reduce turnover of property and hence dis-
tort the allocation of this important component of
capital. Some countries, such as Senegal and the
Central African Republic, have transaction taxes on
the transfer of property in excess of 15%. Such high
transaction costs may also have negative spill-over
effects on other economic variables, for instance by
discouraging labour mobility as individuals will be
less likely to move to areas with higher employment
or crowding out other types of consumption.

Enforceability

A key constraint on the collection of property tax is
land administration records and their maintenance. In
developing countries, land registration databases,
which record who owns parcels of land, are often
incomplete and contain errors. Consequently, the
tax administration is not aware that property ex-
ists, which should be subjected to tax and who the
owner is, i.e. the tax debtor. This prevents tax ad-
ministrations from using more effective valuation-
based methods of valuing properties. In the case of
Cameroon, less than 1% of land is registered. This
allows widespread evasion of property tax.

Payment of property tax is increased best through both
coercion and positive incentives. One strategy is to ex-
plicitly tie the property tax to fiscal devolution. As
government functions are passed to lower levels of
government and accountability increases, the prop-
erty tax can be proposed so that it is tied to service

the rates prevailing in the 5 best performing countries in the
same income group.
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Some countries have started to use drones
in order bring their registries up-to-date
and to identify property as well as the
condition of the property.

delivery in the minds of voters (Kelly, 2013). Improved
local services and infrastructure delivery will also build
the case for property taxation. Indeed, one of the first
papers examining property taxes, Oates (1969), found
that public service delivery increased property prices
more than property taxes reduced prices. Greece, El
Salvador and South Africa collect property taxes on the
same bill as payments for water and electricity, reduc-
ing the cost of compliance to the taxpayer. In the case
of South Africa, non-payment is punished by cutting
off electricity supply and, in the case of commercial
buildings, water supply as well. Other countries use
tax clearance certificates, which encumber the property
with the value of outstanding taxes, in the event that it
is sold. Tax clearance certificates could also be made
mandatory for private sector services (such as a home
loan) or provision of other government services.

Impact on inequality

Property taxes can be an effective tax on wealth. Prop-
erty as a tax base is immobile. The wealthy often
respond to taxation by changing tax residence or
using exemptions to reduce their tax liability. Which
cannot be done with a property tax as it cannot be
moved. The tax can be quite simple with few or no
exemptions and the rough value of the tax base is
easily discernible, thus difficult to evade. Sennoga,
Sjoquist, and Wallace (2007) used a computable
general equilibrium model calibrated to economic
conditions encountered in developing countries to
simulate the distributional impact of property taxes.
The study finds that property tax will be progressive
in countries where the burden is borne predominantly
by middle- and high-income earners.

The design of the tax plays a significant role in de-
termining its progressivity. Borge and Nyhus (2012)

examine the incidence of property tax in nine munici-
palities in Norway and find that property tax is re-
gressive in five municipalities, proportional in three
and only progressive in one. They argue that property
taxes are best made progressive by using increasing
rates, rather than a large deduction, which is often
used to prevent people in poverty from becoming
property taxpayers. Singh (2018) shows that prop-
erty taxes in the USA are often regressive because
assessed values of the highest valued properties are
regularly underestimated.

The largest burden of a property tax can fall on the
middle-class, as they hold most of their wealth in
property — while the wealthy own property as well as
other financial assets (Piketty, 2014). Usually prop-
erty taxation includes a minimum value. Below this
point the tax does not apply, which increases the
impact on the reduction of inequality.

The inequality-reducing impact of a property tax could
be enhanced by increasing the tax rate for second
homes. In developing countries, only the very wealthy
own a second home. Hence the tax would most Likely
fall almost exclusively on the very rich.
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Box 4: Case study - Property tax collection in

Bogota, Colombia

.................................................

Bogota in Colombia developed an innovative self-
assessment scheme to help reduce resistance to-
wards property tax and improve collection rates. As
in many other developing countries, property taxes
were only levied on a small proportion of property
owners in Bogota. Cadastral valuations were out-
dated with assessed values between 20% to 30%
of the actual market values.

To address this issue, the city of Bogota introduced a
self-assessment scheme in 1993, forcing taxpayers
to declare properties they owned along with their
values. The new statute established that declared
land values could not be less than the highest of
the following three benchmarks: (1) 50% of the
commercial value; (2) the cadastral valuation; and
(3) the previous year's self-assessment, indexed
to inflation. The 50% provision was repealed in
1994 because it was impossible to assign a market
value to every property in the city unless a trans-
action had occurred. Even though the first of these
benchmarks was abandoned subsequently, due to
a lack of data on market transactions, the scheme
helped to improve the municipality's information
on real estate values in the city, especially for
informal properties that had previously been ex-
cluded from the cadastral registry. The existence

................................

of an autonomous cadastral or-
ganisation in the city was con-
sidered instrumental in implementing the greater
autonomy granted over the property tax base.

As aresult of these measures, in 1994 tax filings doubled
and tax revenues grew by 77% in real terms (Norre-
gaard, 2012). A few years later, however, the system
faced a crisis as the country entered recession, which
led to a sharp drop in property prices. This resulted
in many properties having a market value lower than
the minimum allowable legal value reported under
the scheme. In response to this problem, the national
government decided to replace the self-assessment
scheme with an independently calculated price index
for urban and rural properties whose values were not
adjusted by the Cadastre Office.

A second round of reform commenced in 2009 as the
local government sought an increase in revenue to
fund a subway. The cadastral values of all 2.1 million
properties in Bogotd were updated, resulting in a
47% real increase in the cadastral value of prop-
erties. In order to reduce “sticker shock”- the resis-
tance to a tax based on its higher than expected
level - the municipality capped annual increases
(Ruiz & Vallejo, 2010).

Take-aways

from the start. Authorities can begin implemen-

Taxes on property are generally underused which
holds a potential to increase its use for most
countries.

There is a long history of implementing property
taxes in developing countries. Tax authorities are
encouraged to review this history to determine
which approach works best in their particular
context. More effective land administration, in-
cluding up to date property registries will improve
implementation and equality-impact of the tax.

It is not necessary to implement a property tax
with the most sophisticated valuation methods

tation with simpler methods, thus building ad-
ministrative capacity, and only implement more
sophisticated approaches once it is feasible.

The inequality-reducing impact of a property tax
can be enhanced by using a progressive rate struc-
ture and applying a higher rate to second homes.

Adding property tax to invoices for municipal
electricity and water supply makes compliance
easier for taxpayers and offers municipalities
the option of cutting off services if the tax is
not paid.
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3.6 Further measures to effectively tax

wealthy individuals and companies

This section focusses on effectively taxing wealthy in-
dividuals and companies and addresses increasing tax
collection from top income earners e.g. through higher
rates and strengthened enforcement, tax evasion by
wealthy individuals, which are often called high-net
worth individuals, as well as tax avoidance which is
mostly relevant for big multinational enterprises.

Background and objective

In many countries, including developed
countries, the top income earners
pay less tax proportionally to
their income than average in-
come earners. This is partly a
result of the fact that top
income earners often derive
most of their income from
capital, which is mobile,
and can therefore easily
be moved around or abroad
and they have better access
to tax planning experts so they
can easier avoid or even evade
paying taxes. Furthermore, in many
countries, including some countries in

the Global North, top income earners have been
successful in lobbying policy makers to provide them
targeted tax breaks to reduce their own tax burden,
or lower tax rates on capital. In most developed
and many developing countries, inequality has in-
creased sharply in recent years, partly as a result
of reductions in the top marginal tax rates (Piketty
and Saez, 2007).

However, several Latin American countries, which
belong to the most unequal in the world, have been
successful in increasing tax revenue from the very
rich, which in turn has contributed to decreases in
economic inequality. One of these countries is Chile,
which saw its Gini-coefficient decrease from 0.55 in
2000 to 0.52 in 2006. Chile was able to successfully

close loopholes used to avoid tax and oppose tax
evasion.

Implementation

Raising public revenue is particularly challenging in de-
veloping countries characterised by extreme inequality.
This is because wealth is concentrated in the hand of
a few, often very powerful and politically influential
individuals, who receive their income pri-
marily from capital and are therefore
internationally mobile.

Consequently, in a country char-
acterised by extreme inequal-
ity, policy makers often face
a delicate trade-off between

targeting and political fea-
sibility. The more targeted
the tax policy is aimed at
the very rich, the more likely
it is to be acceptable to the
masses, but at the same time,
more targeted taxation is more
likely to antagonise the very wealthy
elites and trigger capital flight or polit-

ical backlash.

Potential measures, next to the introduction of some
form of wealth tax and adjusting the top tax bracket
of the PIT in a way that the wealthiest pay the most,
are strengthening the tax administration’s capacities,
closing loopholes in the tax system and including
measures against tax avoidance and tax evasion. Due
to their better access to tax planning experts and
higher, often mobile, income, they have an incentive
to avoid or evade taxes more than the less wealthy.
In this regard, existing loopholes should be closed,
transparency, e.g. through increasing reporting and
disclosure obligations, increased and value creation
aligned with economic activities.
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Most countries could benefit by focusing their initial
tax efforts on the few taxpayers who should be paying
most of the tax. Uganda followed the IMF advice and
established a unit within tax services to focus on ta-
xing the wealthiest individuals and companies in 2015.
The initial work of the unit was to identify the wealthy.
This was achieved through tracking real estate trans-
actions, large financial transactions, purchases of
luxury cars, rental income, and income from imports
and exports. In addition, the unit prioritised CEOs and
business owners and targeted sectors such as manu-
facturing, real estate, financial services and profes-
sional services, including doctors and lawyers. Once
the list of potential wealthy taxpayers was finalised,
the Uganda Revenue Authority met with the taxpayers
and educated them about their obligations and notified
them that their tax affairs were under scrutiny.

Tax compliance amongst the wealthy increased from
13% to 78% and an additional EUR 4.5 million was
collected in the first year of operation of the unit. This
work is administratively difficult and also requires
strong political commitment from the leadership of
the revenue authority because the wealthy are almost
inevitably politically powerful. The inequality-reducing
impact of this is substantial, as PIT is the primary
method to extract revenue from the wealthy. In ad-
dition, the demonstration effect of targeting wealthy
taxpayers can increase public perceptions of fairness
of taxation and increase compliance by the non-we-
althy (World Bank, 2020).

As tax avoidance and tax evasion are often cross-bor-
der phenomena, international cooperation is an effec-
tive mean to tackle the problem that a country’s sov-
ereignty ends at its borders. Information, joint audits
and support with regard to enforcement of tax lia-
bilities from other countries make it easier for a tax
administration to tackle tax avoidance and evasion.
Measures, such as proposed by the OECD BEPS Ac-
tion plan as well as other identified BEPS measures
can be, as suitable to the specific context of the
country, effective means of combatting tax avoidance

by large multinationals. The members
of the OECD Inclusive Framework on
BEPS have committed to implement
the BEPS package as coherently as
possible and fight tax avoidance. As
less developed countries will receive
additional support from the OECD when
it comes to the implementation of the
respective measures, a membership
could be considered. On the side of tax
evasion, the participation in the Global
Forum and the Automatic Exchange of
Information can be a mighty instru-
ment to fight tax evasion. Automatic
exchange of information involves the
systematic and periodic transmission
of “bulk” taxpayer information by the
source country to the residence coun-
try concerning various categories of
income (e.g. dividends, interest, etc.). It
can provide timely information on non-
compliance where tax has been evaded
either on an investment return or the
underlying capital sum, even where tax
administrations have had no previous
indications of non-compliance.

Additionally, interagency cooperation
within the country is another key to
combat tax avoidance and tax evasion.
Often, different government agencies
or even departments possess infor-
mation that can be highly relevant
for effective taxation however through
lack of coordination and information
sharing, the relevant officers do not
possess this information and tax
avoidance, or tax evasion goes unnec-
essarily undetected.
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Strengths and weaknesses
Effectiveness

Actions aimed at increasing tax collection from top
income earners range from increases in top marginal
tax rates on income, capital and inheritance, to closure
of loopholes in the tax system, and finally measures
aimed at combating tax evasion and tax avoidance, e.g.
the introduction of Automatic Exchange of Information
and mutual assistance in tax matters in general. Some
actions, such as closing loopholes or increasing coop-
eration and information exchange, may generate less
political resistance than new taxes and may therefore
be preferable from a political point of view - rather
than initiating new reform processes. Increasing a
tax administration’s capacity also creates less resis-
tance in the population and can contribute to tax the
better-off more effectively. In this regard, enhanced
efforts should be directed at those who should be

paying most of the tax, i.e. large taxpayers consisting
of wealthy individuals and large companies.

Impact on inequality

Measures targeted at top earners often have a dual
objective of reducing vertical and horizontal inequal-
ity. Reducing vertical inequality can also play an in-
strumental role in improving tax-acceptance among
the middle classes that often have to bear the brunt
of taxation and may feel unfairly taxed in comparison
to richer individuals (political economy dimension of
GFG). In cases where certain top earners benefit from
legal loopholes in the tax system, and targeted tax
breaks, efforts to improve tax collection among top
income earners may contribute to reducing horizon-
tal inequality, by ensuring that individuals earning
the same income pay the same taxes (normative
dimension).
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Box 9: Case study - The political economy of
Chile's fiscal policy reforms

.................................................

Historically, Chile had been one of the oldest and
most mature democracies in Latin America and had
been able to develop ambitious social protection
systems by Latin American standards. However, in
1973, the social and economic reform process was
interrupted by a military coup, which saw the re-
versal of many social and political advances that
had been achieved over the previous decades. Dur-
ing this period, inequality skyrocketed, and polit-
ical and economic power was consolidated in the
hands of a small number of businesspeople with
close connections to the military regime.

Although democracy was formally re-established in
1990, it was on terms that had been defined by the
outgoing military regime. For instance, the military
continued to be financed directly from copper ex-
ports, independently of the national budget and
it maintained a constitutionally protected right to
appoint a sufficient number of senators to block
any major reform initiative.

The concentration of wealth in the hands of a small
number of individuals meant that the country’s econ-
omy was vulnerable to capital flight and divestment
by the elite, which further reduced the govern-
ment’s room for manoeuvre. This explains why, for
the first 10 years after the return of democracy,
the country’s Gini-coefficient remained almost un-
changed, even though left-wing governments had
been voted at every election since the fall of the
dictatorship. In 2000, Ricardo Lagos’ centre-left
coalition was elected on a platform of social re-
form and modernisation. Faced with the above-de-
scribed constraints, the government set out on an
agenda to gradually reform the tax system, which
Fairfield (2013) describes as being articulated
around the following 6 strategic axes:

@ Attenuating the impact of reform to render
them more acceptable to the elites.

@ Obscuring the incidence of the reform to
temper elite antagonism against them.

................................

@ Legitimising the reforms
by reducing vertical and
horizontal inequality.

@® Making social spending contingent on spe-
cific taxes to increase their acceptability.

® Compensating the elites by offering benefits
in return for support of tax reforms.

@® Emphasising the positive effects of the re-
forms on political and economic stability.

The first three of these strategies work on the
revenue-side of the reform, while the latter three
work on the expenditure side. Over several years,
the Lagos government deployed these different
strategies in different degrees and combinations
in order to attempt to strike the right balance
between mobilising public support for the reform,
while tempering elite antagonism, which could
result in important capital flight or even violent
backlashes.

Attenuating the impact and obscuring
incidence

In Chile, the business community was extremely well
organised and cohesive. During the dictatorship,
they had been able to develop influential pressure
groups and applied coordinated lobbying tactics to
influence policy issues that mattered to them. Fur-
thermore, the well-organised business community
was able to affect economic outcomes by dis-
investing and withdrawing capital in a coordinated
manner, as had been done in the 1970s. Due to
these constraints, the successive governments that
had been in power after the dictatorship had been
unable to enact significant reforms to the tax sys-
tem, in particular as concerns direct income taxes.

In order to circumvent these constraints, the
Lagos government focused on the following points:
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@ The reforms proposed were modest in size
and were introduced gradually. The 2001 tax-
evasion reform succeeded in raising tax rev-
enue by 1% of GDP, which was sufficiently
modest to prevent a major backlash from
the business elite, but was significant in the
Chilean context, where no major tax reform
had been successful after the dictatorship.

@ |Instead of focusing on raising direct income
taxes, as they had initially planned, they started
by closing loopholes in the existing tax system
through targeted legislation and focused on
combatting tax evasion by increasing controls
and enforcement of existing laws. This allowed
them to raise additional revenue without
having to legislate politically controversial
tax reforms. In fact, the government repeat-
edly went out of their way to refute claims
that they were undertaking a tax reform and
argued instead that they were simply trying to
enforce existing tax laws, most of which had
been enacted during the military dictatorship.

@ Once the anti-tax-evasion measures had been
accepted, the government gradually expand-
ed its message from tax evasion to tax avoid-
ance, deliberately blurring the line between
the two concepts so as to force the right-
wing opposition into a broader debate on the
right level of taxation.

Despite its relative success, this strategy presents
the obvious drawback of being inherently limited in
its capacity to significantly raise additional revenue.
Additional revenue would probably need the im-
position of new taxes. Another problem with this
strategy, if it is used repeatedly, is that actors can
learn to anticipate the government's actions and
take preventative measures to block even modest
reforms in the future.

Reducing horizontal inequality

In the first wave of reforms, the government ap-
pealed essentially to broadly accepted and uncon-
troversial notions of horizontal inequality. In partic-
ular, they emphasised the unfair competition that
tax-evading businesses meant for law-abiding

firms. This message appealed both to the popula-
tion in general and to large parts of the business
elite that were playing by the rules. In so doing,
they managed to fragment the opposition that had
until that point been very solidly coordinated in its
opposition to any kind of reform.

By framing the debate as a moral issue around
compliance with the law, rather than an issue of
taxation, the government managed to disarm a lot
of the traditional opposition to tax reform. As a
consequence, several right-wing senators that had
invariably opposed previous attempts at reform
chose to abstain in the senate vote, rather than
voting against, out of fear of being branded as
supporters of tax evaders and criminals.

Reducing vertical inequality

The government had tried to reduce vertical in-
equality between rich and poor to justify its reforms.
These were popular with voters, given the country’s
high levels of inequality. However, because of the
constitutional biases introduced at the end of the
dictatorship, the opposition was notoriously unre-
sponsive to these types of messages that appealed
to the median voter. Instead, they considered their
core constituencies to be the military, which was
allowed to appoint several senators independently
of electoral outcomes, and the business elite, on
which the party relied for funding and to which
many of the politicians belonged. While the party
also needed to reach out to voters in order to gain
sufficient representation in the senate, they often
did so by appealing to very poor and uneducated
voters, whom they co-opted through clientelism
and patronage rather than by appealing to partic-
ular policy options.

However, things have changed in 2005 when vertical
inequality became a debated policy issue before
the presidential elections. The government got un-
expected support from the leader of the right-wing
opposition, who attempted to exploit the popular
concern with inequality by claiming that the prob-
lem was due to the government's anti-business
policies, which, he argued, prevented a large part
of the population from benefiting from the coun-
try’s impressive economic growth.
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The president seized this opportunity to attack one
of the most blatant symbols of vertical inequality,
which had persisted from the dictatorship. It was a
law, known as 57 bis, which constituted a perpetual
government subsidy for owners of new-issue stocks.
Studies had shown that 72% of the recipients of
this benefit belonged to the 0.5% richest households
in the country. Legislation was quickly proposed
to repeal this law, and received nearly unanimous
support in the senate, even though all previous at-
tempts of reforming the law had been systematically
blocked by many of the same senators. By forcing
the opposition to engage in the ethical debate on
vertical inequality, the president had forced the op-
position to defend positions that were incompatible
with some of their previous policy positions.

Compromising and emphasising the
benefits of the reform

As part of the government's strategy to increase tax
revenue, the government made a point by emphasising
the need to preserve the macro-economic stability
that had characterised the Chilean economy since the
1980s, in contrast with many of its Latin American
neighbours. This was a point of consensus in Chilean

Take-aways

Appeals to fairness can be a potent political tool
to compel the rich to pay more taxation.

Getting the rich to pay more tax is a political
process. Government must be ready to pay off
constituencies, make compromises and use co-
ercion to achieve its goals.

Closing loopholes and increasing inter-agency as
well as international cooperation, such as ex-
change of information and mutual assistance in
tax matters, are effective means to make sure
the wealthy, individuals as well as companies,
do not benefit from better access to tax plan-
ning expertise and avoid or even evade taxes.

politics, and one that was at the heart of the right-
wing opposition’s policy stance. But macro-econom-
ic stability required preserving the fiscal surplus.
This meant that increases in public expenditures
were contingent on increasing public revenue.

The Lagos government made use of this point to
weaken the opposition’s resistance against tax re-
form. In public debates, the president often em-
phasised the need to maintain the macro-eco-
nomic stability cherished by the right and made
specific reforms contingent on the prior availability
of finance. Earmarking of new taxes for specific
purposes was used to emphasise the link between
public revenue and social expenditures.

The reforms were made possible by the important
concessions offered by the government to the op-
position on other policy issues that were close to
their heart such as privatisation (Fairfield, 2013). In
this respect, Chile's institutionalised party system
and stable rules of the game created incentives for
cooperation and consensus-building in congress
(Flores-Macias, 2010). This stands in contrast to
other Latin American countries, which have been
characterised by political instability and polarised
politics.
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Consumption taxes are paid by consumers when buy-
ing a good or service. They are usually paid by the
seller on behalf of the consumer and added to the
price of the good / service.

Background and objective

There are three main types of consumption taxes:

VAT is levied on the value-added at each stage
of production. Each VAT vendor will pay the
tax administration the tax paid by their client
(to the company as a part of the final price
of the product), less the amount of VAT they
themselves paid when buying the production
inputs. In the end, only the final consumer is
burdened with the tax.

Sales taxes are usually a percentage of the
price of the final good, paid at the point of
sale. Legislation will dictate whether they are
included in the sales price or not. In Australia

the sales tax is levied at each stage of pro-
duction, while in the USA, some local and state
governments use a sales tax only on final
consumption.

Excise taxes are applied to specific products,
with the tax rate varying by the type of pro-
duct. Alcohol and tobacco are often subject to
excise taxes. The analysis below refers mostly
to sales taxes and VATs, except where excise
taxes are mentioned specifically.

VAT is the most popular type of consumption tax, with
168 countries using a VAT (Gale, 2020). The USA is the
only major nation which does not use a VAT. Nearly 80%
of countries in Africa have adopted a VAT and they raise
25% of total tax take in Africa. Often VAT is one of the
major revenue sources of a country.

The tax base for consumption taxes is the total amount
of sales of goods and services. Consumption taxes are
proportional to consumption, implying that they are re-
gressive at high levels of income because the wealthy
save more than people in poverty. As consumption
taxes do not base tax rates on the ability to pay, they
might even increase vertical inequality. Many coun-
tries improve the progressivity of the tax by exempting
certain basic goods from consumptions taxes.

Implementation

Consumption taxes are easy to implement because the
value of a transaction is easy to determine (the sales
price) and companies serve as tax collectors for the
government. In case of a retail sales tax, the amount
of the tax is only applied to the final sales price of the
product. A VAT is applied to each stages of production.
For example, when a wholesaler sells a product to a
retailer, the wholesaler adds the VAT amount. When
the wholesaler pays VAT to the tax administration,
they offset the VAT they have received with the VAT
they have paid. This gives them an incentive to report
correct invoices. A VAT thus generates its own audit
trail, making it easy to administer and hard to avoid.

Most countries apply a VAT reporting threshold, which
allows small businesses to escape from the burden
of filing a VAT return. This also ensures that the tax
administration effort is directed towards the largest
potential taxpayers.
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Developing countries often collect most of their VAT on
imports. For example, in 2015 a sample of 15 African
countries collected more than half of their VAT from
imports, with the Democratic Republic of the Congo,
Mozambique and Madagascar collecting more than 60%
from imports. Collecting VAT from imports is simple
because imports can be taxed at a port, so there are
few locations to administer the tax. As administrative
capacity increases, VAT is extended to local producers.

Strengths and weaknesses
Effectiveness

VATs and excise taxes are effective at raising revenue
(Keen and Lockwood, 2006). OECD countries with a VAT
are able to raise 3% of GDP more in revenue, which
is a roughly 10% increase in revenue. Developing
countries raised 38.9% of revenue from consumption
taxes in 2017, with VATs raising 27% of revenue, sales
taxes raising 1.5% and excise taxes raising 10% of
total tax revenue. This is a greater share than PIT
and CIT combined. In 50 of 70 developing countries
in the OECD Global Revenue Statistics Database, con-
sumption taxes are the largest revenue raising tax.

Efficiency

All three types of consumption tax are generally viewed
as efficient because they distort incentives and relative
prices less than other types of taxes. The main implica-
tion is that the price of consumption is raised, which
results in less consumption and more savings. In the
long run, higher levels of savings should lead to higher
economic growth. The most famous paper on the topic
found that the marginal efficiency cost, the cost per
USD 1 extra of revenue raised, of the CIT was USD 0.84,
capital taxes was USD 0.92 and sales tax was only
USD 0.26 (Jorgensen and Kun-Young, 1991). In prac-
tise, most governments use both a consumption tax,
because it raises large amounts of revenue, and a PIT
to offset the regressive impact of the consumption tax.

VATs have the advantage of neutrality as it will not
advantage one sector over another. For example, the
ease with which VAT can be identified ensures that
VAT can be rebated for exports, ensuring that produc-
tion for export is not disadvantaged by the VAT. Inter-
national trade will not be affected by a VAT because
it can be levied on imports. Finally, as VAT is levied

All three types of
consumption tax are
generally viewed as
efficient because they
distort incentives and
relative prices less
than other types of

taxes.

at each stage of production, it does not advantage
one stage of production over another. This is not the
case for excise levies or sales taxes.

Enforceability

Enforceability is a key weakness of sales taxes because
the retailer can evade the tax through simply not re-
cording the sale and collecting the tax themselves. The
incentive to evade will increase as the rate of the
sales tax increases. Even advanced countries such as
Iceland, Norway and Sweden have been unable to con-
tain evasion at high levels of the retail sales tax. These
considerations would be even more important in econ-
omies with high levels of informalisation. In contrast,
a VAT generates an audit trail which can be monitored.

Collection of consumption taxes will be limited by the
extent of informality in an economy, though not to the
same extent as income taxes. For example, even in an
economy with high levels of informality, consumption
taxes can be applied to imports and transactions
in formalised, usually bigger companies, e.g. super-
market chains.

Excise taxes are relatively easy to enforce because they
can be levied at the source. For example, excise taxes
on alcohol can be levied at breweries, while excise
taxes on luxury vehicles can be levied at the port.

Impact on Inequality

Most countries try to make consumption taxes less
regressive by applying exemptions or lower rates to
certain goods and by using excise taxes on goods con-
sumed by the rich. Exemptions to consumption tax
need to fulfil two criteria to be truly progressive:
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Spotlight 4: Zero rating in South Africa

South Africa has used zero-rating to obtain social ob-
jectives. There is anecdotal evidence that girls are so-
metimes forced to miss schools because they cannot
afford sanitary pads. In 2019, the government exemp-
ted sanitary products and also provided an allocation

for the provision of pads in schools.

@ The good or service needs to be consumed al-
most solely by people in poverty. Usually, the
rich will consume the same goods as people in
poverty, though the goods will make up less of
the rich person’s expenditure. However, it could
still be that the rich spend more on a good or
service than people in poverty, in which case
the exemption or lower rate would become
regressive.

@ The exemption or lower rate must result in a de-
cline in the final price of the product. Whether
and to what extent this will occur is a function
of how much demand for- or supply of a good
changes, when prices change, the elasticity. In
most cases, some of the tax benefit will be
captured by the retailer and producer of the
good.

Excise taxes on luxury goods (e.g. luxury vehicles,
yachts) are an effective means of targeting a consump-
tion tax at those with highest ability to pay. In poor
economies with limited ability to levy an income tax,
this a useful method of taxing the wealthy. Excise
taxes are efficient because they can be targeted at
goods with high price elasticities of demand, which
results in fewer distortions. Excise taxes on socially
undesirable goods with negative externalities such as
tobacco, alcohol and petroleum can reduce inequality
and lead to more social cohesion (IMF, 2017).

Additionally, theorists have tried to find ways to make
consumption taxes more progressive, one proposal is a
personal expenditure tax. However, progressive con-
sumption taxes, as distinct from a VAT or retail sales
tax, are difficult to administer. In order to collect
a progressive consumption tax, governments would
need to know how much each household consumed,
and then levy a tax with increasing rates. The data

requirements for this would be sub-
stantial, especially compared with the
VAT or the sales tax. India (twice) and
Sri Lanka* briefly trialled such a per-
sonal expenditure tax but found that
the cost of administration was too
high relative to the revenue collected
(Viard, 2013) making such a progres-
sive tax unrealistic for now.

Country-specific incidence analyses

have shown that taxes assumed to be
regressive such as consumption taxes can be progres-
sive, for example in Togo (World Bank, 2021a). This is
due to the circumstance that the statutory incidence
(who should pay) of consumption taxes differs from
the economic incidence (who actually pays). In devel-
oping countries, VAT is often confined to urban areas,
which tend to be better off. The informal sector will
also escape consumption taxes. Thus, de facto, a VAT
in some circumstances could be more progressive
than expected.

4 India from 1957 to 1962 and 1964 to 1966 and Sri Lanka
from 1959 to 1963 (Viard, 2013).
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Box 6: Case Study - Zero-rated goods in South

Africa’s VAT

................................................

.................................

Figure 1: Gains from zero-rated goods and exemptions
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South Africa provides a useful example of the use
of zero-rated goods to improve progressivity. South
Africa implemented a VAT in October 1991. VAT was
initially levied at 14% and increased to 15% on
1 April 2019. Certain categories of goods, termed
merit goods, are zero-rated. These include basic
foodstuffs, paraffin (mostly used by people in pov-
erty for cooking and heating), public transport, basic
and pre-primary education and tertiary education.

However, National Treasury (2007) notes that the
benefit of merit good exemptions accrues mainly to
the wealthy. The study examined how the bene-
fits of zero-rating accrue to income quintiles. In
only two quintiles did the benefits accrue to the
poorest quintile, mielie meal and brown bread. In
total, the savings from zero-rating basic foodstuffs
are captured by the middle-class and the wealthy.
The third-, fourth- and fifth-income quintile acquire
26.9%, 24.2% and 23.7% of the gains. The poorest
quintile only gains 11.2% of total benefits. The gains
from exempting services are even more skewed,
with the top income quintile capturing 73.8% of total
benefits. This is mainly because the services that

are exempted are consumed by wealthier people in
South Africa. For example, public transport could
be broken down into formal and informal public
transport. No VAT is collected on informal public
transport, mostly minibus taxis, so the value of the
exemption accrues to the wealthy. The exemption
for primary education is an example of two well-in-
tentioned policies interacting in an unintended way.
The exemption on VAT was introduced in 1991. Sub-
sequently, primary schooling has become free for
the 3 poorest income quintiles. Thus, the exemption
is only effective for the higher income quintiles.

This together with the high leakages from many
zero-rated products emphasises the need to design
the tax and the applicable exemptions carefully. If
all the exemptions had been eliminated, then cash
transfers could have been increased by 11%. This
might have been a more effective way to improve
progressivity. Thus, governments need to be care-
ful about the use of exemptions and make sure
that they are consumed as much as possible by
the poorest, otherwise exemptions could lead to
regressive outcomes.
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Take-aways

Consumption taxes are easy to implement, raise
large amounts of revenue and are efficient. Even
though they should be part of every tax system,
it is important not to overuse the tax. This for
example has occurred in some Latin American
countries, resulting in regressive tax systems.

Of the consumption taxes available, the VAT is
relatively easy to administer and has the virtue
of generating corroborating information.

The VAT is regressive so it needs to be comple-
mented with targeted excise taxes, which can be
levied on luxury goods, thus reducing inequal-
ity. PIT also complements a VAT well as it is
more progressive.

Certain products that are mainly used by people
in poverty should have a lower or even a zero
rate. Despite these goods being purchased by
the wealthy as well, poorer households spend
a higher share of their income on these goods.
Lower taxes on certain products make urgently
needed goods more affordable for poorer
households. Therefore, these taxes can be pro-
gressive and have an impact on the reduction
of inequality.

Carbon pricing is a method of assigning a specific
price to carbon to incentivise producers to emit less
carbon dioxide (C0,). CO, is responsible for global
warming and climate change, which exacerbates dif-
ferent types of inequalities by affecting livelihoods,
health, and productivity worldwide. Climate change
also increases the frequency and intensity of natural
disasters, making it harder for those affected to cope
with the impacts. The consequences of climate change
are unevenly distributed and affect people in poverty
particularly hard, although they are not always the
biggest polluters. Before pricing, polluters were only
constrained by regulation. As the price of carbon in-
creases, polluters should emit less or at least pay a
higher price for it. Thus, carbon pricing can help shift
the burden to those who are responsible for it and
therefore have an impact on inequality.

CO

Background and objective

The Paris Agreement on Climate Change aims at keep-
ing the increase in global mean temperature below 2°C
above pre-industrial levels - through cutting global
carbon emissions. Carbon taxes and emissions trading
schemes, collectively referred to as carbon pricing,
are a way of assigning a price to carbon so that use
of carbon-intensive products declines, thus reducing
emissions. In order to achieve the goals of the Paris
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Agreement, the price of carbon should be USD 40-
80/tC0,, rising to USD 50-100/tCO, by 2030. Currently
only 5% of carbon prices are above USD 40/tCO,.

There are currently 30 carbon taxes and 31 emissions
trading schemes (ETS) in place covering 22% of glob-
al greenhouse gas emissions. Carbon pricing is most
prevalent in Europe, but Canada, China, and some
countries in Latin America also have schemes. The
tax is levied on producers but because demand for
goods like fuel or coal does not change much as
prices change, producers can push most of the tax
onto the consumers.

To meet the goals of the Paris Agreement, many new
carbon taxes and ETS will need to be implemented.
However, people in poverty spend more of their in-
come on carbon-intensive goods, such as electricity,
heating and food, than the wealthy do, so a tax that
raises the price of carbon will be regressive. Carbon
taxes thus need to become more progressive, or they
should be tied to other policies that reduce inequal-
ity, to ensure that carbon taxes have the necessary
political support to create a durable decline in the
use of fossil fuels.

A carbon tax is regressive, but the use of the gener-
ated revenue can offset inequality. The main goal of
pricing carbon is to increase the price on carbon

and thereby, disincentivising the production and use
of carbon-intensive goods and services. The revenue
that is generated is not necessary to achieve this
goal, so activists have focussed on how to use the
revenue generated by carbon pricing to offset the
regressive impact of the tax. This is referred to as
the recycling of revenue. In theory, the revenue from
the tax would be earmarked for specific uses. In gen-
eral, governments do not like to earmark revenues
as expenditure is then determined by tax collection,
rather than policy.

Implementation

Two mechanisms - carbon tax and ETS - are available
to reduce carbon emissions. A carbon tax is a tax on
the amount of carbon dioxide released when burning
fossil fuels, while an ETS sets aggregate limits on
the amount of carbon that can be emitted, allocates
permits to individual firms and allows firms to trade
these permits, thus putting a price on carbon emis-
sions. Both mechanisms will be regressive.

A key issue to implementation is how to make carbon
pricing politically popular. A society's willingness to
pay a carbon tax depends on political, economic and
cultural factors. Citizens in Germany and China with
higher educational attainment were more willing to
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pay a carbon tax. Willingness to pay in the United
States is mostly a partisan issue. Other barriers in-
cluded the fact that large emitters like the United
States and India are not pricing carbon. Developing
countries are more concerned with growth and see
carbon pricing as a potential barrier to their devel-
opment. Further, ETS can be politically unpopular be-
cause of the perception that they allow companies to
profit from pollution.

In societies with low trust, explicit earmarking of the
use of recycled revenues led to greater acceptance of
a carbon tax. For example, in high-trust Sweden, the
carbon tax is directed into general government reve-
nue, while other governments use revenues to invest
in green technologies or tax reductions.

Carbon taxes are more popular when they are not called
taxes. Labelling carbon taxes as fees or climate con-
tributions and explicit linking the tax and use of the
revenue, for example, consistently referring to the
“fee and dividend” makes the carbon tax more pop-
ular and durable (Kleinert, et al, 2018).

Strengths and weaknesses
Effectiveness

Carbon pricing has been effective in reducing the
amount of carbon emitted. Andersson (2017) finds
that carbon taxes in Sweden reduced carbon emis-
sions by 11% a year. Interestingly, Andersson finds
that this effect is three times larger than it should
be the case given the price elasticity of demand for
petrol. A similar effect was found in British Colombia,
which recorded a four-times larger than expected
effect. This suggests that carbon taxes may be more
effective than predicted.

Carbon pricing can also be effective in the long run.
Aghion, et al (2012) show that when the price of pet-
rol is high, the automobile industry directs research
and development towards cleaner technologies that
reduce consumption and emissions.

Efficiency
The ultimate aim of carbon pricing is to correct an

inefficiency called an externality. An externality is
an action which affects other parties without being

reflected in market prices. In the case of pollution,
companies only bear the private cost of pollution
but the impact on pollution is felt by the whole of
society, specifically by people in poverty and other
vulnerable groups, so pollution is more costly than a
strictly market outcome would be. This is extremely
inefficient. Carbon pricing internalises the externality
by applying a more correct, higher price on carbon,
thus cutting down on pollution.

Carbon taxes can also increase the efficiency of a tax
system, depending on how recycled revenues are used.
Thus, a carbon tax can increase efficiency if the
revenue is used to reduce taxes on capital and CIT,
followed by labour taxes and a lump sum payment
as the least efficient use of revenue. This rank order
is exactly the opposite of the impact on inequality,
thus there is a trade-off between progressivity and
efficiency.

Enforceability

A carbon tax is levied at the point of production to
make collection easier. Thus, the tax on petroleum
is collected at refineries, coal at the mine gate and
natural gas at the wellhead. Producers would re-
port on their production for CIT and the return data
would then be used in the calculation of the carbon
tax liability. This tax is difficult to evade because
the assets cannot be moved. The level of the tax is
calculated according to the carbon content of the
fuel, with fuels that contain more carbon, such as
petroleum, carrying a higher tax. The tax is levied on
producers who would then increase the price of their
final good. This would result in consumers purchas-
ing less of carbon-intensive goods and also incen-
tivise producers to use inputs with less carbon. The
carbon tax should also be levied on imports at ports
to prevent countries with no or lower carbon taxes
gaining an advantage over local producers. Enforcing
the carbon tax at borders complies with the inter-
national trade law of the World Trade Organisation.

In practise, many countries already collect a tax on
petroleum or a royalty tax on mining, so the carbon
tax would often be an extension of an existing tax.
In developing countries, where broader taxes such
as CIT and PIT will be limited due to informality, a
carbon tax could be a useful revenue raiser (Parry,
2019, p.17).
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Impact on inequality

Carbon taxes could increase inequality in developing
countries, although it can lead to less carbon emis-
sions, mitigating the effects of climate change. These
are often felt most severe by people in poverty.
Therefore, carbon taxes could, in the long run, have
an impact on the reduction of inequality. Never-
theless, modelling the potential effect of the intro-
duction of a carbon tax in South Africa showed that
unemployment was likely to increase and that lower
paid workers would face more job losses than the
wealthy. If the revenue from the tax was recycled
through social grants, then the carbon tax package
would be progressive even though the initial tax it-
self was regressive (Alton et al, 2012). The general
result of many analyses of carbon pricing is that
while the tax itself is regressive, governments can
spend the proceeds of the tax in a progressive way

Box 7: Case study - Carbon tax in British

Columbia, Canada

.................................................

British Columbia implemented a carbon tax in 2008.
The tax is levied on petroleum, natural gas, diesel,
propane, coal and home heating fuel. Initially, the
tax was applied to all industries but an exemption
for agriculture was made in 2012. To prevent stick-
er-shock, the tax was set at USD 10/’((302 in 2008,
with an increase of USD 5/tCO2 till 2012.

The carbon tax raised USD 1.1 billion in 2012 but the
tax was explicitly designed to be revenue neutral, so
the revenue was recycled. When the tax was intro-
duced, the rate of PIT was reduced by 5% for the
two lowest income bands. This should enhance pro-
gressivity. CIT was reduced by 1%. Lump sums were
provided to households with income below USD
35,000 per annum. The lump sum was USD 100 per
adult and USD 30 per child. The tax was planned to
have no impact on the fiscal deficit of government
because expenditure would increase by the same
amount as revenue. In effect, the tax has not raised
as much revenue as anticipated, but the expenditure
went ahead regardless, so the whole package would

................................

such as in cashless grants to people in poverty then
the regressive nature of the tax can be offset. For
example, Fremstad and Paul (2019) show that if the
USA imposes a USD 50 carbon tax, this would be
highly regressive. To counter this impact, the study
argues that the tax revenues be diverted to a carbon
fund, not general revenue, which then pays equal div-
idends to all citizens. This approach results in a pro-
gressive carbon tax as the incomes of those in the
poorest decile would increase by 5.1%, while those of
the richest would decline by 0.9%.

Other uses of the recycled revenue are less progres-
sive. Various other uses of the revenue have been
proposed, such as reducing PIT or CIT, but in gen-
eral these produce worse results for the reduction
of inequality than a per-capita dividend. Whether or
not this is correct in practise will depend on the
other taxes levied in an economy. In case that, for

have resulted in a slightly larger
deficit.

Yet, the tax has been effective. Per-capita use of fos-
sil fuels declined by 17% after the tax was intro-
duced, even as usage rose by 2% in the rest of
Canada.

Yamazaki (2017) examined the employment impact
of the carbon tax. It was found that employment de-
creased in carbon-intensive industries with airlines
hardest hit, losing 2,000 jobs. However, under the
assumption that carbon-intensive industries are
capital-intensive with elastic demand, the drop-
in employment from the carbon tax was less than
the job increases in clean service industries. It was
found that in aggregate, employment increased by
63,000 jobs over 6 years, an increase of 4.5%, over-
all. The tax did have a statistically significant neg-
ative impact on wages, which might also explain
part of the increase in employment.



Fiscal policies to reduce inequality |

61

example, a PIT is poorly designed, regressive and
distortionary, it may be optimal from an efficiency
perspective to use the revenue to reduce the rates
of this PIT (Klenert et al, 2018). In practise, political
considerations mean that recycled revenue will be
distributed across a number of areas, rather than
solely being directed to CIT or to dividends.

Carbon pricing can result in lower employment in
carbon-intensive industries. Recycled revenue on the
other hand will create jobs in other industries to
offset these jobs but it is difficult to predict which
effect will be larger. If jobs are lost this would result
in increasing inequality.

Take-aways

Getting carbon pricing right is fundamental to
the future habitability of our planet. Thus, even
though carbon pricing can be regressive, it is
recommended that countries implement carbon
taxes.

The regressivity of the tax can be offset by pro-
gressive recycling of revenue, which needs to
be targeted at people in poverty as much as
politically possible.

In countries with high levels of trust, revenue
can be used in general government revenue. In
countries where trust levels are lower, use of
the revenue should be tied to specific expendi-
tures. This could include cash transfers.

Governments should be cautious about increasing
expenditure based on forecasts of revenue from
carbon pricing. It may be better to implement
carbon pricing before the revenue recycling to
avoid increasing deficits.
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Government expenditure can be used to reduce structural in-
equalities in the access to key assets and basic infrastruc-
ture (water and sanitation, electricity, roads) and to reduce
income inequality by providing direct transfers to households
and individuals. Public expenditure is particularly important in
the social sector, i.e, education, health and social protection
to reduce both disposable (post-tax-and-transfer) and market
(pre-tax-and-transfer) income inequalities (IMF, 2017). Health
and education spending promote growth and reduce inequal-
ity as well as disparities in human capital and productivity.
Spending on social protection ensures income security across
the life cycle of the beneficiary and in face of specific emer-
gencies such as the recent food, fuel, financial and climate
related crises as well as the global health pandemic (OPM,
2013; Duran-Valverde et al., 2020).

Available evidence suggests that the redistributive
impact of spending on education, health and social
protection, in particular cash transfer programmes,
is large and progressive. Several studies point out
that the redistributive impact of fiscal policy inter-
ventions, especially for people in poverty, is greater
on the spending side of the budget and that raising
tax revenues and devoting the proceeds to social
spending would improve the income of the poorest
households (Causa and Hermansen, 2019; Hollar and
Cubero, 2010; Anderson et al, 2016).

The German development cooperation’s GFG approach
highlights the need to orient expenditure planning and
execution towards the effective implementation of pro-
poor development strategies (BMZ, 2014). This aligns to
the EU’s strategy, which stresses increasing fiscal re-
distribution by the state, through pro-poor fiscal poli-
cies and social transfers, as one of the key actions for
addressing inequality (Robilliard and Lawson, 2017).

The remainder of this chapter provides a brief over-
view of spending policies on education and health,
while focusing more in detail on spending on social
protection, in particular cash transfer programmes.
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The IMF identifies education and health spending as one
of the most important fiscal policy tools for addressing
inequality (IMF, 2017). Education and health policies
can reduce both income inequality and inequality
of opportunities, by promoting the accumulation of
human capital and intergenerational earnings mobility.

Despite progress in education enrolment and basic
health coverage, gaps in education and health out-
comes remain and are mainly explained by the lack
of financial resources (IMF, 2017). A house-

hold's socioeconomic status is still a

determinant of access to education

and strongly associated with

social health protection schemes where they exist.
Gender inequality and discriminatory policies also
continue to impede access to HIV/AIDS services
especially for younger women, who have the high-
est infection rates in sub-Saharan Africa (while in
all other regions adult men account for the highest
new infection rates). However, men as well could
be discriminated on the basis of gender, especially
when it comes to spending for treatment of HIV and
tuberculosis (WHQ, 2019). The COVID-19 pandemic is
reversing progress with regards to gender equality.

Available evidence shows that public expenditure
on education and health is often pro-rich in low and
middle-income countries (Davoodi, Tiongson, and Asa-
wanuchit, 2010; Wagstaff et al, 2014). Poor targeting
can be due to a number of different factors, ranging
from insufficient administrative capacity to inaccu-
rately identification of intended beneficiaries, to cor-
ruption and patronage, which leads politi-

cians to direct public expenditures to

regions or groups to which they

have allegiance. In many cases,

children’s learning outcomes, .
with students from disadvan-

taged background perform- .
ing worse than students .
from better off families.
Similarly, rich people have
significant better access to
health services and receive

. poor targeting can be explained

by barriers to access, such as
. user fees, or distance, which
. prevent poor individuals
from benefiting from public
services that are provided
by the state (Davoodi, Tiong-
son, and Asawanuchit, 2010).

higher quality of care than

people in poverty (Wagstaff et

al, 2016; Houweling et al, 2007).
Disparities in health outcomes be-
tween the rich and people in poverty
have widened over time, as measured by the

gap in life expectancy between the rich and people
in poverty and the difference in infant mortality rate
(Bosworth, Burtless, and Zhang, 2016; Case and Dea-
ton, 2017; Wagstaff et al. 2014).

Gender disparities also persist. In low-income coun-
tries girls are less likely to be enrolled in school
(IMF, 2017), and around the world many women and
girls still have limited access to health care ser-
vices, including both basic health care and essential
health services directed at women, like family plan-
ning, pre- and neonatal care. This is largely due to
lower social and financial independence of women,
and the fact that women are more likely to work
in the informal sector and are thus not covered by

i)
L

The empirical evidence shows

that countries that tend to have

a more pro-poor incidence of educa-

tion spending also tend to have a more

pro-poor incidence of health spending. Davoodi,

Tiongson, and Asawanuchit (2010) explore the rela-

tionship between benefit incidence on the one hand

and indicators of access to education, health and

social outcomes on the other, using simple measures

of association. Their findings indicate that a more

pro-poor benefit incidence structure of public spend-

ing on education and health is associated with better

education and health outcomes, higher per capita

income, better governance, wider availability of in-

formation, and closer location of health facilities to
people in poverty.

In conclusion, reallocating public expenditure towards
disadvantaged students and schools, as well as health
care services in poorer areas, would likely reduce
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education, health and income inequalities. Reallocat-
ing spending towards people in poverty will also
improve efficiency if public resources reach those
who need them most. Given that larger gender gaps
are correlated to broader income inequality, focusing
public spending on closing gender gaps in education
and health would improve women’s economic par-
ticipation and ultimately contribute to reducing in-
equality (IMF, 2017). Countries must consider health
inequality within and across groups and geographic
areas and learn how gender norms, unequal power
relations and discrimination based on sexual and
gender orientation impede access to health services,
as not only women are affected by gender inequality
in health care (WHO, 2019).

4.2 Cash transfer

programmes

Background and objective

Cash transfers are one of the programmes comprised
in the social protection system of a country and are
defined as a form of social assistance provided to
people on the basis of demonstrated need rather than
any contribution they have made to the government.
Conversely, contributory programmes (such as social
security or pension schemes) are available to par-
ticipants depending on the taxes or other mandatory
contribution they had paid.

In recent years, cash transfer programmes have gained
importance and became an essential tool of redistri-
bution that can reduce inequality also in less devel-
oped countries® (Bastagli et al, 2016; Bourguignon,
2018; Slater, 2008). Cash transfer programmes pro-
vide regular cash assistance to people in poverty
and certain vulnerable groups and do not require any
monetary contribution from the beneficiary. Examples
include poverty targeted cash transfers, child grants
and social pensions for the elderly.

Cash transfer programmes can be categorised as either
conditional or unconditional, depending on whether the
beneficiary needs to comply with specific behavioural
requirements to be eligible for the transfer.

©® Unconditional cash transfers (UCTs) are defined
as programmes that give cash to individuals
or households and do not impose any require-
ments on the beneficiaries in terms of actions
that they must undertake in order to receive
the transfer. These types of programmes can
sometimes lack political buy-in, as they give
freedom to the beneficiary to use the cash as
they please. For example, Latin American gov-
ernments did not make use of unconditional
programmes because they did not want to lose

5 See for instance the ILO social protection floor initiative
which advocates for basic social security and income guar-
antees.
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the support of the middle-class tax-payers,
who were convinced of the demotivating ef-
fects of providing “handouts” to people in pov-
erty (Scarlato and D’agostino, 2016).

Conditional cash transfers (CCTs) have emerged
as a politically viable alternative to uncondition-
al cash transfers. CCTs attach conditions to the
monetary transfer, such as health check-ups or
regular school attendance by children, to ensure
that cash transfers are allocated by recipients to
intended purposes (Farrington and Slater, 2006).

Poverty targeted cash transfers and child grants typically
identify women as the cash recipient, to promote their
autonomy and control over financial resources, ultimately
contributing to women’s empowerment. Bastagli et al.
(2016) review of the impacts of cash transfer pro-
grammes finds that transfers increase women's deci-
sion-making power and choices. However, some studies
argue that targeting women automatically places re-
sponsibility on them to fulfil programme’s requirements,
especially for CCT (Ladhani and Sitter, 2020).

A mixture of social and institutional

conditions, as well as political

factors drive the design and ob-

jectives of cash transfers, with

a strong element of path de-

pendency due to differences

in the countries’ welfare re-

gime. In Latin America, CCTs

have emerged in response

to the dramatic effects of

financial crises in the 1980s.

In these countries, CCTs aimed

to encourage demand for social

services and investments in human

capital, in order to durably reduce in-
tergenerational transmission of poverty and

reduce inequality. In contrast, cash transfers have
spread in sub-Saharan Africa primarily without con-
ditions, to find alternatives to food and inputs trans-
fers to support chronically food-insecure- and vul-
nerable households facing temporary income shocks.
The main reasons for this approach in sub-Saharan
Africa relate to the greater incidence of poverty,
limited administrative capacity to implement con-
ditionalities and monitor compliance, as well as ca-
pacity constraints in the provision of public services
(Slater, 2008; Scarlato and D'agostino, 2016).

In recent years,

cash transfer
programmes have
gained importance and
became an essential
tool of redistribution
that can reduce
inequality also in less

developed countries.

Implementation

Implementation of cash transfer schemes requires

administrative systems to implement four core mech-

anisms that cover registration, enrolment, payment

delivery and grievance and redress (Barrett and Kidd,

2015). Registration refers to the identification

of potential beneficiaries®. Enrolment

involves issuing a registered bene-

ficiary with an identification

code for the purpose of identify-

ing themselves as part of the

scheme and receiving cash.

Payment delivery refers to

the mechanism to deliver

cash to beneficiaries (for

example, through direct

transfer to the beneficiary’s

bank account, manual pay-

ment at designated payment

points, etc.). Grievance and re-

dress mechanisms are necessary

to receive complaints and appeals

against exclusion. CCTs also require well-

resourced operational monitoring to ensure adher-

ence to the transfer conditionalities. The more com-

plex the design of the transfer is, the greater efforts

are needed in terms of capacity, coordination and
logistics.

6  Registration involves collecting personal data from appli-

cants, verifying accuracy of information submitted, assessing
whether applicants comply with the programme’s eligibility
criteria, and storing applicants’ data onto the Programme
Management Information System.
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Barrett and Kidd (2015) identify seven crucial pre-
requisites for effective implementation of cash
transfers:

Setting up appropriate institutional arrange-
ments and staffing strategy for the manage-
ment and delivery of the transfers.

Developing operational manuals that clearly
set out the implementation processes.

Investing in capacity of the staff through ap-
propriate training.

Setting up a management information system
(MIS) to store, track and manage beneficiaries’
data. The MIS should support a minimum set
of operational functions, such as eligibility as-
sessment; entitlement calculation, and payroll
production; payments reconciliation; complaints
tracking; and production of analytical pro-
gramme performance reports.

Designing public communication strategies tai-
lored to the target population, to raise aware-
ness of the scheme existence, eligibility criteria
and application process to make sure the most
vulnerable can apply for these schemes.

Ensuring finance and accounting functions as-
sociated to the timely and accurate disburse-
ment of payment of beneficiaries.

Setting up effective monitoring, performance
management and learning systems, including
functioning grievance and redress mechanisms.

One of the key aspects to take into consideration is
how to deliver money to the beneficiaries. Delivering
the transfers is one of the most logistically chal-
lenging operations of cash transfer programmes and
governments might consider outsourcing this to a
separate service provider with access to specialist
technology and distribution networks. Over the last
decade, in many low- and middle-income countries,
there has been a move to use new approaches to
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deliver transfers to recipients, going beyond manu-
al disbursement at designated payment points. For
example, several cash transfer programmes support
beneficiaries to open a bank account and combine
cash provision with access to other financial ser-
vices, such as savings, loans and insurance. In arid
and semiarid regions in northern Kenya, for exam-
ple, the government Hunger Safety Net Programme
opens bank accounts for poor beneficiaries, who can
access payments from local bank agents based in
shops and other small businesses. In Uganda, where
banking services are limited, payments are delivered
through mobile phone service providers (Barrett and
Kidd, 2015).

Another fundamental challenge is to identify and enrol
beneficiaries. While the modality of identification

depends on the targeting mechanism, participatory
approaches involving community agents to assess
eligibility are often employed for cash transfers spe-
cifically targeted at people in poverty. The enrolment
process may involve the provision of a programme
identification card, or a personal identification
number (PIN) number associated to the beneficiary,
linked to the government's social registry.’

Cash transfers are an effective measure when they
reach those in need and provide transfers of sizeable
value. In this respect, a progressive implementation
of cash transfer programmes which incrementally

7 Social registries are information systems that support out-
reach, intake, registration, and determination of potential
eligibility for one or more social programmes (Leite, et al,
2017).
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scales up coverage and increases generosity of the
transfer should be considered to increase the redis-
tributive impact of cash transfers. Robust evidence
on the efficiency and effectiveness of the programme
can help to accelerate the programme expansion
(Samson, 2020).

The COVID-19 pandemic has highlighted the need for
governments to be able to react swiftly to external
shocks as well as the economic and social conse-
quences of counter measures. A major economic and
social impact of the pandemic was an increase in
poverty and the exacerbation of pre-existing inequal-
ity (Ferreira, 2021). Direct cash transfers to (vulner-
able parts of) the population have played a major
role in the governments’ COVID-19 response high-
lighting the relevance of existing cash transfer pro-
grammes, including in developing countries (World
Bank, 2021). As a shock-responsive social assis-
tance, COVID-19 cash transfers aimed to mitigate
the social and economic consequences of the pan-
demic. Despite being a short-term relief, such adap-
tive measures build on local existing social security
and payment systems. Consequently, Lowe, McCord
and Beazley (2021) emphasize the need of a resilient
existing social protection system and infrastructure.
At the same time the COVID-19 pandemic has also
highlighted the need for further refinement of many
systems, for example, by investing in additional dig-
ital and financial services infrastructure, institutional
capacity, emergency-adjusted legislative frameworks
as well as the expansion of a social registry.

Strengths and weaknesses
Effectiveness

Evidence shows that cash transfers can bring positive
results in the short and medium term but the impact
on longer term human development outcomes, such as
health status, education and nutrition, is less strong.
UCTs and CCTs contribute to beneficiaries’ income
and increase household expenditure, with no signif-
icant evidence for work disincentive effects. Cash
transfers are also found to increase beneficiaries’
savings and investment in livestock and agricultural
inputs (Bastagli et al, 2016). Bastagli et al. (2016)
argue that cash transfers do not always lead to im-
proved learning outcomes or health and nutrition
outcomes partly because these dimensions depend

The review shows that
cash transfers can

be a policy tool to
alleviate poverty, foster
productive investments,
and promote access to
education and health

services.

on several factors which might mediate the direct
effect of the monetary transfers.

The difference in effectiveness in terms of school en-
rolment and use of healthcare services between CCTs
and UCTs is weak. In this respect, UCTs might be a
more cost-effective policy option, compared to CCTs
(Baird et al, 2013; Bastagli et al, 2016). CCTs are
found to be more effective if there are conditions
that are strictly monitored and enforced (Baird et al,
2013). However, monitoring and evaluating conditions
is costly and requires substantial administrative ef-
forts, frequently not affordable in low- and middle-
income countries. The analysis of CCTs in Honduras,
Mexico and Nicaragua shows that monitoring bene-
ficiaries’ compliance increases administrative costs
by more than 20% (Caldés, Coady, and Maluccio,
2006).8 In addition, there is some evidence that the
imposition of conditions may increase the risk of
excluding the most vulnerable households that are
least able to fulfil them, potentially aggravating in-
equalities (OPM, 2013). This is especially relevant,
in areas where supply of public services, such as
presence of functioning schools and health clinics,
is severely constrained. In fact, conditions attached
to cash transfers in low-income countries tend to
be linked to the creation and rehabilitation of com-
munity assets (for example roads, water canals and
market spaces) rather than the regular use of public
services, or designed as “soft conditions”, not accom-
panied by rigid penalties (Ladhani and Sitter, 2020).

To conclude, the review shows that cash transfers can
be a policy tool to alleviate poverty, foster productive

8 Costs for identification of beneficiaries is similar although
decreasing over time.
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investments, and promote access to education and
health services. Administering conditions is associat-
ed with high monitoring costs, and do not necessarily
imply larger gains, especially in a scarcely resourced
context where public services may be not available.

Efficiency

Cash transfers are typically found to be less expensive
and more efficient than in-kind transfers or subsidies,
with fewer distortionary effects on local markets
(OPM, 2013; Bourguignon, 2018). In particular, the
analysis of the welfare effects of Progresa in Mexico,
for example, shows that replacing distortionary food
subsidies with cash transfers to poor households
is associated with welfare gains, with the cost of
raising USD 100 to finance the cash transfers being
only USD 62 (Coady and Lee Harris, 2000). The same
paper also estimates that financing cash transfers
through VAT reforms which shift taxes towards price
inelastic commodities show welfare gains. Never-
theless, these gains are much smaller than those
associated with subsidy elimination (Coady and
Lee Harris, 2000). Pilot experiments in three Indian
states confirm some of these findings and show that
cash transfers are less costly and better targeted to
the truly needy than food subsidies (Muralidharan,
Niehaus, and Sukhtankar, 2017).

Cash transfers may generate efficiency gains from
savings on logistics (compared to in-kind transfers)
and may avoid disincentives to local good production.
Nevertheless, it is important to consider the capacity
of the local market to absorb the increased demand
as a result of the transfers (Slater, 2008). For exam-
ple, in 2015 cash transfers in Ethiopia contributed to
rising market food prices in the absence of actions to
improve the supply of grains into markets where the
Productive Safety Net Programme was distributing
cash to poor households. This is particularly relevant
because while positive effects of cash transfers are
felt by both beneficiaries and non-beneficiaries, neg-
ative externalities are usually felt more acutely by
non-beneficiaries.

In low- and middle-income countries, where admin-
istrative capacity is low, data sources on poverty do
not exist in the same amount and quality as they do
in the higher income countries. This reduces efficiency
of poverty targeting cash transfer programmes and
leads to transfers to households not targeted or

omission of eligible households. Brown, Ravallion, and
Van de Walle (2017) study the performance of the
proxy means test (PMT) to identify poor households in
a number of African countries. Their results indicate
that on average, 80% of poor households are count-
ed as non-poor by the test, and 40% of non-poor
households are counted as poor. Ultimately, where
administrative capacity is low, categorical targeting
based on demographic characteristics can be a more
efficient approach to reach the very poorest segment
of the population (Samson, 2020; Kakwani, Soares, and
Son, 2006; Brown, Ravallion, and Van de Walle, 2017).

In conclusion, several cases in the literature convene
that cash transfers are more efficient than in-kind
transfers or subsidies, and present fewer distortionary
effects on local markets. However, poverty-targeted
cash transfers require significant resources and often
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struggle to identify poor households, basically exclud-
ing a large part of those in need and reducing the
redistributive impact of such measure (Samson, 2020;
Ladhani and Sitter, 2020; Kidd, Gelders, and Bailey-
Athias, 2017). An emerging paradigm advocates for ex-
panding coverage of cash transfer schemes and social
protection in general, moving toward a more inclusive
lifecycle approach by which policies are designed to
address risks and vulnerabilities at each stage of a
person’s life rather than narrowly targeting people in
poverty (Kidd, Gelders, and Bailey-Athias, 2017).

Enforceability

Enforceability of cash transfers is affected by three
factors: (i) the government's fiscal space, (ii) politi-
cal and institutional factors shaping social protection
trajectories and relationships across interest groups
in the society as well as (iii) the government's admin-
istrative capacity. The interplay among these three
factors affects the implementation of cash transfers
in terms of targeting, coverage and conditionality.

(i) Fiscal space: Fiscal sustainability is a key
challenge for cash transfer programmes. In many
middle-income countries, such as Mexico, CCTs have
been financed through the reallocation of resources
from the abolition of subsidies (e.g. on fuel and food)
and their sustainability depended on sustained eco-
nomic growth. While strong emphasis is on narrowly
targeting vulnerable and poor social groups in order
to rationalise the use of scares resources, the main
weakness of these policies is their limited size. To
increase public spending governments would need to
change the taxation system towards direct income
and property taxes, and to take more actions to ad-
dress tax evasion (Grugel and Riggirozzi, 2012). Low-
income country governments are usually unable to
finance cash transfers through payroll taxes, which
were central to the emergence of the welfare state
in developed countries (OPM, 2013). This is because
of the high degree of informality of the economy and
lack of infrastructure required for tax collection and
administration. This also reflects a structural limi-
tation of cash transfers, with the upper and middle
classes having no political and economic incentive
to pay for something that will only help the poorest
share of the population. As a result, in poorer econ-
omies, cash transfer programmes tend to be small,
partially or fully funded by development partners and
often suffer from weak national political commitment.

Expansion of cash transfers countrywide is mostly
constrained by the lack of national resources and
heavy dependence on donor funding (Scarlato and
D'agostino, 2016).

(ii) Political and institutional factors: Institutional
arrangements and internal politics will inevitably
play a role in influencing cash transfer programming.
Targeting and conditions of the transfers are political
issues which are shaped by public attitudes regarding
the perceived causes of poverty and inequality and
are critical aspects for maintaining political support
for cash transfers (Slater, 2008). When poverty is
seen as an individual failure rather than the result
of a structural lack of opportunity, UCT are believed
to create dependency and generate work disincen-
tives, although there is no empirical evidence for this
(McIntosh and Zeitlin, 2020). Conditions attached to
the use of the transfers can increase political ac-
ceptability and make cash transfers socially accept-
able (Slater, 2008). Similarly, when the dominating
view is that social assistance is not a basic right,
categorical cash transfers or universal might face
political resistance due to concerns over affordabil-
ity, efficiency, and sustainability of such measures
(Samson, 2020). Nonetheless, categorical targeting
based on demographic categories (such as age or
gender) rather than poverty targeted interventions,
may avoid to a considerable degree social invidious-
ness of non-beneficiaries and receive larger support
from the electorate, given that eligibility criteria
would be easier to understand (Ellis, 2008).

(iii) Government's administrative capacity: As de-
scribed in the implementation section, cash transfer
schemes require a functioning administrative system
to target and register beneficiaries, disburse the pay-
ments and allow for redress and grievances (Barrett
and Kidd, 2015). The more complex the design of the
transfer is, the greater efforts are needed in terms
of capacity, coordination and logistics.

In conclusion, a mixture of context-specific consid-
erations shapes the features of cash transfers. There
is not a single archetype but rather many models
depending on socio-institutional conditions, political
factors and available financial resources, as well
as administrative arrangements and existing ad-
ministrative capacity. Experience confirms that cash
transfer programmes that apply conditions and are
narrowly targeted to people in poverty tend to be
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fairly complex and require significant administrative
capacity. At the same time, cash transfers seem to
be more politically acceptable when the design fea-
tures targeting or conditionality or a combination of
the two.

Impact on inequality

Focusing on the impact of cash transfers on income
inequality, the evidence shows the large redistributive
potential of cash transfers. However, the magnitude of
impact varies across countries and is constrained by
the amount of the transfer. The redistributive effect
of cash transfers is larger in Eastern European coun-
tries, where large scale welfare programmes are a
legacy of former socialist rule, than in other regions

Box 8: Case study - Bolsa Familia in Brazil

.................................................

The Bolsa Familia programme was introduced as a
nation-wide programme in Brazil in 2003 and rapidly
increased its coverage to cover about 23% of the Bra-
zilian population in 2018 (Cirkovié, 2019). The cover-
age rate was set to match the poverty rate with the
intention that all households with an income below
the national poverty line would be eligible for the
programme. The programme provides low income
households with regular cash transfers, on the con-
dition that they comply with specific behaviours,
such as send their children to school or ensure they
are properly vaccinated. In 2018, the monthly pay-
ment represented about 13% of the average income
of beneficiary families (World Bank, 2020b).

There is strong evidence that the Bolsa Familia pro-
gramme has successfully reduced poverty and in-
equality. The World Bank estimates that by 2015
the percentage of the population living below the
international poverty line had dropped from 13 per-
centage points to three in Brazil, with Bolsa Familia
accounting for between 33% and 50% of the ob-
served decline (World Bank, 2020b). The programme
has also contributed to reducing income inequality,
as measured by the Gini Index, by around 2.7 points.
This represents a significant impact on inequality,
especially when one considers the fact that the

................................

of the world (Anderson et al, 2016). In contrast, in
Latin America, although the progressivity of the cash
transfers is high, CCTs redistributive impact is lim-
ited in most countries, with the exception of Brazil,
Mexico and Ecuador (Anderson et al., 2016; Amarante
and Brun, 2016). This is mainly due to the size of
these programmes, which amount to about 0.5% of
GDP in most Latin American countries.

In sub-Saharan Africa, several countries launched cash
transfer programmes on a pilot basis, over the last
decades, with the aim to move from emergency assis-
tance towards more permanent social protection pro-
grammes. Comparative analysis on the redistributive
impact of cash transfer programmes is nascent but
promising. Findings from a recent study assessing

Bolsa Familia programme used to %
represent around 0.6% of GDP or
2.5% of the national budget.

Regarding the implementation arrangements, a new
ministry was specifically created at the central level
to manage and monitor the implementation of the
programme. A unified single registry of all bene-
ficiaries was set up to storage and manage bene-
ficiaries’ data. The enrolment of beneficiaries and
case management was devolved to the municipal
level wherever possible (Lindert, 2005).

Despite the critical impact of Bolsa Familia on pov-
erty and inequality, the current government is reduc-
ing spending on this social assistance programme, in
the name of a different strategy to fight poverty,
which relies on boosting economic growth and job
creation, while cutting public expenditure. An article
by The Economist (2020) reports that Bolsa Familia
will cost 0.4% of GDP by the end of 2020, with
the average benefit falling in real terms because
the transfer value is not automatically adjusted
for inflation. The same article cites that the Bolsa
Familia shrinkage is the most important contributor
to the observed recent increase in inequality in the
country.
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the feasibility of income floors in nine sub-Saharan
Africa countries (Comoros, Ghana, Ivory Coast, Nami-
bia, South Africa, Tanzania, Togo, Uganda, Zimbabwe)
indicate that the existing joint impact of taxes and
transfers reduce inequality in all countries (Lustig,
Jellema, and Pabon, 2019). However, current com-
bination of taxes and transfers increase post-fiscal
poverty in all countries but upper middle-income
Namibia and South Africa. This is because most
countries in the study rely on indirect taxes as the
main channel to collect revenues and use the largest
proportion of resources to finance general price sub-
sidies (especially on energy subsidies) rather than
on cash transfers. In this scenario, the continuing
expansion of non-contributory transfers could be an
effective way to tackle inequality. Cash transfers can
be an important part of a strategy to phase out fuel
subsidies, which are regressive, while also increas-
ing the progressivity of public spending.

To conclude, cash transfer programmes could be a
policy tool to reduce economic inequality (Braun and
Ikeda, 2021). However, the impact of cash transfer
programmes on inequality reduction depends on the
size of the transfers, which are often too small to
make a long-lasting difference (Barba, van Regen-
mortel and Ehmke, 2020).

SOVERNO FEDERAL

PATRIA EDUCADORmA

Take-aways

Larger cash transfer programmes will have larger
impacts on inequality and poverty. But they may
be more difficult to implement politically.

Starting a programme small may build political
support amongst beneficiaries.

Government expenditure is the most effective
way to increase income for people in poverty.
Government expenditure on cash transfers, and
public goods such as education and health
should be encouraged and made as equitable
as possible.

Funding cash transfers through consumption taxes
can result in a regressive programme. Income
taxes are a more appropriate source of revenue.

The use of conditionalities needs to carefully
consider the implications of targeting women for
gender relations, to avoid reinforcing traditional
gender roles and unintentionally absolve men
of responsibility in meeting conditions.

Bolsa Familia
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In the previous chapters, we have examined selected fiscal
policies with regard to their inequality reducing impact and
looked at design options supplemented by best practice ex-
amples. The main recommendations, which can be drawn from

the analysis above, are the following:

Fiscal policy can have substantial impact on income
inequality. A more equal distribution of income is
correlated with faster economic growth, poverty
reduction, as well as more social cohesion. This
Handbook examined the tools fiscal policy offers to
reduce levels of inequality, focussing on developing
countries. The analysed policies were selected as
they are most used by governments (CIT, PIT, VAT)
or could have a substantial impact on the reduction
on inequality (e.g. wealth taxes including property
taxes). The following recommendations are focuss-
ed on how to make these taxes as progressive as
possible. However, it is also important to look at
the bigger picture and consider all policies in place.
Sometimes there may be also trade-offs with other
policy goals which would need to be carefully bal-
anced against each other. In some cases, individual
elements of a package may be regressive. However,
this could be necessary for either political or techni-
cal reasons. This should be tolerated if the entire
reform package is progressive. Carbon pricing is a
good example for this.

In order to design policies effectively, governments
should have a deep knowledge of their country’s distri-
bution of income, the causes and drivers of inequality
as well as the behaviour of taxpayers in their specific
context. In fact, having a thorough knowledge and
reliable data of income and wealth is scarce. This
is partly due to the fact that relevant data is not
collected by statistical administrations to track in-
equality. In addition, household surveys often under-
estimate the income and wealth of people at the
top of the income distribution. These interconnected
aspects must be known and considered before de-
ciding which policies, be it taxes or transfers, to
implement.

Governments with more revenue can redistribute
more. This is because more tax revenue offers more

opportunity for the successful implementation of
inequality-reducing taxes. Larger governments also
have more resources to provide cash transfers and
expenditures on health and education that reduce in-
equality. Governments of developing countries should
aim to increase their ability to tax in order to im-
prove their ability to reduce inequality.

To make tax systems as progressive as possible,
governments should use income taxes more than con-
sumption taxes. However, it should be borne in mind
that consumption taxes are effective revenue raisers,
hence an adequate tax mix should be reached. Prop-
erty taxes are a good substitute for countries that
have not developed the capability to levy income
taxes on a large scale.

Wealth taxes can also reduce (wealth) inequality. Yet
there will be a constant lobbying effort to reduce the
taxes' impact by allowing further exemptions. This
pressure needs to be resisted, otherwise the tax will
not achieve its goals. If a tax on net wealth is intro-
duced, a relatively simple and easy to administer
design is the key: the identification and valuation of
taxable assets should be relatively easy and if prop-
erty should be included and an additional property
tax exists, it needs to be sure that no double taxation
occurs (e.g. through the introduction of credit mech-
anism). If taxes on net wealth are too complex to
administer, countries could opt for an inheritance
tax, which would accomplish the same goals and
is easier to collect. The use of wealth taxation can
also increase public perceptions of fairness, which
can lead to acceptance of further government redis-
tributive spending and further taxation.

Closing loopholes as well as cooperation and infor-
mation sharing both on a national as well as an inter-
national level can be important tools to make sure the
wealthy, individuals and companies, contribute their
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fair share of taxes. Next to interagency cooperation,
exchange of information and other mutual assistance
in tax matters will enable tax authorities to coordi-
nate internationally and thus detect and deter tax
evasion. These measures might be easier to introduce
from a political point of view than introducing com-
pletely new taxes. The implementation of BEPS-mea-
sures helps to prevent tax avoidance through overly
aggressive and artificial tax planning.

Consumption taxes are effective revenue raisers and
should therefore form part of any tax mix, although the
tax itself tends to be regressive. Targeted zero-rating
or introducing lower rates for basic goods might still
be helpful for the poorer. Nonetheless, zero-rating
products for consumption taxes is not actually pro-
gressive unless the product or service is consumed
almost entirely by people in poverty. Using fewer ex-
emptions and rates increases efficiency. To improve
the progressivity of consumption taxes, excise taxes
on luxury goods and socially undesirable goods (e.g.

alcohol and tobacco) could be introduced or taxed
with a higher rate.

Recycling revenue from carbon pricing can make the
final outcome progressive. Social grants are the most
progressive method to recycle revenue, while lower-
ing distortionary taxes is more efficient. Governments
need to make a political decision on which aim is
more important.

Financing cash transfer programmes through the use
of consumption taxes can result in the entire pro-
gramme being regressive. A more appropriate source
of revenue is income taxes, but these may not always
generate sufficient revenue.

The effect of cash transfers will depend to a large ex-
tent on the size of the transfer. Middle-income coun-
tries are able to raise more revenue than low-income
countries and are thus able to achieve larger reduc-
tions in income inequality and poverty through cash
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transfers. Eastern European countries have also been
able to sustain large cash transfers introduced under
socialism. Mexico was able to fund cash transfers
through reallocating funding from the abolition of
subsidies. This could result in a large decrease in
inequality as subsidies are regressive.

Governments should make cash transfers as large as
politically feasible. Evidence of the positive impact
of the programme can then be used to scale up the
programme over time. However, financial restrictions
must be taken into account.

No single design of a cash transfer will be effective
automatically. Governments should tailor proposals
to the administrative capacity to implement policy
and the political conditions they operate under. Some
populations are more tolerant of unconditional cash
transfers than others. The use of conditions might in-
crease political feasibility, although making transfers
conditional involves large administrative costs, and
there is little evidence that the conditions achieve
the poverty-reducing impacts that are desired.

In developing countries, targeting transfers to people
in poverty is difficult and results in higher administra-
tion costs. Poor targeting can also reduce political
popularity of programmes. Categorical targeting is
more effective under these circumstances. The use of
conditionalities can unintentionally lead to conflicts
due to traditional gender roles. Nevertheless, tar-
geting women and including them in conditionalities
leads to a reduction of gender inequality.

The COVID-19 pandemic has highlighted the potential
role that efficient and effective cash transfer pro-
grammes could play in governments’ response to ex-
ternal shocks that exacerbate existing poverty and
inequality levels. Well-designed programmes provide
short-term relief to the targeted most vulnerable
social strata, including those in the informal sector.
For example, cash transfer programmes were imple-
mented in 19 countries in Western and Central Africa
as part of the COVID-19 response and proved the
potential for adaptive protection measures (World
Bank, 2021). However, they also revealed the need
for a resilient underlying social protection system
and infrastructure to tackle poverty in the long run.

Overall, it can be seen that combating inequality
through fiscal policies can only be effectively achieved
if both the revenue and the expenditure side is consid-
ered. On the one hand, taxes can play a large role in
fiscal redistribution when it is focussed on extreme
wealth. On the other hand, increasing the income
of people in poverty is more effectively achieved
through transfers and government expenditure. In
the absence of government interventions, health and
education outcomes are highly unequally distributed
and closely linked to income. The rich have better
health access and outcomes and achieve better edu-
cation. Government's intervention should be aimed at
providing similar outcomes for all citizens, regard-
less of their income. Countries that have a more
inclusive education system are also able to make
health services more inclusive. Thus, a holistic pack-
age of fiscal policies is important when tackling the
reduction of inequality.
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Glossary

Base erosion and profit shifting (BEPS) - refers to legal
tax planning strategies used by multinational en-
terprises that exploit gaps and mismatches in tax
rules in an artificial way to avoid paying tax.

Capital gains tax - a tax levied on the profit from the
sale of an asset, for example, financial securities
or property.

Carbon pricing - a cost applied to carbon emissions to
encourage polluter to reduce the amount of carbon
emitted. The most common forms of carbon pricing
are a carbon tax or an emissions trading scheme.

Cash transfer - form of social assistance provided
by the government to subgroups of the population
deemed eligible by society on the basis of their
vulnerability or poverty.

Contributory programme - transfers provided to people
that depend on a history of contributions by the
beneficiary or his/her employer, e.g. a pension.

Consumption tax — a tax levied on consumption spend-
ing on goods or services. Consumption taxes can
include excise levies, sales taxes or a value-added
tax.

Direct tax - a tax paid directly to the government/im-
posing entity by the person on whom it is imposed.

Distortion - when the imposition of a tax results in
changes to economic variables that could result in
lower economic growth over time. For example, per-
sonal income taxes can lead to less saving by the
wealthy, which leads to less investment. The long-
term impact could be less economic growth.

Elasticity - the extent to which the demand for a good
or service changes with the change of its price.
Goods that are necessities, such as staple foods
and fuels, will see little change in how much of a
good is sold, even if the price goes up. This good
is said to be price inelastic. If consumers have al-
ternatives, or if goods are a luxury, the amount of
the good sold will change by much more than that
of a necessity when prices increase. In terms of tax

incidence, if a good's demand is inelastic relative
to the supply, producers will be able to shift more
of the tax onto consumers and thus consumers bear
the incidence.

Equality - the right of individuals or groups to have
the same treatment and the same social position.

Excise levy - a tax levied on the consumption of a
specific good, often with the goal of raising revenue
and decreasing consumption of a socially undesir-
able good like tobacco or alcohol.

Exemption - an exemption is a deduction to reduce the
amount of income (entirely or partially) that would
otherwise be taxed.

Externality — when costs or benefits are imposed on
other parties without their consent. Often the so-
lution to the problem of an externality is to inter-
nalise the cost, i.e. make the originators pay for
the damage, through the use of a tax, such as a
carbon tax.

Global Forum on Transparency and Exchange of Infor-
mation for Tax Purposes (Global Forum) - the Glob-
al Forum is a group of over 160 jurisdictions that
includes all G20 countries, financial centres, and
the majority of its members are developing coun-
tries. Together they work on an equal footing to
put an end to offshore tax evasion by fostering the
effective implementation of transparency and ex-
change of information standards worldwide and
more specifically, the exchange of information on
request (EOIR) and automatic exchange of infor-
mation (AEOQI).

Income - money received on a regular basis, usually
from a salary, in exchange for the provision of work,
for the production/provision of a good or a service
or the proceeds from investments.

Income tax - a tax levied on the income that a busi-
ness or individual earns.

Indirect tax - a tax collected by an intermediary from
the person who bears the ultimate economic burden
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Glossary

of the tax. Usually refers to taxes such as con-
sumption taxes.

Inequality - a fundamental disparity that permits one
individual certain (material) choices, while deny-
ing another individual those very same choices. In
terms of taxes this handbook focusses on two forms
of inequality that are important:

Horizontal inequality - do taxpayers with sim-
ilar levels of income pay similar levels of tax?

Vertical inequality - is the tax paid proportion-
ate to the ability to pay? In other words, is the
tax burden distributed fairly so that those who
are able to pay more, pay more?

Nexus - a connection between the taxing authority and
an entity that must collect or pay the tax. Without a
sufficient nexus the taxing authority is not allowed
to impose taxes on the income of the entity.

Non-contributory programme - transfers provided to
people that are independent of a history of con-
tributions by the beneficiary or his/her employer,
e.g. cash transfer for disabled persons.

OECD Inclusive Framework on BEPS - an initiative
where over 135 countries and jurisdictions are col-
laborating on the implementation of measures to
tackle tax avoidance, improve the coherence of in-
ternational tax rules and ensure a more transparent
tax environment. This work includes the challenges
of taxation in a digitalised economy.

Personal income tax (PIT) - a tax levied on an individu-
al’s income. This can include wages and salaries,
which are usually paid to tax authorities by the
employer, on behalf of the employee. The personal
income tax often includes income from capital gains
and income from interest. The treatment of div-
idends varies by country, ranging from fully exempt
from personal income tax to fully subject to the tax.
The self-employed have to file their own return and
make their own payment.

Proxy means test (PMT) - gives a score to each house-
hold based on a set of observable household char-
acteristics that are suggestive of whether a house-
hold is poor. Such characteristics may include the
size of the household; the gender of the head of

the household; the demographic composition of the
household, household’s assets, etc.

Recycled revenue - refers to the spending of revenue
that is generated from the imposition of carbon
pricing. On what objectives or how this revenue is
spent determines how progressive the carbon pric-
ing scheme/carbon taxes will be.

Share equity - the shareholder’s claim on assets after
a company’s debts have been paid.

Tax base - the total amount of assets or income that
can be taxed by a taxing authority, usually by the
government. It is used to calculate tax liabilities.
This can be in different forms, including income or
the value of property. The base can be narrowed by
increasing exemptions, i.e. excluding certain parts
of the base from taxation.

Tax incidence - who ultimately bears the burden of a
tax, as opposed to on whom it is initially imposed
(only pays it to the taxing authority). For example, a
tax on petrol is paid by refineries, but the tax is part
of the final price of the product (however, (often)
separately stated). Thus, the economic burden of the
tax is on the consumer and not the refineries.

A tax is regressive if the incidence falls on
people in poverty.

A tax is proportional if the tax rate is the same
for all who pay, regardless of income.

A tax is progressive if the rich pay more, i.e.
the incidence falls on the wealthy.

Tax rate - the ratio, usually a percentage, at which a
person or company pays tax.

The statutory tax rate is the rate specified in
the law.

The effective tax rate is the rate that is actually
paid, after all deductions.

The average tax rate is the rate paid over all
income.

The marginal tax rate is the rate paid on the
last Euro.



Fiscal policies to reduce inequality |

Value-added tax (VAT) - is a consumption tax placed Wealth tax - a tax on the assets that an individual
on a product (or service) whenever value is added or entity owns, rather than on their income. Wealth
at each stage of the supply chain, from production taxes come in many forms:
to the point of sale. The amount of VAT that the user
pays is on the cost of the product, less any of the Property taxes levy taxes on the value of prop-
costs of materials used in the product that have erty that is owned.

already been taxed.
Inheritance taxes tax the value of the trans-
Wealth - the assets a person, family or corporate ferred wealth at the time of death.
owns, including property and financial assets.
Net wealth taxes levy a tax, usually a small
percentage, on the size of the assets owned.
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The objective of this analysis is to provide an overview of the
state of inequality and existing fiscal policies to reduce in-
equality in the reform partner countries of German development
cooperation (GDC) - namely Céte d’lvoire, Ethiopia, Ghana, Mo-
rocco, Senegal, Tunisia and Togo. This analysis also assesses if
and how new fiscal policies can be introduced, and reforms to
existing policies can be implemented to improve their impact
on the reduction of inequality. For GDC, reform partner coun-
tries are particularly reform-minded countries that receive in-
creased support, both from technical and financial cooperation,
tied to the delivery of agreed results (BMZ, n.d.).

The country briefs below contain information on each
country emphasising the data available on inequality,
the existing fiscal policies in each country and what
further options are available. This study is part of a
broader assessment on how fiscal policies are best
implemented to reduce income inequality. As such,
this study focuses on the fiscal policies that are
frequently used by governments and/or could have
a substantial impact on the reduction of inequality:

® On the revenue side: personal income tax (PIT),

corporate income tax (CIT), digital services
taxes, wealth taxes including property taxes,
policies to effectively tax the wealthy, con-
sumption taxes, and carbon taxes. Carbon taxes
and digital services taxes are addressed be-
cause they are politically increasingly relevant,
and their revenues can be reused for pro-poor
spending.

On the expenditure side: spending on social
protection, in particular cash transfer pro-
grammes. Each country brief also presents
data on government spending on health and
education, although this study does not review
education and health policies in detail.



COUNTRY BRIEFS
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Table 1: Céte d'Ivoire indicators’

Population (million) 26.9 World Bank, 2020
GDP per capita (EUR) 2,008.51 World Bank, 2020
Average monthly earnings of employees (EUR) 169 ILO, 2017

GDP (million EUR) 54,091 World Bank, 2020
Gini coefficient 415 World Bank, 2015
Income share of top 10% (percent) 31.2 World Bank, 2015
Income share of bottom 10% (percent) 2.1 World Bank, 2015
Poverty headcount at $5.50 a day (percent) 83.2 World Bank, 2015
Average GDP growth (percent) 1.81 World Bank, 2020
Government revenue/GDP 15.0 IMF, 2020

Government expenditure/GDP 20.6 IMF, 2020

Debt/GDP 47.7 IMF, 2020

Government expenditure on education as % of GDP 3.3 World Bank, 2018
Domestic general government health expenditure (% of GDP)  1.21 World Bank, 2018

Public spending on cash transfers -- -

Labour force participation rate (percent) 56.06 World Bank, 2017
Labour force participation rate - female (percent) 48.17 World Bank, 2017
Informal employment (percent) 84.8 ILO, 2017

Gender pay gap? - -

Main industries + Agro-processing --
Cocoa and cashew
nuts farming
Construction
0il sector

Member of Addis Tax Initiative No --

1 GDP is measured in millions of constant US dollars. GDP per capita is measured on a purchasing power parity basis. Poverty head-
count is ratio at $5.50 a day (2011 PPP). GDP average is over the last ten years. Data sourced from World Bank (n.d.) Development
Indicators. Debt/GDP, Government Revenue/GDP and Government Expenditure/GDP sourced from IMF (2021a) Article IV. Average
monthly earnings of employees and informal employment from International Labour Organization (ILO, 2020) decent work statistics.
Public spending on cash transfers from ASPIRE database (World Bank 2020b). Latest years available 2015-2020. Current exchange
rates are applied: Exchange rate 1 USD = 0.8817 EUR. Exchange rate 1 XOF = 0.0015 EUR.

2 There is no data available for gender pay gaps in developing economies.
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Current tax policies

In Cote d'lvoire, tax revenues were equivalent to 12.2%
of gross domestic product (GDP) in 2019, improving
slightly from 12.1% in 2018. The improvement was
primarily driven by the digitalisation of revenue ad-
ministration operations, which boosted value-added
tax (VAT) collection. Preliminary estimates from the
first quarter of 2020 indicate the need of additional
funding equivalent to 0.2% of GDP due to the impact
of COVID-19 pandemic and mitigation measures. Col-
lecting tax revenues equivalent to only 12% of GDP
will limit the scope of inequality-reducing policies on
both the expenditure and revenue side.

The standard VAT rate is 18% and there is a 10%
rate for fees and commissions charged by financial
institutions (Deloitte, 2019). Some items are exempt
from VAT, such as fertilisers, feed for livestock
and farmyard animals, and medicine. A reduced
rate of 9% applies to products made from durum
wheat, milk, petroleum products and on equipment
for the production of solar energy (Lloyds Bank,
nd.). In 2018, VAT revenues represented 21% of
total tax revenues, which was lower than the tax
revenues from other taxes on goods and services
(38%). Despite recent improvements in collection,
VAT revenue remains low mostly due to various VAT
exemptions, such as in the agribusiness and trans-
portation sectors. Recent data on the impact of VAT
on inequality is not available. However, estimates
from 2015 indicate that VAT was slightly progres-
sive (Jellema and Tassot, 2020).

Among the taxes on goods and services other than
VAT, in 2019 the government introduced a package
of mobile money sector specific taxes, amounting to
7.2% of the mobile money providers’ total revenue.
This fiscal measure replaced a 0.5% transaction
tax introduced in 2018, which caused public out-
cry. Mobile money operators may try to pass on the
taxes to consumers, by increasing the price of their
services. This would disproportionally affect poorer
households and reduce poor households’ access to
these services.

CIT accounted for 13% of tax revenues in 2018. The CIT
standard rate is 25% and a 30% rate applies to tele-
com companies. Some advantages are granted to the
agricultural sector and specific firms through state
conventions. CIT is not levied on the profits of small

enterprises’, which pay a presumptive tax in lieu of
VAT and CIT depending on how large turnover is. Its
threshold has not been updated since 2001, which
means that the tax is becoming more regressive over
time because inflation is reducing the value of the
threshold.

PIT is imposed at progressive rates ranging from 2% to
36% on different types of income. Salaries are taxed
at rates from 0% to 60% and a self-employed indi-
vidual may elect to be taxed at a flat rate of 20%
instead of being subject to the general income tax. In
general, PIT revenues represent less than 1% of total
tax revenues due to the high degree of informality of
the Ivorian economy.

Property taxes are charged on the actual or potential
rental income of landlords and apply to built and un-
built land. Revenues from property taxes are collected
centrally and are lower than those observed in com-
parable countries, which might reflect the complexity
of the tax schemes including numerous tax exemp-
tions (Franzsen and McCluskey, 2017; Tayoh, 2017).

In Cote d'lvoire, wealth taxes on net wealth or on the
transfer of wealth are not applied. There are transfer
taxes, in case of a transfer of property through a
direct sale. Tax rates vary depending on the type of
transfer (lease or sale) and type of property (real
estate or business) (PWC, n.d.).

Carbon taxes are also not implemented, although the
government launched a project on carbon taxation in
2018 to plan, design and implement a carbon tax at
national level, as well as to propose various options
for the use of revenues generated (World Bank, 2019a).

The International Monetary Fund's (IMF) analysis of
the performance of the tax system (IMF, 2019¢) out-
lines that while there have been administrative im-
provements in tax collection, key drivers of economic
growth remain relatively untaxed (for example, the
construction, mining and oil sectors, and some exports
such as cacao waste). This is mainly due to tax ex-
emptions, which account for at least 1.5% of GDP in
2017-2018 based on national estimates (Government

3 This tax regime is only for entities with a projected turnover
below 50 million XOF (approximately 75.000 EUR) if they are
selling goods and below 25 million XOF (approximately 32.000
EUR) if they are selling services (Focus Venture, 2020).
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of Céte d'lvoire, 2018). Tax revenue performance is
assessed to lag behind other countries in the region
and emerging markets (IMF, 2019c).

The heavy reliance on consumption taxes limits the
progressivity of the tax system, however the proceeds
can nonetheless be used to decrease inequality. The
highest share of tax revenues in Céte d'Ivoire in 2018
was contributed by consumption taxes, encompassing
VAT, sales taxes and excise taxes (about 60% of total
tax revenues). The impact of consumption taxes (with
the exception of the excise tax on alcohol) is pro-
gressive in Céte d'lvoire, potentially due to the var-
ious exemptions and reduced rates applied to certain
goods. Nonetheless, the contribution of consumption
taxes to inequality reduction is small (slightly above
0.25 Gini points*). Cote d'lvoire achieves inequality
reduction primarily through preschool and primary
education spending rather than taxation (Jellema
and Tassot, 2020).

4 The Gini coefficient is a statistical measure to represent
the income inequality or wealth inequality within a country,
region or any other group of people. The amounts can run
from 0 to 100: Higher values representing more unequal
distributions. A calculated amount of 0 represents 0 percent
concentration income distribution (everyone receives exactly
the same income). A Gini coefficient of 100 represents 100
percent concentration in a country's, region’s or group’s
income distribution (one person receives all of the country’s
income).

Current social protection

In Cote d'lvoire, the social protection system mainly
includes contributory programmes, such as pensions
and some form of social insurance schemes for for-
mal private-sector workers and civil servants, only
7% of the overall population.

Cash transfer programmes, for example to orphans,
disabled persons and poor households are negligible
in terms of both coverage and spending. However, en-
hancement of the social protection system for vul-
nerable households is one of the objectives of the
government'’s National Development Plan (NDP 2021-
2025). In 2019, the government launched a national
social programme (Programme Social du Gouverne-
ment - PSGouv programme), to improve access to
education, health care, electricity, potable water,
social cash transfers, and employment opportunities
for young people, as well as to improve connectivity,
particularly in rural areas. While the programme was
as large as 1.8% of GDP in 2020, most funds are
allocated to investment spending to improve access
to basic services. Development partners (World Bank
and the African Development Bank) financially sup-
port the expansion of cash transfer programmes.

As part of the PSGouv programme, in October 2019, the
government gradually introduced a universal health
care system based on new social contributions, with
some healthcare services provided free of cost to all
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citizens (for example prenatal and postnatal care).
The scheme’s sustainability needs to be assessed
before national scale-up.

The PSGouv programme launched in 2019 might in-
crease the equalising impact of fiscal policies in Cdte
d’'lvoire. As mentioned above, Cdte d'lvoire reduces
inequality mainly through fiscal policies on the ex-
penditure side. In this respect, the government's
commitment to improve access to education, and
health care, as well as to expand coverage of cash
transfer programmes is promising. Nevertheless, the
equalising impact might be reduced by the small
size of the cash transfers (amounting to 0.01% of
GDP)® and the use of public spending to finance sub-
sidies, especially on electricity. These subsidies are
regressive and increase inequality (Jellema and Tas-
sot, 2020), although they are a key element of the
government's strategy to improve access to elec-
tricity for poor households.

5  Preliminary estimate based on total spending on monetary
transfers to rural households under the PSGouv programme
in 2019 (XOF 3.7 billion - about 5.6 million EUR).

Scope for introduction of other
policies

Using data from 2015, the Organisation for Economic
Co-operation and Development (OECD) assessed that
the combined effect of tax instruments and public
spending is only modestly equalising in Cdte d'lvaire
(Jellema and Tasson, 2020). Indirect taxes, except
the alcohol excise tax, and expenditure policies, with
the exception of vocational or tertiary education and
electricity subsidies, are slightly progressive. Over-
all, fiscal policy reduces inequality by 1 Gini point.
This is lower than the average of other low- and
middle-income countries in Africa.

After several years of civil unrest ended in 2011, Céte
d’lvoire is experiencing a period of relative stability.
The economy has been growing by an average yearly
growth of 8% since 2012, driven by agribusiness ex-
ports (cocoa and cashew nuts value chains), petro-
leum product exports as well as good performance in
the construction sector, telecommunications sector
and other services. However, the COVID-19 pandemic
affects the country’s economic development and thus
revenue collection negatively. Additionally, spending
needs have risen significantly.

Despite previous stable growth, inequality has fallen
slowly. In 2015, the Gini coefficient was only 1.7
points lower than the value registered in 2008. In-
clusive growth is now a priority of the government,
as identified by the NDP 2021-2025 and the Plan
Stratégique Décennal Cdte d'lvoire 2030.

The government undertook an ambitious reform agenda
to improve revenue mobilisation and public spending
efficiency. The tax administration rolled out a new
online tax filing module for firms, which facilitated
VAT collections. A Single Tax Identification Number
for all new businesses has been introduced to im-
prove tax administration. Similarly, the ongoing de-
velopment of an online cadastre should help boost
property tax revenue.

The government has also recognised the importance
of complementing efforts aimed to improve tax ad-
ministration with fiscal policy measures to broaden
the tax base, reduce distortions and contribute to a
more effective resource redistribution. This is likely to
have a positive impact on the reduction of inequal-
ity. Some areas of improvements were identified in
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the 2019 budget documents, for example reforms to
the VAT, CIT (related to the reduction of exemptions)
and property taxes (to facilitate administration). This
could represent a good starting point to implement
changes that are more ambitious.

On the expenditure side, abolishment of regressive
subsidies (for example electricity subsidies) is likely
to face social and political opposition due to concerns
related to access and affordability. In fact, a 2016
electricity tariff increase was cancelled because of a
strong negative reaction from the public.

The scope for introducing new spending policies and
reforms is likely to be constrained by limited domestic
resources. The implementation of the PSGouv pro-
gramme, which is mostly accommodated within the
current budget should progress. However, the fiscal
deficit is expected to reach 5.3% of GDP by the end
of 2020, due to tax relief in some economic sectors
and increased spending in response to the COVID-19
pandemic. While this crisis might represent an oc-
casion to foster investments in social protection, fis-
cal pressures might reduce spending in the medium
term, reducing the scope for action.

More broadly, enhancement and sustainability of the
inclusive growth agenda is subject to political risks, as
well as external shocks, such as a decline in cocoa and
cashew nuts prices. The October 2020 election con-
firmed President Alassane Ouattara for a third term
in office. However, there has been ongoing tensions in
the country with risks of more violence. In addition,
it remains to be seen how the elected government
will deliver its promise to not raise the cost of living
domestically, while committing to raise taxes on
profits.

Recommendations for application
of reform strategies

While the expansion of cash transfers and the abol-
ishment of regressive subsidies are advisable, there
seems to be little scope for change in the short term
due to political and fiscal considerations. Nonetheless,
the country faces only a modest risk of debt dis-
tress, which might allow some room for increase in
borrowing.

With this in mind, reform strategies can focus on im-
proving tax revenue mobilisation to create fiscal space
to expand public spending in the longer run. This is
in line with the IMF's recommendations. The country
could consider:

Rationalising and removing VAT exemptions,
especially for sectors and goods consumed
by the relatively wealthy (for example, some
imported goods).

Removing firm-specific tax exemptions granted
through state conventions. This would broaden
the tax base and make the tax system more
transparent.

Using the online property cadastre to enhance
property taxes collection capacity. Exemptions
can also be removed, and rates simplified to
move toward a single tax on both built and
unbuilt land.

Supporting the government project on carbon
taxation and steering use of revenues generat-
ed toward social spending for cash transfers.

Supporting the government to counter tax avoid-
ance and tax evasion which would help to make
the better-off paying their fair share of taxes.
This would be in line with the country”s mem-
bership and corresponding obligations in the
OECD Inclusive Framework on base erosion and
profit shifting (BEPS) and the Global Forum.
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2.2 Ethiopia

Table 2: Ethiopia indicators®

Indicator Latest available data Source, latest date

Population (million) 114 World Bank, 2020
GDP per capita (EUR) 825.57 World Bank, 2020
Average monthly earnings of employees (EUR) 60 ILO, 2013

GDP (EUR) 54,091 World Bank, 2020
Gini coefficient 35 World Bank, 2015
Income share of top 10% (percent) 28.5 World Bank, 2015
Income share of bottom 10% (percent) 2.9 World Bank, 2015
Poverty headcount at $5.50 a day (percent) 90.2 World Bank, 2015
Average GDP growth (percent) 6.01 World Bank, 2020
Government revenue/GDP 13.0 IMF, 2021
Government expenditure/GDP 16.0 IMF, 2021
Debt/GDP 52.7 IMF, 2021
Government expenditure on education as % of GDP 4.73 World Bank, 2015
Domestic general government health expenditure (% of GDP) 0.77 World Bank, 2018
Public spending on cash transfers -- --

Labour force participation rate (percent) 79.6 World Bank, 2013
Labour force participation rate - female (percent) 73.4g World Bank, 2013

Informal employment (percent) - -
Gender pay gap -- --

Main industries + Agro-processing --
+ Textiles
+ Beverages

Member of Addis Tax Initiative Yes --

6 See footnote 2. Latest years available 2015-2020, except for Average monthly earnings of employees, data is for 2013. Debt/GDP,
Government Revenue/GDP and Government Expenditure/GDP sourced from IMF (2020a).
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Current tax policies

Ethiopia has a fairly low level of tax to GDP, at only
11.7% of GDP in 2019 (IMF, 2020). Surprisingly, this
level has declined over time, from 20% of GDP in 2004.
The decline in revenue performance will have im-
plications for expenditure, because there will be less
revenue. With less tax being raised, tax instruments
to reduce inequality will also be less effective. In
order to have an impact on inequality, the govern-
ment needs to improve revenue performance. The
IMF (2020) Article IV Report from January envisaged
revenue climbing to 14.7% of GDP by 2023/24, but
this was before the COVID-19 crisis, so this number
is unlikely to be achieved. The African Development
Bank confirmed that tax revenues increased by 16%,
but that the tax-to-GDP ratio decreased to 9.2% in
2020 as a result of the COVID-19 pandemic in 2020.

Ethiopia has a progressive PIT, with seven bands and
a top rate of 35% on income over ETB 10,900 (EUR
236) per month. This is a low level to have as a top
tax bracket and implies that many taxpayers will be
paying the top rate. The basic exemption applies only
on monthly salaries below ETB (EUR 13), which is
quite low. Hill et al. (2017) found that Ethiopia's PIT
was progressive but poverty-increasing because the
basic exemption was so low.

Capital gains are taxed at 15%, CIT is levied at 30%
and Ethiopia imposes a VAT of 15%. Financial services,
medical services and supplying the central bank with
gold are exempt from VAT. Excise taxes are levied
on tobacco, alcohol, soft drinks, sugar and cars,
amongst others. Import tariffs account for 30% of tax
revenue, as does the VAT. Tariffs can be regressive
as the poor consume more of their income on goods,
while the wealthy consume both goods and services.
Services are not subject to tariffs. Ethiopia does not
have a carbon tax or a digital services tax. Ethiopia
discussed to introduce a property tax in fiscal year
2020/21.

The central government provides 38% of total central
government expenditure to state governments. Ethio-
pia shares revenue between the central government
and regional governments. If a company is registered
in a region, the central government will share any
CIT with the district government where the company
is registered on a 50-50 basis. For VAT, the split is
70% for national government and 30% for regional

-

governments. This arrangement might have increased
regional inequalities. Many companies have their
headquarters in Addis Ababa, even though most of
their revenue or production occurs in other regions.
In this case, the revenue from the CIT will flow to
Addis Ababa, the richest region. In the case of VAT,
traders who buy their goods in Addis Ababa and then
sell them in poorer regions are entitled to an input
rebate from the region they sell in. There is thus a
fiscal transfer from the poorer region to Addis Ababa.
The fact, that regions also align with ethnic bounda-
ries, can make these tensions even more significant.

Exemptions are a perennial problem for tax author-
ities in Ethiopia. In the Letter of Intent to the IMF,
Ethiopia undertook to reduce exemptions on VAT and
excise taxes for imported goods (IMF 2020a). Ethio-
pia also placed a moratorium on the granting of new
tax incentives. In 2007, taxes foregone as a result
of incentives were 4.5% of GDP and it is not clear
that the situation has improved since then. A fiscal
incidence study of Ethiopia found that fiscal policy
reduced income inequality, with the Gini coefficient
declining by 2 points due to fiscal redistribution. Fis-
cal policy reduced the depth of poverty but increased
the number of people in poverty (Hill et al, 2017).
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Current social protection

Ethiopia's Productive Safety Net Programme (PSNP)
is one of the largest social protection mechanisms in
Africa. It was created to assist chronically food-in-
secure households. It consists of two parts. The pub-
lic works component allocates work to able-bodied
beneficiaries to construct community-owned assets.
Wages can be either in cash or food. The direct-
financial support-component is for households with
elderly or disabled breadwinners. Payments are set
to be similar to the local minimum wage. PSNP has
been in operation since 2005 and has been extended
to cover most of the country. PSNP has 8.3 million
beneficiaries, which is substantial but still less than
half of the poor population.

Hill et al. (2017) found that the PSNP was strongly
inequality-reducing. It reduced the Gini coefficient
by 0.993 points. PSNP has shown to be effective in
relieving poverty as it is well-targeted at the poorest
communities. The scheme also has a positive effect
on beneficiaries’ acquisition of assets and improve-
ment in nutrition outcomes. The World Bank estimates

that it has lifted more than 1.5 million people out
of poverty. PSNP has also been shown to increase
agricultural productivity and to increase access of
beneficiaries to healthcare and education.

Despite the successes of the PSNP, financing it has
been difficult. In the past, PSNP was mostly funded
by foreign aid, with some input from the govern-
ment of Ethiopia. However, aid flows to Ethiopia have
declined as the country’s economy has grown. The
result is that the value of the payments has declined
over time. For example, the value of the benefit was
tied to the cost of 15kg of wheat per person and 4kg
of pulses. From 2015, the value of the 4kg of pulses
was dropped from the benefit calculation. The decline
in the size of benefits has reduced the anti-poverty
impact of the programme.

Social protection will be even more important as Ethio-
pia faces a decline in economic activity caused by the
COVID-19 pandemic. The United Nations International
Children’s Emergency Fund (UNICEF) estimated that
COVID-19 would reduce economic growth by 2.9 per-
centage points in the current fiscal year (UNICEF, 2020).
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Scope for introduction of other
policies

Ethiopia is struggling to avoid a fiscal crisis. Debt
has risen to 52.7% of GDP. This is not a substantial
amount of debt, but it is concerning when revenue
performance is so weak. As a result, Ethiopia has
entered an IMF programme and has committed to
reduce expenditure, which will limit the scope to
increase expenditure on cash transfers. Indeed, fiscal
consolidation often increases inequality.

Ethiopia subsidises electricity and fuel. Although it is
difficult to establish exactly how large the subsidy is,
the IMF estimates that it could be as large as 2.25%
of GDP. This is a substantial sum in an economy that
only raises 11.7% of GDP as tax revenue. A fiscal re-
form could move funding for these subsidies to cash
transfers. This would have a substantial impact on
inequality, as these subsidies are usually regressive.

In the Letter of Intent to the IMF, Ethiopia undertook
to reform PIT by increasing the basic exemption. This
would make the tax more progressive and reduce the
administrative burden of the tax. The PIT brackets
appear to be taken effect at quite low levels. An
increased basic exemption should be allied with a
steeper schedule that places the incidence on the
middle-class and wealthy.

Recommendations for application
of reform strategies

Ethiopia needs to urgently increase tax collection. It is
very unusual for countries that grow rapidly to find
that tax collection is lagging, but that is the exact
situation that Ethiopia finds itself in.

The overuse of tax incentives needs to be stopped
and reduced. Currently tax incentives are grant-
ed by the Ethiopian Investment Commission,
without any input from the Ministry of Finance.
This needs to be corrected, with the Ministry of
Finance having at least a say, if not an outright
veto on any decisions on tax incentives.

PIT is important to reduce inequality, but Ethiopia
appears to have misconfigured the tax. The basic
exemption should be increased, and the rate

schedule made steeper, with a top tax bracket
at a much higher level of income.

Ethiopia’s decision to implement property taxes
mentioned in the 2020 IMF Article IV Report is
a good starting point. Ethiopia should aim at
implementing this decision thereby using a
system which is practicable and relatively easy
to implement. If implemented on a decentral
level, this could improve the financial situation
of the regions and lead to improved pro-poor
spending and service delivery for the broader
population. If linked to better service delivery,
such a tax, if reasonable designed, might not
face that much opposition.

Social spending on the PSNP needs to be main-
tained, as the programme has a significant
impact on inequality and poverty. This will be
difficult to achieve under an IMF programme,
when the government has committed to reduce
expenditure.
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2.3 Ghana

Table 3: Ghana indicators’

Indicator Latest available data Source, latest date

Population (million) 31.07 World Bank, 2020
GDP per capita (EUR) 2,053.07 World Bank, 2020
Average monthly earnings of employees (EUR) 69.41 ILO, 2017

GDP (EUR) 63,794 World Bank, 2020
Gini coefficient 43.5 World Bank, 2016
Income share of top 10% (percent) 32.2 World Bank, 2016
Income share of bottom 10% (percent) 16 World Bank, 2016
Poverty headcount at $5.50 a day (percent) 55.1 World Bank, 2016
Average GDP growth (percent) 0.41 World Bank, 2020
Government revenue/GDP 129 IMF, 2020
Government expenditure/GDP 28.2 IMF, 2020
Debt/GDP 78.9 IMF, 2020
Government expenditure on education as % of GDP 3.99 World Bank, 2018
Domestic general government health expenditure (% of GDP) 1.38 World Bank, 2018
Public spending on cash transfers 0.05 World Bank, 2016
Labour force participation rate (percent) 56.96 World Bank, 2017
Labour force participation rate - female (percent) 55.3 World Bank, 2017
Informal employment (percent) 78.1 ILO, 2015

Gender pay gap -- --

Main industries * Retail trade ==

+ Cocoa
+ 0il and gas
Member of Addis Tax Initiative Yes ==

7  See footnote 2. Latest years available 2015-2020, except for Average monthly earnings of employees, data is for 2013. Debt/GDP,
Government Revenue/GDP and Government Expenditure/GDP sourced from IMF (2021b).
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Current tax policies

Ghana collects only 11.5% of GDP in revenue, less than
the average for sub-Saharan Africa. Tax to GDP de-
clined from 12.6% in 2018 and 12.2% in 2019 to
11.6% in the pandemic year of 2020. However, nomi-
nal tax revenue accrued by government increased
from GHS 32.2 billion in 2017 to GHS 44.5 billion
in 2020. The low level of revenue limits the abil-
ity of the state to use taxes for redistribution and
for funding progressive expenditure. The government
of Ghana has recognised the problem and adopted
the slogan of “Ghana Beyond Aid", which seeks to
reduce Ghana's dependency on international aid and
increase tax collection through broadening the tax
base, improving tax compliance and tax administra-
tive efficiency as well as providing online tax filing.
However, Ghana's economy grew at an average rate
of just 0.2% for the first three quarters of 2020. This
outturn reflects the huge impact of the COVID-19
pandemic on Ghana's economy. As such, tax reve-
nue targets were revised downward to reflect the
COVID-19 pandemic shock on the economy. Several
tax policy measures were instituted to mitigate the
impact of the pandemic. These reliefs included waiv-
ers of income tax on health workers, waivers on VAT
and other levies on personal protective equipment
and remission of penalties.

Ghana collects its revenue primarily from three main
sources: (i) taxes on income and property® raise 6.1%
of GDP, (ii) taxes on domestic goods and services
(comprising excise tax, VAT, National Health Insur-
ance Levy, etc.) raise 5.8% of GDP, and (iii) taxes on
international trade just above 2.0% of GDP.

Ghana has a progressive PIT, with six bands. The top
rate is 30%. The tax is only paid by a small minority
of the population. As of 31 October 2020, there were
5.7 million taxpayers who had a taxpayer identifi-
cation number, out of a population of 30.4 million -
from which 3.8 million people live in extreme poverty
as of 2016. Although this is a low number of taxpay-
ers, it is a significant improvement as 3.7 million new

8 Please note that no separate numbers for income tax and
property tax revenue are available because official statistics
report them together. However, overall property taxation
revenue is negligible in comparison to other tax income in
Ghana.

taxpayers were registered in 2019 and 2020 alone’lt
is hoped that these newly registered taxpayers do
also pay taxes in the end, though COVID-19 might
affect this negatively.

Regarding wealth taxation, there is no inheritance tax
or net wealth tax, however, Ghana collects property
taxes. These are levied by local authorities. In Accra
the property tax is levied on properties containing a
building, except if it is used for religious, education-
al, or charitable purposes. Government and hospitals
are also exempt. Given the low percentage of revenue
raised through property taxes in comparison to other
taxes, it might be worth exploring if there is a way
to increase the revenue collected through it.

Standard VAT is levied at 12.5%, but two non-deduct-
ible levies of 2.5% for education and health drive it
up to at least 17.5%. Wholesalers and retailers can
opt for a 3% sales tax instead of VAT.

Using its national identification card number as tax
identification number for individuals is a first step to
capture the vast majority of citizens in the informal
sector who in the past used to remain outside the tax
net. This is a positive step to broaden the tax base;
however, it needs to be ensured that taxes are actu-
ally collected from those newly registered taxpayers
and the newly gained taxpayer information does not
end up as an unused file box.

Implementation of new revenue sources: Ghana has
proposed to implement a COVID-19 health levy in
2021. This proposed levy will increase the VAT and
the National Health Insurance Levy by one percentage
point to support the government in raising resources
to sustain measures to address the pandemic. A
5% levy on commercial banks on profit before tax
has also been proposed to raise revenue to support
the government'’s financial sector reforms started in
2018. A sanitation and pollution levy as well as an
energy sector recovery levy, which in effect will in-
crease transport fares, will be implemented in 2021.
These levies tend to be more regressive and may
increase the general prices of goods and services

9 From 1 April 2021, Ghana has begun to use the national
identification card number for tax identification purposes.
This new system has replaced the individually issued
Taxpayer Identification Number (TIN).
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(although some of them, e.g, the pollution levy)
might set socially desirable incentives.

Two important inequality-reducing policies have been
withdrawn. A top tax bracket for the PIT, 35% on sal-
aries above EUR 1,400 a month, was rescinded so the
top PIT rate reverts back to 30%. An excise duty on
vehicles with an engine capacity above 3 litres, ef-
fectively luxury vehicles, was also withdrawn. Both
of these measures were withdrawn by government
following a political outcry. Drivers and car owners’
associations were stridently opposed to the vehicle
tax (Restar, 2019). Hence, suggesting that elites will
try to push back against inequality-reducing measures.
Government might have been more successful if it ap-
pealed to fairness to reduce tax avoidance and evasion
to increase the amount of tax that the wealthy pay.

CIT is mainly collected from the manufacturing sec-
tor but could raise substantially more revenue. World
Bank (2020a) analysis shows that 3.7% of GDP could
be collected from the manufactured sector, com-
pared to actual collections of only 1.5%. Half of this
revenue from the CIT could come from large firms.
This shows that there is still considerable room to
improve CIT collection. In order to better able to tar-
get non-filing/ non-compliant businesses, the World
Bank recommends the construction of a database to
determine which were tax compliant. However, this
does not mean that there needs to be a separate da-
tabase, it would be sufficient to include such infor-
mation in the current database or systems e.g. used
by tax auditors or other public officials responsible
for risk assessment and case selection.

Current social protection

Ghana spends only 0.5% of GDP on social protection.
This is much lower than the 1.5% of GDP that lower
middle-income countries spend on average, and also
lower than the 2.1% of GDP that lower-middle in-
come countries in sub-Saharan Africa spend.

Ghana has several social protection schemes. The most
important is Livelihoods Empowerment against Pov-
erty (LEAP), which is a conditional cash transfer pro-
gramme. Beneficiary households must be extremely
poor and contain a pensioner, an orphan or a person
with a disability to be eligible. Grants range from GHS
64 (EUR 9) to GHS 106 (EUR 15), depending on the

number of members of a household. LEAP reaches 1.5
million individuals in 332,000 households. The con-
ditionalities relate to school attendance and regular
health checks. LEAP has been shown to reduce food
poverty by 25% and enhanced education outcomes
through reduced absenteeism and grade repetition.
LEAP also allowed a 7% increase in participation in
Ghana's National Health Insurance Scheme (NHIS).

Ghana runs a NHIS, which covers treatment of 95%
of the diseases common in the country. LEAP bene-
ficiaries are automatically members of the NHIS.
Membership is subsidised for children under 18,
pregnant women, seniors, and those living in poverty.
In total, 6.9 million people of the total membership
of 10.5 million are subsidised by the State. The sub-
sidy is paid through earmarking of VAT revenue.

Ghana has a mandatory social insurance scheme for
pensions. All employees are required to enrol in the
scheme and a portion of their wages is paid over to a
retirement account. A contribution from the employer
and the state are added. The scheme has three tiers,
with increasing contributions. Tiers 2 and 3 are run
by private sector companies. There is an informal
sector pension scheme but take up of the scheme
has been low.

Schooling is free, with government providing a per-
student payment directly to schools. In 2004, when
the scheme was piloted in the 40 poorest districts, it
resulted in a 36% increase in pre-primary enrolment
and a 14.5% increase in primary school enrolment.
It was extended to the entire country in 2005. The
scheme reaches 2.6 million learners.

Scope for introduction of other
policies

The government of Ghana's priority is to raise more
revenue, as outlined in the Ghana Beyond Aid policy.
Any policies that are implemented will depend on
having more revenue to spend and collecting taxes
which cover a larger proportion of the population, to
have a greater inequality-reducing impact.

Like most developing economies, Ghana has a sub-
stantial informal sector and is a cash economy. This
makes taxation difficult. In this regard, fostering of
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mobile money payments could be a solution and sup-
port collecting revenue.'

Ghana subsidises electricity but a World Bank analysis
found that only 8% of the subsidy was going to the
poor, as less than one quarter of people living in pov-
erty actually use electricity (World Bank, 2016b). The
current electricity subsidy is large and regressive, so
it should be reformed. Unfortunately, there are many
beneficiaries of the subsidy, so reform will be diffi-
cult politically. This reform could be tied explicitly
to shifting the expenditure to cash transfers. If this
reform were successful, it would potentially lead to
a substantial reduction in inequality.

Recommendations for the applica-
tion of reform strategies

Ghana's primary concern is economic growth and
reducing dependence on aid. Any support to Ghana
should be tailored with this in mind. On the positive
side, political stability means that Ghana is a candi-
date for substantial reforms.

The priority must be to increase the amount of
tax that is collected. Ghana collects a large

10 Please refer to the study on taxing mobile money commis-
sioned by the GIZ Sector Programme Good Financial Govern-
ance for more detail.

amount of tax through consumption taxes,
which can be regressive. If possible, the effort
to collect more tax should fall on income taxes.
The drive to register new taxpayers was quite
successful and should be continued. However,
it needs to be ensured that the registered tax-
payers will also effectively pay taxes. There-
fore, a further improvement of tax authority
performance is crucial. As tax collection in-
creases, citizens will demand increased quality
public goods and services in return.

At the same time, though, possible adverse ef-
fects of specific tax policies must be taken into
account. The current one-sided focus on increas-
ing revenue runs the risk of overlooking side-
effects of taxation on other desirable goals such
as poverty reduction and allocative efficiency -
especially if changes to the system are not being
applied in a systematic and coherent way.

Additionally, the government could increase its
activities against tax evasion which could help
to make the better-off paying their fair share
of taxes. This would be in line with Ghana’s
membership in the Global Forum.

Ghana has recently discovered new oil reserves,
which should enter production by 2023. Since oil
production tends to be very profitable and Ghana
has engaged the IMF on how best to tax the use
of the oil reserves, this could result in an increase
in tax collection. With transparent and account-
able management of the proceeds, revenue could
then be used for inequality-reducing expenditures
such as health, education, or social transfers.

Reform of electricity subsidies is needed. This
may be more difficult to achieve in an environ-
ment of rising tax revenues due to increased oil
production as the case for reducing expenditure
will be harder to make when tax revenues are
rising.

Increased revenue means more resources for
inequality-reducing expenditure. This may cre-
ate some momentum for further expansion of
social protection expenditure, which is at very
low levels compared to its peers.
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2.4 Morocco

Table 4: Morocco indicators™

Population (million) 36.91 World Bank, 2020
GDP per capita (EUR) 2,653.26 World Bank, 2020
Average monthly earnings of employees (EUR) - --

GDP million (EUR) 99,518 World Bank, 2020
Gini coefficient 395 World Bank, 2013
Income share of top 10% (percent) 319 World Bank, 2013
Income share of bottom 10% (percent) 2.7 World Bank, 2013
Poverty headcount at $5.50 a day (percent) 30.2 World Bank, 2013
Average GDP growth (percent) -7.12 World Bank, 2020
Government revenue/GDP 25.6 IMF, 2019
Government expenditure/GDP 29.7 IMF, 2019
Debt/GDP 65.2 IMF, 2019
Government expenditure on education as % of GDP 5.3 World Bank, 2009
Domestic general government health expenditure (% of GDP) 2.14 World Bank, 2018
Public spending on cash transfers 0.11 World Bank, 2016
Labour force participation rate (percent) 45.5 World Bank, 2017
Labour force participation rate - female (percent) 23.72 World Bank, 2016

Informal employment (percent) -- -

Gender pay gap - --

Main industries » Tourism --
» Services
Member of Addis Tax Initiative No --

11 See footnote 2. Latest years available 2015-2020, except for Government expenditure on education as % of GDP (2009). Exchange rate
1 MAD = 0.092 EUR. Debt/GDP, Government Revenue/GDP and Government Expenditure/GDP sourced from IMF (2021c).
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Current tax policies

Total public revenue represented 25.6% of GDP in Mo-
rocco in 2019, of which 21.4% are tax revenues. This is
in line with other countries in the region. This is higher
than the average for lower-middle income countries
(15.5%), but lower than neighbouring Tunisia (31.4%
in 2012). Morocco's economic growth sharply de-
creased by 7.12% due to the COVID-19 pandemic.

While PIT and CIT rates are comparable to those of
many European countries, their impact on income dis-
tribution is limited due to the high level of informality
of the economy. The top marginal income tax rate in
Morocco is 38% (for incomes over D 180.000 equiv-
alent to EUR 16,600/year). CIT is nominally progres-
sive, rising to 31% for companies with a taxable
income over D 1 million per year (EUR 91,985) (De-
loitte, 2019). In practice, the vast majority of CIT ac-
tually comes from just a handful of large and inter-
national firms, as the overwhelming majority of firms
are small or very small and informal. This reduces
the tax base and increases the reliance on financing
from donors, the diaspora and the Gulf States. Taxes
on incomes, profits and capital gains account for one
third of total tax revenue, whereas taxes on goods
and services (VAT) account for 44.9%'2 The VAT rate
is a flat 20% tax on consumer goods.

The heavy reliance on VAT and the difficulties of col-
lecting income and corporate taxes mean that the tax
system is unlikely to serve as an effective tool to cor-
rect income inequalities in Morocco. However, given
the size of the overall tax envelope, there is scope
for using the public purse to correct income inequal-
ities through public expenditures.

Interviewees mentioned the complexity of the current
tax system as one explanation for its relative lack of
effectiveness. Currently, there are 32 different taxes
in place. A large tax reform is planned, which aims
to simplify the tax structure and broaden the tax
base, focusing on two main taxes. However, to date,
progress has been limited due to political sensitiv-
ities. State capacity for implementation is however
considered to be adequate by regional standards
(see World Bank, 2019b).

12 World Bank, World Development Indicators. Reference year
2018.

Current social protection

The current social protection system in Morocco is
rudimentary. There are different elements of a con-
tributory social protection system that have devel-
oped over time to cover different needs, such as an
old age pension, maternity leave and unemployment.
These cover only civil servants and some formal sec-
tor employees (up to 32% of the population).

In addition, there are different ad hoc (non-contrib-
utory) programmes that have been set up in response
to specific needs (e.g. widows, ex-combatants, etc.).
The most comprehensive non-contributory social
protection scheme appears to be the means-tested
health insurance cover for poor families (Régime
d'Assistance Médicale, RAMED), which was set up in
2011. It aimed to cover roughly the poorest quarter
of the population (UNICEF, 2018). The King of Moroc-
co, Mohammed VI, has mentioned expanding health
insurance and old age pensions further in the future.

In response to the COVID-19 pandemic, the Moroccan
government has set up ambitious compensatory schemes
aimed at mitigating the impact of lockdown measures
on the population. These schemes amounted to D 12.3
billion (about EUR 1.1 billion), which is more than 4%
of total government spending (Ruddle and Williams,
2020). Morocco could afford this fairly ambitious level
of spending due to the modest size of its public debt
compared to other countries in the region.

Scope for introduction of other
policies

Inequality in Morocco must be understood in light of
its particular socio-economic and political context.
Moroccan inequality is higher than in neighbouring
North African countries (Gini coefficient: 39.5, com-
pared to 32.8 in Tunisia). This reflects, in large part,
the legacy of authoritarian rule, where the Royal pal-
ace has historically exerted almost total control over
many sectors of the economy. The key informants
interviewed for this brief described the Moroccan
economy as oligarchic and a rent economy, where
access to markets and investments were severely
restricted and subject to approval by the palace.
The law is in some cases used arbitrarily to restrict
commercial operations of economic actors not linked
to the palace.
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Furthermore, there are important inter- and intra-re-
gional inequalities. Large coastal cities in the North
of the country, as well as some tourist hotspots,
have dynamic economies, whereas the rural hinter-
land experiences high unemployment and under-
employment and living conditions that are close to
those of sub-Saharan Africa. Very little effort has
been made to date to correct regional inequalities.

In recent years, this reality has come under increasing
pressure due to social discontent emanating from the
Arab Spring movement in 2011, as well as security
concerns related to terrorism. The elites have re-
sponded to these pressures through a combination
of security measures, social spending and managed
democratisation. A new constitution was introduced
after the Arab Spring and the first parliamentary
elections were held in 2016.

The interviewees for this brief emphasised that the
strategy remains very focused on a security response
with less priority being placed on addressing the social
issues underlying popular discontent. Currently, there
is a moderate party in government, which has cam-
paigned on the promise of increased social spending.
However, its power remains limited, as is that of the
parliament, and major policy decisions continue to
require the approval of the King. The King directly
nominates the four key ministers in government (For-
eign Affairs, Finance, Religion and Interior).

This being said, the COVID-19 crisis has opened up
an opportunity to introduce more ambitious reforms.
In response to the economic crisis and long-term
structural under-performance of the Moroccan econ-
omy, the King has tasked a commission with elab-
orating a new development strategy fit for the post-
pandemic world.

Unlike many other countries in the region, Morocco
is not dependent on fossil fuels or other natural re-
sources, which tend to create inequalities and other
economic and political distortions. Furthermore, Mo-
rocco is also advantageously placed near the South-
ern tip of Europe, which has committed to investing
heavily in renewable energy. With the right incentives
and investments, this could potentially become a
novel source of green public financing for the Mo-
roccan state, which could be used to finance social
programmes.

Recommendations for the applica-
tion of reform strategies

Work on political reform alongside technical re-
forms, as a precondition for ensuring genuine
and sustainable change. The key informants em-
phasised that the major obstacles to reform
in Morocco are political rather than capacity
based. For economic development to be sus-
tainable, economic transformation will need
to go hand-in-hand with continued democratic
and social reforms. Otherwise, there is a risk
that future economic growth could be co-opted
and curtailed by the current oligarchy, in much
the same way as past growth has been. In the
long run, this would also increase the risk of
social backlash.

Continue creating additional fiscal space for re-
distribution. One possibility is promoting invest-
ments in solar and other renewable energy
sources, to create new streams of revenue for
the government. The scope for drastically ex-
panding progressive income tax or CIT in the
near future is limited by the structure of the
economy, which is dominated by small and very
small enterprises and characterised by a high
degree of informality. However, there should be
some room for activities against tax avoidance
and tax evasion which could help to make the
better-off paying their fair share of taxes. This
would be in line with Morocco’'s membership and
corresponding obligations in the OECD Inclusive
Framework on BEPS and the Global Forum.
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2.5 Senegal

Table 5: Senegal indicators™

Indicator Latest available data Source, latest date

Population (million) 16.74 World Bank, 2020
GDP per capita (EUR) 1,331 World Bank, 2020
Average monthly earnings of employees (EUR) - --

GDP (EUR) 21,963 World Bank, 2020
Gini coefficient 40.3 World Bank, 2011
Income share of top 10% (percent) 31.0 World Bank, 2011
Income share of bottom 10% (percent) 2.3 World Bank, 2011
Poverty headcount at $5.50 a day (percent) 88.4 World Bank, 2011
Average GDP growth (percent) 0.9 World Bank, 2020
Government revenue/GDP 20.4 IMF, 2019
Government expenditure/GDP 24.3 IMF, 2019
Debt/GDP 63.8 IMF, 2021
Government expenditure on education as % of GDP 4.83 World Bank, 2018
Domestic general government health expenditure (% of GDP) 0.95 World Bank, 2018
Public spending on cash transfers 0.03 World Bank, 2015
Labour force participation rate (percent) 48.83 World Bank, 2017
Labour force participation rate - female (percent) 38.38 World Bank, 2017
Informal employment (percent) 90.4 ILO, 2017

Gender pay gap -- --

Main industries + Mining -
» Construction
» Tourism

Member of Addis Tax Initiative Yes -

13 See footnote 2. Latest years available 2015-2020. Current exchange rates are applied: Exchange rate 1 XOF = 0.0015 EUR. Debt/GDP,
Government Revenue/GDP and Government Expenditure/GDP sourced from IMF (2021d).
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Current tax policies

Total public revenues, excluding grants represent
20.4% of GDP in Senegal. Tax revenue accounts for
16.3% of GDP. This is slightly lower than the average
for Sub-Saharan Africa, but higher than other lower-
middle income countries. The COVID-19 pandemic
will most likely contribute to a downwards trend.

On paper, Senegal has a progressive tax system. Pro-
gressive income tax ranges from 0% for individuals
earning less than XOF 630,000 a year (EUR 960), to
40% for those earning over XOF 13.5 million a year
(EUR 20,500). In practice, however, this affects less
than 1% of the population who work in the public
and formal sector. The income tax rate was reduced
in 2012 to stimulate economic growth and increase
tax compliance. The corporate tax rate is flat but
relatively high at 30% (Deloitte, 2019). Again, this
concerns only the tiny sliver of companies that op-
erate in the formal sector. Overall, the application of
corporate and PIT is limited because over 30% of the
economy is informal.

Taxes on income, profits and capital gains account for
a quarter of total public revenues, while taxes on goods
and services represent 34% of total revenue (the VAT

rate is 18%). Donor grants accounted for 21.2% of
revenue in 2018 but have been steadily decreasing
over recent years.

The effectiveness of the current tax regime is under-
mined by numerous exemptions and loopholes, which
amount to an estimated XOF 400 billion (EUR 610 mil-
lion), about 3% of GDP (Thioubou, 2016). The IMF has
been pressuring the government to improve trans-
parency and reporting around these exemptions, but
information remains inadequate. The government has
used tax breaks to attract foreign investments. If
those tax savings for foreign investors are not in-
vested back in the company in the country, Senegal
would not profit from these exemptions and would
have forgone tax revenue. Effective revenue collection
is further undermined by a number of subsidies for
fuel, electricity, and rice, which tend to be regressive.

Significant efforts have been undertaken in recent years
to improve the effectiveness of tax administration by
simplifying procedures, making services available
online for firms, and improving the management of
the tax authority itself. The property register has
been digitised, which will help secure property rights
as well as facilitating collection of property taxes.
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Excise taxes exist for alcohol, tobacco and some
luxury goods. Sales volumes and compliance are low,
meaning that these represent a small share of the
overall tax revenue.

Current social protection

The current development strategy (Plan Sénégal
Emergent) is resolutely pro-growth and has focused
on removing inefficiencies and obstacles to economic
growth. At the same time, there is a recognition that
economic growth needs to become more inclusive
to be sustainable and to serve as an effective tool
for poverty reduction. Consequently, tax cuts and
subsidy removals have been counter-balanced with
increased investments in social assistance for vul-
nerable groups (women, disabled, elderly) and other
social sectors. However, these programmes remain
very limited in scope, estimated to be XOF 20 billion
(EUR 30 million) in 2015 or 0.2% of GDP (World Bank,
2017a).

The main non-contributory social protection pro-
gramme in Senegal is the cash transfer programme
called the Bourse de sécurité familiale. 1t targets
600,000 poor families using a proxy mean test (PMT),
which is implemented through a unique registry.
Each eligible family receives XOF 100,000 per year
(EUR 152). While important for beneficiary families,
this programme pales in comparison to remittances
from overseas workers, which represented XOF 1,177
billion in 2017 (EUR 1.8 billion) - that is, approxi-
mately 20 times larger than the total size of the
cash transfer programme.

The COVID-19 pandemic has led to increased investments
in social protection to mitigate the impact of the eco-
nomic crisis. The unique registry, which was set up to
target poor households with cash transfers, has been
used to disperse emergency assistance (rice) to one
million households at a cost of XOF 1,000 billion (EUR
1.52 billion). The opposition has criticised this initiative
both because of the lack of transparency around how
beneficiary households were selected, and because the
single registry is thought to be out of date and not
reflecting the current situation of the population.

In addition, some efforts have been put in place to
support firms that have been affected by the crisis.
However, because these grants require the firms to

show that they have lost at least 30% of their turn-
over since 2019, its use is limited to formal sector
firms that have official accounting records.

Scope for introduction of other
policies

Government's top priority is to accelerate economic
growth. Poverty reduction comes as a distant sec-
ond and inequality reduction is mostly absent from
the public discourse. The interviewees for this study
highlighted that even the opposition is not concerned
with redistribution but focuses mostly on political
issues. However, there is the chance to consider in-
equality aspects at least to a certain extent when
conducting fiscal policy reforms.

The COVID-19 crisis has led to a sharp increase in
social spending. It is hoped that this may open up an
opportunity to change priorities moving forward, not
least by raising the expectations of the population
and showing what is possible once political exists.
Social pressures on the government have been rising
in recent years due to increasing inequalities gener-
ated by the chosen development model. These pres-
sures are likely to increase further during the crisis
and will need to be addressed. The health crisis has
also exposed structural deficiencies in the health
system and increased pressure on the government
to increase investments and accelerate reforms in
this sector.

At the same time, the scope for action is limited as the
economic crisis will further aggravate the public debt
situation, which already rose to 63.8% of GDP be-
fore the pandemic, due to several expensive projects
undertaken by the Wade government and continued
high levels of public spending by the current govern-
ment. The budget deficit is projected to reach 7%
of GDP in 2020. The limited fiscal space should not
prevent the government from improving income dis-
tribution by continuing to remove costly and regres-
sive subsidies on fuel and electricity, that are both
regressive from an income distribution point of view
and damaging for the environment.

Several key informants also highlighted the limited
capacity of the Senegalese state, which hamper prog-
ress on education and health outcomes, for instance,
despite comparatively high and increasing levels of
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public spending on these sectors. Public expenditure
on education represents 40% of total government ex-
penditures, yet learning outcomes remain modest by
international standards, due to quality issues (un-
qualified teachers, over-full classrooms, etc.). Im-
proving state capacity and removing institutional
inefficiencies will therefore be a necessary precon-
dition, both for reducing the public deficit, and for
improving the impact of social spending in view of
reducing inequalities.

Recommendations for application
of reform strategies

Given the structural constraints of the Senega-
lese economy, a high level of informality, and the
capacity constraints of the Senegalese state, it is
likely that PIT and CIT will remain limited for the
foreseeable future. Besides strengthening the
overall capacity of the tax administration, work
must continue to gradually extend the formal
taxpayer base - ideally starting with those who
have an income considerably above existing
allowances - and improve collection and ad-
ministration of these taxes, so that they can be
ready to respond once the economy has devel-
oped sufficiently to make these viable sources
of public finance. Further, there should be some
room for support with activities against tax
avoidance and tax evasion which could help
to make the better-off paying their fair share
of taxes. This would be in line with Senegal’s
membership and corresponding obligations in
the OECD Inclusive Framework on BEPS and the
Global Forum.

In the meantime, there are some avenues that could
be explored, based on current constraints:

The implementation of a property registry could
strengthen the enforcement of the property tax.
The increased cost to property owners is likely
to be more than offset by the increased se-
curity of property ownership that comes from
officially registering the property.

Taxes on repatriated profits by international
companies are comparatively easy to enforce, as
these companies belong to the formal sector. This

would also create an incentive for companies
to reinvest profits in Senegal as an alternative
to paying the tax. Such measures must, of course,
be carefully calibrated in order not to discourage
foreign investment.

There is scope for reducing inequality without in-
curring additional costs, by removing inefficien-
cies, and abolishing regressive subsidies that
weigh on Senegal’s public finances. It needs to
be assessed whether building back subsidies is
politically more feasible than introducing new
taxes, such as carbon taxes.

There is scope for improving the quality and effi-
ciency of public spending in education and health
care. This would improve the impact of cur-
rent social spending levels, which are already
high be regional standards, without incurring
additional costs.
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Table 6: Togo indicators™

Indicator Latest available data Source, latest date

Population (million) 8.28 World Bank, 2020
GDP per capita (EUR) 806.71 World Bank, 2020
Average monthly earnings of employees 134 IL0,2017

GDP (million (EUR) 6,678 World Bank, 2020
Gini coefficient 43.1 World Bank, 2015
Income share of top 10% (percent) 31.6 World Bank, 2015
Income share of bottom 10% (percent) 19 World Bank, 2015
Poverty headcount at $5.50 a day (percent) 90.8 World Bank, 2015
Average GDP growth (percent) 1.75 World Bank, 2020
Government revenue/GDP 239 IMF, 2018
Government expenditure/GDP 247 IMF, 2018
Debt/GDP 73.6 IMF, 2018
Government expenditure on education as % of GDP 9.37 World Bank, 2018
Domestic general government health expenditure (% of GDP) 1.05 World Bank, 2018
Public spending on cash transfers 0.04 World Bank, 2015
Labour force participation rate (percent) 58.07 World Bank, 2017
Labour force participation rate - female (percent) 55.92 World Bank, 2017
Informal employment (percent) 90.1 ILO, 2017

Gender pay gap -- --

Main industries « Extractive indus- --

tries

* Production of clin-
ker/cement

+ Trading activities

« Service sector
(transport and com-
munication sector)

Member of Addis Tax Initiative No -

14 See footnote 2. Latest years available 2015-2020. Current exchange rates are applied: Exchange rate 1 XOF = 0.0015 EUR. Debt/GDP,
Government Revenue/GDP and Government Expenditure/GDP sourced from IMF (2019c).
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Current tax policies

In 2018, the tax to GDP ratio in Togo was 19.4%. The
ratio is just below the West African Economic and Mon-
etary Union (WAEMU) goal for its member countries to
achieve tax to GDP ratios of at least 20% (Diallo,
2018) and above the average of WAEMU (15.2%)
in 2018'™. The tax to GDP ratio has been increasing
since 2010, thanks to the government's significant
efforts to improve tax collection and administration.
However, the current pandemic will most likely have
negative impacts on tax collection and tax to GDP
ratios.

Taxes on goods and services are the principal source of
tax revenues for Togo (Jellema and Tassot, 2018). In
2018, VAT generated 43% of tax revenues and other
taxes on goods and services accounted for 35% of
tax revenues. Togo applies a single VAT rate of 18%,
except those items that are exempt, such as food,
agricultural goods, as well as health and education
services (Deloitte, 2019).

A recent analysis conducted by the OECD shows that
VAT is progressive in Togo. The richest households
contribute to around 30% of VAT revenue, while the
contribution of the poorest households amounts to
2% of VAT revenue. VAT is therefore progressive, and
it equalises the distribution of income in Togo. Sim-
ilarly, excise taxes on petroleum reduce inequality
because the poor generally consume less fuel than
the wealthy. The richest decile pays about 46% of
excise taxes on petroleum products, while the poor-
est decile pays around 0.1%.

CIT represented 10% of tax revenues in 2018. CIT is
applied as a standard corporate rate of 27% and
there are no tax incentives for small enterprises. This
represents a barrier to formalisation and reduces the
taxpayer base.

PIT accounted for 7% of tax revenues in 2018. PIT is
progressive, rising from 0.5% on the lowest income
band (XOF 0 - 900,000 (EUR 1,350) to 35% for in-
dividuals with an annual taxable income over XOF
15 million (EUR 22,500). Nonetheless, revenues from
PIT are a smaller proportion of total tax revenues,

15 Six country average from OECD/AUC/ATAF (2020). Debt/GDP,
Government Revenue/GDP and Government Expenditure/GDP
sourced from IMF (2021e).

compared to the average from other countries in Af-
rica (15%), due to the large degree of informality of
the economy (OECD, nd.).

Togo applies a property tax on developed land, levied
at 15% on the assessed rental values of buildings.
Transfers of real estate and movable assets are tax
free, but subject to a registration duty.

Togo does not apply any digital service taxes or carbon
taxes (Deloitte, 2019).

The impact of tax policies, excluding the CIT and prop-
erty taxes is progressive in Togo. VAT and other taxes
on goods and services (for example, excise taxes
on petroleum products) reduce inequality by about
0.8 Gini points, while the PIT reduces inequality by
slightly above 0.5 Gini points (Jellema and Tassot,
2018). However, the impact of taxes on inequality
reduction is much lower than the impact of policies
on the expenditure side.

Current social protection

In Togo, government expenditure on social protection
is around about 0.1% of GDP (ILO, n.d.). The current
social protection system is elementary, and coverage
is mostly limited to the formal sector. Workers in the
formal sector have access to some forms of social
insurance, such as old age contributory pensions (3%
of population) (World Bank, n.d.).

Non-contributory programmes are primarily funded by
development partners and encompass a school feeding
programme and cash transfers programmes, mainly
targeted at pregnant women and women with children
under two years old. Targeting is not well developed.
Activities to set up a national-level programme and
expand coverage to all poor households, only started
in 2017, with the support of the World Bank, UNICEF,
United Nations Development Programme (UNDP) and
ILO (World Bank, n.d.).

Qualitative data collected through interviews indicates
that identifying beneficiaries is one of the key chal-
lenges in the expansion of cash transfer programmes,
because people are not registered on government
databases. In this respect, development partners are
supporting the government of Togo to build national
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systems for targeting poor households and storing
household information in a national social registry.

The current equalising impact of social protection poli-
cies is negligible, due to the limited size and coverage
of current programmes. In fact, education and health
expenditure drive reduction in inequality in Togo, with
an impact of about 3 Gini points. Direct monetary
transfers to households from the social protection
system, as well as subsidies on agricultural products
and electricity have no impact on inequality.

One issue emerging from the literature is that the
combination of taxes and monetary transfers to house-
holds increases poverty in Togo. This is because the
transfers received by the poorest households (mainly
in the form of subsidies for electricity and in ag-
riculture) are less than the total amount paid by
these households in indirect taxes. This means that
poor households are therefore net payers to the
Togolese government, contributing more to public
revenue than they benefit from public expenditure
on social protection. Togo currently does not have
a sufficiently broad social protection programme to
protect the most vulnerable households (Jellema and
Tassot, 2018).

In response to COVID-19, the government introduced
an emergency cash transfer scheme, the so-called
Novissi platform, for workers in the informal sector.
The platform for social protection uses mobile phone
metadata, machine learning and geospatial data, to
pay beneficiaries through the mobile phone system.
The poorest areas within Togo are targeted through
high-resolution satellite imagery and information
on household consumption. Within those areas the
poorest individuals are then addressed through ma-
chine learning algorithms. Informal workers with a
valid voting card could register and receive a trans-
fer worth at least 30% of the minimum wage. The
scheme reached more than 12% of the population
(Regional Innovation Centre UNDP Asia-Pacific, 2020;
World Bank, 2021). Digital solutions can be further
leveraged to expand coverage of social protection
and enhance impact on inequality reduction.

Scope for introduction of other
policies

In Togo, the governance system is highly centralised,
and the country lacks institutions that can promote a
more equitable distribution of resources. This reflects
decades of slow political reforms, only partially
effective in promoting the establishment of demo-
cratic institutions. Presidential elections were held
for the first time in 40 years in 2005. The incumbent
President’s son, Faure Gnassingbe, won the election
and has dominated the political scene since then.

The governance framework favours those close to
power, leading to an unequal allocation of resources
across regions. Resources are primarily channelled
to the capital city and southern regions and there
is no decisive engagement from the government to
improve living conditions in the north of the country.
Poverty in the far north of the region of Savanes is
up to three times higher than in the south. Access
to services is also lower (as measured by transport
time to markets, schools, water sources and health
centres), compared to the coastal Maritime region in
the south (World Bank, 2016a).

Inequality has been increasing since 2006, especially
in urban areas. Low levels of state capacity limited
fiscal space and weak incentives to reform power
structures remain key barriers to formulating and
implementing policies that are more inclusive. The



36

2. Country briefs

high population growth rate outpaced the devel-
opment progress, economic growth is mainly con-
centrated in the modern sectors, and access to
quality services is limited and unequally distributed
across the population, with women and girls having
significant less access to education, and employment
(Bertelsmann Stiftung, 2020).

Nonetheless, some improvements are occurring. For
the first time in 32 years, Togo held local elections in
June 2019 to elect municipal councillors, as part of
the government’s decentralisation agenda to improve
accountability and service delivery at the regional
and local level. This can potentially reduce inequal-
ities in terms of access to services, and ultimately
reduce income inequality.

Progress has been made in improving budget trans-
parency and public administration. The Office Togolais
des Recettes was established in 2014 to unify cus-
toms and tax services into a single administration.
More recently, the government introduced tax iden-
tification numbers, reduced tax exemptions, and in-
creased efforts to combat corruption and tax evasion.
The IMF acknowledged these initiatives to improve
revenue collection, broadening the fiscal space for
further public spending (World Bank, 2017b). In ad-
dition, initiatives to mobilise additional revenues by
improving mineral tax administration would enhance
effectiveness of the tax system.

Within the 2017-2020 Extended Credit Facility pro-
gramme with the IMF, government committed to im-
prove spending efficiency and allocate more funding
to social spending. Some results have already been
achieved. Public debt fell from 76.2% of GDP in 2018
to 70.9% of GDP in 2019. The fiscal deficit stabilised
at 1.2% of the GDP in 2019. Progress has been made
in the social protection sector, with the government
co-financing the school feeding and cash transfer
components and launching its own labour-intensive
public works programme in urban areas. However,
this progress is likely to have deteriorated due to the
COVID-19 pandemic.

Interviewees in Togo emphasised that while the presi-
dent’s agenda is reform oriented, with a strong empha-
sis on development to partially build his legitimacy in
the eyes of citizens and international donors, strong
resistance comes from other parts of the government
representing the interests of the established elite.

Recommendations for application
of reform strategies

In Togo, a lack of capacity and political obstacles
hinders the progress towards more ambitious reforms.
Continuous support to improve state capacity, tax
administration and effective fiscal governance is
necessary to build capacity to implement reforms,
at central level but especially within the local and
regional governance systems. Support for local and
regional governance systems to improve access to
services, reduce regional inequalities and foster
democratisation processes would also be important.

There is scope to build on the current path of reforms
and propose further strategies in view of reducing
inequalities:

Togo should continue to strengthen its tax admin-
istration capacities. Increased performance can
lead to higher revenues which are necessary to
finance inequality reducing measures and other
basic services provided by the government.

Efforts to increase the taxpayer base, especially
among the wealthier, and suitable measures
against tax avoidance should be continued.
Otherwise the contribution of PIT and CIT is
likely to remain limited, given the high level of
informality of the Togolese economy.

Linked to the above: support the government’s ef-
forts in combating tax evasion which could help
to make the better-off paying their fair share of
taxes. This would also be in line with Togo's
membership in the Global Forum.

Abolishing subsidies for electricity and in the
agricultural sector would enhance efficiency
while also increasing the progressivity of pub-
lic spending. Reallocating resources away from
subsidies to expand coverage of cash transfers
would potentially improve the redistributive
impact of public spending. In this respect, po-
licies could build on the systems set up in re-
sponse to the COVID-19 pandemic, to facilitate
registration and disbursement of payments.
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2.7 Tunisia

Table 7: Tunisia indicators'®

Indicator Latest available data Source, latest date

Population (million) 11.81 World Bank, 2020
GDP per capita (EUR) 2,927.08 World Bank, 2020
GDP million (EUR) 34,594 World Bank, 2020

Average monthly earnings of employees (EUR) - -

Gini coefficient 32.8 World Bank, 2015
Income share of top 10% (percent) 25.6 World Bank, 2015
Income share of bottom 10% (percent) 3.2 World Bank, 2015
Poverty headcount at $5.50 a day (percent) 17.5 World Bank, 2015
Average GDP growth (percent) -8.6 World Bank, 2020
Government revenue/GDP 26.9 IMF, 2020

Government expenditure/GDP 375 IMF, 2020

Debt/GDP 87.6 IMF, 2020

Government expenditure on education as % of GDP 6.59 World Bank, 2015
Domestic general government health expenditure (% of GDP) 4.18 World Bank, 2018
Public spending on cash transfers 0.55 World Bank, 2015
Labour force participation rate (percent) 46.98 World Bank, 2017
Labour force participation rate - female (percent) 26.49 World Bank, 2017

Informal employment (percent) - -

Gender pay gap -- --

Main industries + Agriculture --
+ 0il and gas
Member of Addis Tax Initiative No --

16 See footnote 2. Latest years available 2015-2020. Current exchange rates are applied: 1 TND = 0.30671 EUR. Informal employment
(Tustex, 2020). Debt/GDP, Government Revenue/GDP and Government Expenditure/GDP sourced from IMF (2021e).
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Current tax policies

Tunisia collects more revenue than countries in the re-
gion and other lower middle-income countries. In 2017,
total public revenue, excluding grants, represented
around 31% of GDP. If we exclude social security
contributions, total tax revenue was 21.7% of GDP
(OECD, n.d.). For lower middle-income countries, av-
erage overall government revenue in 2017 was 15.5%
of GDP and average tax revenue was 12.7% of GDP.
However, the COVID-19 pandemic induced an overall
GDP decrease of 8.6%.

Taxes on income, profits and capital accounted for 28%
of total revenue collection, whereas the typically more
regressive taxes on goods and services (VAT), account-
ed for 36% of the total. The share of regressive VAT
was lower than in neighbouring Morocco (46.5% in
2012), but in line with the average for lower middle-
income countries (36.9% in 2017). Inequality is also
lower than in Morocco, with a Gini coefficient of 32.8,
compared to 39.5 in Morocco.

In interviews for this study, it was mentioned that the
problem of tax evasion undermines revenue collection
efforts and lowers acceptance of taxation among those
who have to pay. For civil servants and formal sector
employees, income taxes are deducted by the em-
ployer. While the economy is more formalised than
in neighbouring countries, tax compliance among
usually high-earning self-employed workers, such as
doctors and lawyers is very low, and monitoring ef-
forts have been weak. This group is also politically
influential, which means that political will to enforce
compliance has been weak.

A very ambitious tax reform package was developed
in 2014 to address these issues and to simplify the
tax system. However, progress has been slow due to
political instability with frequent changes of govern-
ment and fragile governing coalitions.

Another issue mentioned was tax exemptions for for-
eign firms to attract foreign investments. This means
that foreign firms pay proportionally less tax than
local ones, even though they often have higher earn-
ings. Further tax cuts are planned in 2021 to stimu-
late economic growth, following the COVID-19 pan-
demic. This includes cuts on excise taxes on luxury
goods, which are likely to make the tax system even
more regressive.

A final issue that affects income distribution is the
issue of subsidies for fuel and other goods. Fuel sub-
sidies represent 2.5% of GDP and are highly regres-
sive. Furthermore, they have encouraged cross-bor-
der contraband for goods that are not-subsidised
across the border. This implies a leakage of public
subsidies to neighbouring countries. And since the
contraband is illegal, it is not subjected to any of
the required taxes or tariffs. Political will to address
this issue has been weak, as this represents a major
source of income for powerful groups in politically
important regions that government coalitions have
relied on for votes.

Current social protection

Tunisia has a well-developed contributory social in-
surance programme covering civil servants and for-
mal sector workers, about 30% of the population. In
recent years, a non-contributory social assistance
programme, Programme National d'Assistance aux
Familles Necessiteuses (PNAFN), has been developed
to support poor families. This programme, however,
covers only 8.7% of the population. This leaves a
gap of about 60% of the population, who neither
have access to the contributory social insurance
system nor to the poverty-targeted social assistance
programmes. The PNAFN provides D 180 (EUR 55)
a month to 285,000 poor families. A D 20 (EUR 6)
supplement is provided for each school-age child.
However, 60% of beneficiaries are over 60 years old
and often live in households without children; thus,
putting the targeting in doubt. The PNAFN is means-
tested based on self-declared income. A proposal
was made to establish a single social registry and
move to proxy-means testing to improve the target-
ing accuracy of the PNAFN.

There have been discussions to introduce a universal
child grant. However, progress has been slow due to
financial constraints and to political instability. Some
additional social spending has been incurred during
the COVID-19 pandemic to mitigate the effect of the
lockdown on poor families. However, the spending
has been much more modest than in Morocco (1.2%
vs. 4% of GDP), due to the precarious economic
situation.
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Scope for introduction of other
policies

Tunisia was one of the first Northern African coun-
tries that introduced democracy during the time of
the Arab Spring uprising. To date, however, the social
achievements of the revolution have been meagre. In
the early years after the revolution, the civil service
was expanded to combat unemployment and placate
social unrest. There was also a rapid increase in
civil servants’' salaries. However, these increased
public expenditures were not matched by increases
in taxation.

This mismanagement of public finances led to a
ballooning of public debt, which is now 77% of GDP
(IlBoursa.com, 2020), and an increase in inflation,
which has eroded the purchasing power of the middle
classes. The interviewees said that the middle class
has almost vanished since the revolution due to the
economic crisis. These negative developments have
largely outweighed the progress made in dismantling
cronyism and oligarchic corruption that surrounded
the Ben Ali dictatorship.

Given the continued political instability and economic
constraints, the prospect for ambitious public invest-
ments in the near future is limited. However, there
is scope for improving income distribution, by ad-
dressing inefficiencies, starting with the costly and
highly regressive fuel subsidies. This could create
fiscal space for financing social spending on the
middle class, which has been battered by the post-
revolution years. This should go hand in hand with
efforts to combat tax evasion by the upper class,
which undermines the financial capacity of the state
and weakens social cohesion.

Recommendations for application
of reform strategies

Based on the analysis of the Tunisian situation, the
scope for addressing inequalities through public spend-
ing appears limited at the moment, due to the high level
of debt and slow economic growth. Consequently, next
to middle and long-term efforts to create more fis-
cal space through increased revenue and improved
tax administration performance, efforts to reduce in-
equalities in the short term should focus on:

Removing costly inefficiencies, such as fuel sub-
sidies: Fuel subsidies currently account for
2.5% of GDP. Furthermore, they aggravate glob-
al warming and encourage cross-border smug-
gling. Removing fuel subsidies would therefore
be a net gain for the Tunisian economy. Remov-
ing subsidies might be politically more palat-
able in the short term than the introduction of
a new carbon-tax.

The savings from reduced subsidies could create
the fiscal space needed to increase social spend-
ing on non-contributory social protection, which
is currently weak in Tunisia. A universal child
support grant could contribute to reducing pov-
erty and inequality in Tunisia.

Removal of inefficient tax exemptions and careful
design of new ones could generate further reve-
nue. The government should carefully consider
which tax exemption in the end benefits the
local economy and thus is worth implementing
and in what form. In this context, one important
element of a well-designed tax exemption is
usually to limit the application to a certain
time. This holds also true for COVID-related
recovery incentives. It should be avoided that
once established and useful taxes, especially
if they have an inequality reducing effect, are
completely abolished forever to support the
economic recovery.

Combating tax evasion by professionals, such as
doctors and lawyers, and tax avoidance. Com-
batting tax evasion and avoidance would have
a direct positive impact on public revenue, but
also, and more importantly, increase tax-ac-
ceptance by those who have to pay their taxes.
This would be in line with Tunisia’'s membership
and corresponding commitments in the OECD
Inclusive Framework on BEPS and the Global
Forum.

Improving the quality and quantity of public spending
for inequality reduction through the above-mentioned
steps is not only important for reducing inequality and
stimulating economic growth in Tunisia. It is also vital
to deliver democratic dividends that can help to ce-
ment the democratic transition that can serve as an
example to other Arab nations.
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Some common threads have emerged from the analysis
of the German reform partner countries.

The first is that the ability to increase the fiscal space
of the state to reduce inequality will be limited be-
cause most of the analysed partner countries do not
raise much tax. Nonetheless, reform partner countries
should increase their efforts to collect taxes via PIT
and CIT as income taxes can be a powerful tool in
reducing inequality. This is especially valid if those
who can pay more are taxed, but the effects will not
be felt if tax administrations are unable to effec-
tively tax the middle class and the rich. All of the
reform partner countries need to further strengthen
their tax administration performance and capabilities
and increase the amount of tax that is collected.

Secondly, and more obviously, more revenue for the
state means a greater reach for targeted expenditure
such as cash transfer schemes, which can have a sub-
stantial impact on inequality. Cash transfer schemes
are only effective, if the amount transferred is high
enough. The COVID-19 pandemic has shown the ne-
cessity of functioning safety nets for the popula-
tion and has increased social spending. The fiscal
space to maintain and expand inequality-reducing
expenditure varies from country to country as some
are burdened by higher debt-to-GDP ratios and have
decreased their revenue generation capacity through
overuse of tax exemptions and subsidies. The work
to increase budget transparency should continue and
intensify, where necessary.

Carbon taxes are currently non-existent, and most re-
form partner countries apply subsidies, either to petro-
leum products or to electricity, or to both. These sub-
sidies are politically popular, but they are regressive,
especially in developing countries where the poorest
citizens often lack access to electricity and will use
public transport. In many countries, these subsidies

become large relative to government's ability to pay
for them, and they can threaten fiscal solvency."”

Levels of informality and tax evasion are high in all the
analysed countries, making it difficult to levy income
taxes. Even though the informal sector harbours a
significant share of persons that would not need to
pay taxes due to their low levels of income, it can
also cover the professional classes who could be
significant taxpayers.

The property tax remains underutilised in the reform
partner countries. The property tax is inequality-re-
ducing and there are mechanisms to implement it,
even in case of an environment of weak land ad-
ministration. Encouragingly, Ethiopia plans to begin
collecting property taxes in the fiscal year 2020/21.
Senegal and Cdte d'lvoire are also planning to collect
property taxes in the near future.

17 As discussed in the Handbook, Mexico and Indonesia were
able to build support for reform by explicitly tying the
reduction of subsidies to the set-up of a more efficient and
better targeted cash transfer programme. The government
used the lack of evidence of the positive impact of food
subsidies to argue for better use of resources, with the
objective of not only alleviating poverty, but also promoting
longer-term human capital development through conditions
attached to cash provision.

18 There does not appear to be any progress towards collecting
carbon taxes or digital services taxes.
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Designing fiscal policies to reduce inequality

In developing countries

Background - inequality and
fiscal policies

Inequality is on the rise in many countries worldwide.
It is becoming an obstacle for economic growth, en-
dangers social cohesion and hinders the functioning
of democracies worldwide.

The COVID-19 pandemic exacerbated inequality and
threatens the progress made so far. The decline of
the global economy, the loss of jobs and the lack of
social protection for minorities as well as unequal
access to health services and an uneven vaccination
rollout act as accelerators of inequality. This not only
translates into a widening gap in terms of income
and wealth but can also lead to unequal access to
basic social services, to unequal opportunities as
well as to an increase in poverty.

As fiscal policies are one of the most powerful in-
struments available to governments to reduce poverty
and inequality, tackling inequality through fiscal policy
design, needs to be high on the political agenda.

The good financial gover-
nance (GFG) approach and
the reduction of inequality

The German development cooperation
(6DC) takes a holistic view of fiscal
policy incorporating the normative and
political-economy dimensions of policy
formulation in addition to the technical
dimension (see Figure 1). As such, GFG is
focusing on the reduction of poverty and
inequality through fair, accountable and
transparent public financial management
systems. Within this strategic approach
six main technical areas are identified,
namely creating fair, transparent and ef-
ficient tax systems, redistributive and fair
public expenditure management, using
procurement systems, fiscal decentrali-
sation, debt management and accounta-
bility for the use of public funds.

Figure 1: Dimensions and areas of action of the good financial governance approach
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Designing fiscal policies to reduce inequality in developing countries

Fiscal policies are defined as governments’ use of
revenue or expenditure and can be particularly useful
in reducing inequality of income and wealth. Moreover,
fiscal policies are also important to address other
multidimensional inequalities beyond wealth and in-
come by influencing important framework conditions
such as the access to and outcome of education,
health and other basic social security systems.

This policy brief presents the results of a thorough
analysis of the impact of selected fiscal policies on
inequality. It depicts the status quo of inequality
reducing fiscal policies in the reform partner coun-
tries of German development cooperation (GDC) in
order to provide guidance for further cooperation in
this regard.

Designing and implementing
inequality-reducing fiscal polices

OVERVIEW

Fiscal policies on the revenue and on the expenditure
side impact inequality differently. Therefore, both sides
need to be considered jointly to have the biggest im-
pact on the reduction of inequality. Progressive tax-
ation and other well targeted tax policies can ensure
that taxpayers are taxed effectively and according
to their ability to pay, meaning overall the richest
persons or entities pay more taxes than the less
wealthy. In contrast, the expenditure side can grant
access to important basic services that increases
the chances of generating higher income or wealth
by less wealthy people in the future. Additionally,
when designing fiscal policies, existing trade-offs
between competing objectives need to be considered
and balanced against each other, e.g. revenue mo-
bilisation, inequality reduction or other policy goals
such as investment promotion or climate protection.

On the revenue side, the tax mix and the design of each
tax is crucial when it comes to the effectiveness of
combating inequality. Not every tax is equally suited
for reducing inequality because some taxes, e.g. the
value-added tax (VAT), do not consider the ability
of taxpayers to pay and thus tend to be regressive.
Yet, they can generate large amounts of revenue be-
cause of their relatively easy implementation and
enforcement amongst others. As can be seen below,

taking the ability to pay of taxpayers in the design
of taxes into account can make their implementation
more complex, as there is no single standardised
approach.

On the expenditure side, evidence suggests that the re-
distributive impact of education, health and social pro-
tection spending is large and progressive but needs to
attain a certain spending level to have impact. Several
studies find that the redistributive impact of fiscal
policy interventions is greater on the spending side
of the budget. In recent years, cash transfer pro-
grammes have gained importance and became an
essential tool of redistribution. They have also played
an important role in COVID-19 response measures.
They need to be carefully designed and their scope
depends on available financing, either through do-
mestic resources or donor-funding. As donor funding
can cease, long-term sustainability of cash transfer
programmes depends on securing continuous domes-
tic funding.
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Fiscal policies on

the revenue and on
the expenditure side
impact inequality
differently. Therefore,
both sides need

to be considered
jointly to have the
biggest impact on the
reduction of inequality.

POLICY CONSIDERATIONS

Fiscal policy considerations to reduce inequality are
numerous; this brief focusses on the design of per-
sonal income taxes (PIT), corporate income taxes (CIT),
wealth taxes, consumption taxes, digital services
taxes and carbon pricing as well as conditional and
unconditional cash transfer programmes. For a more
detailed overview of fiscal policy considerations
refer to in the Annex.

A well-designed progressive PIT
takes the ability to pay of a taxpay-
er into account and can act as a
counterweight to more regressive
taxes, such as VAT. However, due
to a large informal sector includ-
ing wealthy individuals evading taxes, developing
countries face specific challenges with the implemen-
tation of PIT. Therefore, administrability should be one
of the guiding principles when designing a PIT in order
to reflect limited capacities of tax administrations.
Moreover, it should be avoided that wealthy individu-
als profit more from allowable deductions and ex-
emptions than people in poverty. Two major features
are specifically helpful in this regard:

Having a large basic allowance that excludes
people under a certain income threshold from
taxation.

Introducing an administrable number of tax
bands with adequate rates including a top band
directed at the very rich with a top tax rate.

With regard to the latter, it should be especially
avoided that the majority of taxpayers falls within this
top band. Additionally, to reduce inequality, a PIT
should be designed in a way that company owners
do not have any or only little incentive to shift salary
income into capital income, such as dividend income,
which is often taxed considerably lower than salary
income.

Corporate taxation is an effective
revenue generator, also in devel-
oping countries, and can support
the reduction of inequality as com-
pany ownership is extremely un-
equally distributed. Thus, taxing
companies through CIT can help to make sure that
they contribute their fair share to public revenue. In
this context, it is important that exemptions are
carefully designed, for example, being of temporary
nature and monitored over time, to make sure that
the forgone revenue creates a benefit for the country,
e.g. increased investment and employment. Having
less burdensome compliance obligations and even-
tually even lower tax rates for micro and small busi-
nesses might be another option to promote these
businesses. This eventually leads to higher economic
growth and job creation and in the end also to ad-
ditional revenue as they grow over time. Additionally,
loopholes should be closed since they allow multi-
national enterprises to take advantage of differences
in tax systems in different countries through aggres-
sive tax planning. To ensure that multinational enter-
prises pay a minimum corporate tax rate and to ad-
dress the current challenges arising from the
digitalisation of the economy, 132 jurisdictions have
committed to the OECD Inclusive Framework’s two-
pillar plan to reform the international tax system on
the 1st of July 2021. The OECD announced that the
details and the process of implementation are to be
finalised in October 2021 at the earliest.

Wealth taxes including property
taxes target the wealthy and can
thus contribute to decreasing in-
equality within a country. Wealth
taxes can take different forms,
such as net wealth taxes, gift
and inheritance taxes and property taxes, amongst
others. In comparison to income taxes, they do not
tax the income of a taxpayer, but their possessions.
Comparable to the PIT, an administrable approach
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should be chosen as the identification and valuation
of wealth can become quite complex, thus limiting
effective implementation. To not burden people in
poverty, an appropriately large basic allowance
should be used. Additional exemptions should be
kept to a minimum to avoid that the tax burden can
be effectively reduced to a minimum or even zero, as
those taxes usually do not mobilise a lot of revenue.
Property taxes raised at a local level could finance
enhanced local service delivery which could improve
citizens' acceptance of the tax. To implement up-to-
date property taxes, land and/or property registries
are needed to certify and verify actual ownership.
However, the introduction of wealth taxes or con-
sumption taxes directed at the wealthiest might be
particularly hard to introduce as they are usually an
influential lobby and therefore often influence (polit-
ical) decisions in their favour.

In addition to different design options of income and
wealth taxes, it is generally important to close loop-
holes in existing laws and make sure that especially
the wealthy contribute their fair share to public reve-
nue through respective policies. High net-worth indi-
viduals as well as large multinationals have better

access to aggressive tax planning expertise. This can
result in revenue losses for governments through tax
avoidance and tax evasion. Interagency as well as
international cooperation can help to address these
challenges, for example through:

(automatic) exchange of information,
joint audits,
other mutual assistance in tax matters, and

participation in initiatives such as the Glob-
al Forum or the OECD Inclusive Framework on
Base Erosion and Profit Shifting (BEPS) which
support international cooperation.

Additionally, these policies need to be supplemented
by increased implementation and enforcement efforts.
Focussing these efforts on the wealthy takes limited
capacities in developing countries into account and
helps to improve tax administration performance.
The reason for this is that the cost-benefit ratio is
better when focusing on wealthier taxpayers instead
of small taxpayers. The latter generally contribute
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only a small amount to the total tax revenue due to
their small income. This can also increase the gen-
eral acceptance of taxation and trust in government
to ensure acceptance of the tax system by a larger
part of the population. Furthermore, less complex tax
designs and the use of digital solutions can facilitate
the work of tax administrations and increase their
performance. Digital solutions, such as enterprise
resource planning systems or digital platforms can
even contribute to make taxation less prone to cor-
ruption, because all activities can be monitored and
due to automatization, less involvement of a person
is required.

Consumption taxes such as VAT are
excellent revenue generators, but
they are not per se inequality re-
ducing. Zero-rating products for
consumption taxes are not actu-
ally progressive, unless the pro-
duct or service is consumed almost entirely by
people in poverty. However, in developing countries
VAT could be progressive due to the high informality
and VAT mostly being collected in cities and super-
markets where the wealthy live and consume. This
shows how difficult it is to determine whether a tax
is regressive or progressive. Nonetheless, ideally the
revenue generated by consumption taxes is used for
pro-poor spending. Regarding the design, using fewer
exemptions and rates increases efficiency. However,
some well-targeted zero-rating or lower rating of
certain basic goods should be kept. To increase the
fairness of the tax system, excise taxes on luxury
goods and socially undesirable goods (e.g. alcohol
and tobacco) could be part of the overall tax mix of
a country.

g%

Similar to consumption taxes, car-
bon taxes have their biggest im-
pact on inequality by providing the
government with revenue for pro-
poor spending and deterring unde-
sired behaviour. Climate and envi-
ronment damages are usually felt first and hardest
by people in poverty. Therefore, deterring damaging
behaviour and using the generated funds for pro-
poor spending can help to reduce inequality, protect
the most vulnerable and our planet as a whole at the
same time. Social grants are the most progressive
method to recycle revenue from carbon taxes, while
lowering distortionary taxes is more efficient.

Governments need to make a political decision which
aim is more important.

Digital services taxes are recently
emerging taxes; hence, it is diffi-
cult to fully assess their revenue
generation potential. However,
their introduction could make the
tax system fairer and reduce ex-
isting inequality, as online service provision can be
done remotely without having a physical presence in
a country. Consequently, there is the potential that
those companies are usually only subject to tax in
their jurisdiction of residence, but not where value is
created through user participation.

In addition, the expenditure side is particularly impor-
tant for the reduction of inequality. Health and edu-
cation spending, for example, promotes growth and
productivities and reduces inequalities as well as
disparities in human capital. Spending on social pro-
tection reduces poverty and ensures income security
across the life cycle of a beneficiary, specifically
in emergencies, such as the global health crisis or
climate change. Public spending is also crucial to
reduce gender inequality.

Cash transfer programmes can
support the reduction of inequality
by providing regular cash assis-
% tance to people in poverty and

other vulnerable groups and do not
require any monetary contribution
from the beneficiary. Examples include poverty tar-
geted cash transfers, child grants and social pen-
sions for the elderly. Cash transfer programmes can
be categorised as either conditional (CCTs) or uncon-
ditional (UCTs), depending on whether the beneficiary
needs to comply with specific behavioural require-
ments to be eligible for the transfer.

The effect of cash transfers will depend to a large
extent on the size and the funding source or mix of
the transfer. Middle-income countries can raise more
revenue than low-income countries and are thus able
to achieve larger reductions in income inequality and
poverty through cash transfers. If financed through
reallocating funding from the abolition of - usually
regressive - subsidies, this could lead to a large
reduction of inequality. Financing cash transfer pro-
grammes through consumption taxes can result in
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the entire programme being regressive. A more ap-
propriate source of revenue is income taxes, but
these may not always generate enough revenue.

Governments should make cash transfers as large as
politically feasible considering the political buy-in of
the population. Size refers not only to the amount of
cash received by each beneficiary, but also ensuring
coverage of all the population that is considered as
beneficiary. Evidence of the positive impact of the pro-
gramme can then be used to scale up the programme
over time. Some populations are more tolerant of un-
conditional cash transfers than others. Applying con-
ditions might increase political feasibility, although
making transfers conditional involves large adminis-
trative costs and there is little evidence that the con-
ditions achieve the desired poverty-reducing impacts.

In developing countries, targeting transfers to people in
poverty is difficult and results in higher administration
costs. Poor targeting can also reduce political popu-
larity of programmes. Categorical targeting is more
effective under these circumstances. Poverty target-
ed cash transfers and child grants typically identify
women as recipients. It has been shown that these
targeted transfers increase women'’s decision-making

power and control of resources. However, some argue
that targeting women automatically places respon-
sibility on them to fulfil programme’s requirements.
Hence, the use of conditionalities needs to carefully
consider gender relations in specific context to avoid
unintentionally reinforcing traditional gender roles.

When designing cash transfers, governments should
tailor proposals to their administrative capacity. Ef-
fective cash transfer programmes need appropriate
institutional arrangements and staffing, data infor-
mation management e.g. on eligibility criteria or
complaints tracking, communication measures that
reach beneficiaries as well as reliable finance and
accounting to make sure transfers are disbursed
timely and accurately.

SPOTLIGHT ON THE GERMAN REFORM PARTNER
COUNTRIES

The ability of the German reform partner countries,
namely Céte d'lvoire, Ethiopia, Ghana, Morocco, Sene-
gal, Tunisia and Togo, to reduce inequality is limited
by their relatively low level of tax revenue as well as
common concerns such as high levels of informality
and expensive subsidies. More revenue for the govern-
ment provides the opportunity for a greater reach of
targeted expenditure such as cash transfer schemes,
which can have a substantial impact on poverty and
inequality. Moreover, high levels of informality make
the collection of taxes difficult and subsidies on fuels
and electricity can be regressive, i.e. creating a larger
benefit for population with a higher income.

Hence, strengthening tax administration capabilities
and increasing the amount of collected tax is an on-
going concern. Tunisia is the most advanced in this
respect, yet there is room for improvement. Most
countries could benefit by focusing their initial tax
efforts on the few taxpayers who should be pay-
ing most of the tax, e.g. by establishing / further
strengthening a tax unit for the largest corporate and
individual taxpayers as advised by the International
Monetary Fund. Interagency and international coop-
eration, such as exchange of information and mutual
assistance, are effective means to combat tax avoid-
ance and evasion, which is usually prevalent among
the wealthier. In addition, the demonstration effect
of targeting wealthy taxpayers can increase public
perceptions of the fairness of taxation, compliance
by the non-wealthy and trust in the government.
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Most of the reform partner countries grant subsidies,
either to petroleum products or to electricity, or to
both. These subsidies are regressive and should be
reviewed. Reform of these subsidies is difficult be-
cause they are popular with the electorate. However,
appealing to a more efficient use of public resources
to alleviate poverty but also promote longer-term
human capital development might make the abolish-
ment of subsidies more acceptable.

Property tax remains underutilised in the reform part-
ner countries; its increased use is recommended. The
property tax is inequality-reducing and there are
mechanisms to implement it, even in an environment
of weak land administration. Encouragingly, Ethiopia
discussed the introduction of property taxes in the
fiscal year 2020/21. Senegal and Cote d'lvoire are
also planning to improve collection of property taxes
in the near future.

NYEQUALITY
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Table 1: Policy matrix of fiscal policies to reduce inequality

Personal

income taxes

(PIT)

)

L 4

Corporate
income taxes
(cIm)

Consumption

taxes

3%%.

Able to be levied
according to ability to
pay, strong component
to reduce inequality

Generates large amount
of revenue in develo-
ping countries

Strong component

to reduce inequality
because company ow-
nership is distributed
extremely unequal so
any tax that impacts
on corporate profitabi-
lity is likely to have an
equalising impact

Raise substantial
amounts of revenue
Relatively simple to
administer

Does not advantage one
sector of the economy
over another

Informality can mean
PIT is hard to collect
in developing countries
Fairly complex to
implement

A complex tax to
administer

Lower rates are used
to attract investment
or to promote one
particular industry,
although cuts in CIT
tax rates are asso-
ciated with reversing
this equalizing impact
(although tax rate
cuts can be balanced
with base broadening)

Usually regressive at
high levels of income
because the wealthy
consume relatively
less of their available
income and thus save
more than people in
poverty

Consumption taxes do
not base tax rates on
ability to pay, so their
impact on inequality
is limited

Increase the rate applying to
the top income band

Use a large basic exemption,
which ensures that people
in poverty are not covered in
the PIT net

Other exemptions should be
kept to a minimum. If this is
not possible, an alternative
minimum tax can be used

If tax administration capacity
is very weak, a flat tax may
be temporarily appropriate

Consider if and to what
extent a reduction in tax
rates creates an incentive
for companies to invest/to
stay competitive

Review of exemptions with
regard to their effectiveness
In cases where enforcement
capability is low and use of
exemptions is high, consider
the use of an alternative
minimum tax'

Certain products that are
used mainly by people in
poverty should have a zero
or lower rate

Consumption taxes can also
be levied on luxury goods, to
increase the inequality-re-
ducing impact

1 This is another tax calculation that sets a floor on the amount of tax that all profitable companies must pay. This approach has been
used in developed economies, but it would seem suited to developing economies too.



Fiscal policies to reduce inequality |

13

Property taxes 0

RN AWA

il

Wealth taxes: .
inheritance ta-

xes and taxes

on net wealth

) .

RIS
\Vé

Most efficient type of
tax as it creates few
distortions in markets
Because property tax
is usually used to fund
local government, it
can be used to link
taxation and service
delivery in the minds of
citizens

Equalising impact
because properties are
mainly owned by the
better off

Aimed directly at
reducing inequality,
thus strong impact as
the tax is borne by the
wealthy

Can enhance efficiency
of the tax system by
taxing income that may
not have been taxed

Can be difficult to
administer without an
up to date database
of property ownership
Determination of
property value can be
quite complex

Lobbying by the
wealthy leads to the
adoption of exempti-
ons, which can reduce
the effective rate to
low levels, even zero
An expensive tax to
collect as the wealthy
have access to tax
planning resources
Total revenue is usu-
ally modest

Impact could be increased
by raising rates on second
homes

Adding property tax to
invoices for municipal
electricity and water supply
makes compliance easier for
taxpayers and offers munici-
palities the option of cutting
off services if the tax is not
paid

Not necessary to implement
the property tax with the
most sophisticated valua-
tion methods from the start.
Governments can begin im-
plementation, thus building
administrative capacity, and
only implement more so-
phisticated approaches once
it is feasible

Link the use of revenues
from tax property to better
service delivery can improve
political feasibility

If tax administration capaci-
ty is weak, it may be better
to focus on PIT and CIT first
to reduce inequality. Further,
many countries abolished
the net wealth tax
Inheritance taxes are easier
to administer than net
wealth taxes and achieve
similar goals, so they should
be implemented before a
net wealth tax. Appeals to
fairness can be a potent
political tool to compel the
rich to pay wealth taxes and
use of exemptions needs to
be resisted very strongly



14

Annex

Digital service .
taxes (DSTs)

e

Carbon taxes .

co

2

Enables jurisdictions

to make up for revenue
lost through consump-
tion moving online and
loss of physical nexus

Effective in decreasing
carbon emissions
Create revenues that
can be linked to other
policies to reduce
inequality
Consequences from
climate change will be
borne by the poorest
first, thus carbon taxes
can help reducing
negative impact of cli-
mate change on people
in poverty

Could be difficult to
administer in develo-
ping countries as tax
authorities have little
information about
activities

DSTs have been
recently introduced
and have raised little
revenue so far, so
they are unlikely to
be having much of an
impact on inequality,
for now

In the worst case,
the passing on of the
tax to the user might
exclude poorer hou-
seholds from using
services at all as they
might not be able to
afford the increase in
prices

Regressive because
people in pover-

ty spend a greater
proportion of their
income on carbon-in-
tensive goods than
the wealthy do
Public support for
carbon taxes in
developing countries
could be undermined
by the perception that
economic growth is
more important

DSTs are less of a priority
than other taxes as their
impact on inequality is
small and they are poten-
tially difficult to implement
for developing countries

It may be worthwhile to
delay implementation to see
the results from multilateral
negotiations about digital
taxation, including solutions
emerging from the OECD In-
clusive Framework on Base
Erosion and Profit Shifting
(BEPS)?

The regressivity of the tax
can be offset by tying the
use of revenues to ot-

her policies that promote
equality. Policies need to be
targeted to people in poverty
as much as is politically
possible. In countries with
high levels of trust, reve-
nue can be used in general
government revenue

In countries where trust
levels are lower, use of the
revenue should be tied to
specific expenditures, inclu-
ding cash transfers

Some carbon intensive goods
which are primarily used in
poor households could be
exempted / have a lower
rate if no adequate substitu-
tion exists

2 BEPS refers to legal tax planning strategies that exploit gaps and mismatches in tax rules to artificially shift profits to low or no-tax
locations where there is little or no economic activity. This undermines the fairness and integrity of tax systems because businesses
that operate across borders can use BEPS to gain a competitive advantage over enterprises that operate at a domestic level. More-
over, when taxpayers perceive that multinational corporations are legally avoiding income tax, it undermines voluntary compliance by

all taxpayers.
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Conditional + Large impacts in the
Cash trans- lives of people in

fers (CCTs) and poverty, leading to
Unconditional decreases in inequality
Cash Transfers and poverty

(ucTs)

A\

CCTs attach
conditions to
the monetary
transfer, such
as health
check-ups

UCTs do not
impose any re-
quirements on
the beneficia-
ries in terms
of actions that
they must
undertake in
order to recei-
ve the transfer

Small size of the
transfer limits impact
on inequality

UCTs can be seen as
too generous, resul-
ting in programmes
being vulnerable

to being closed or
reduced

Transfers targeted

at the poor can be
expensive to admi-
nister and result in
non-poor beneficiaries
receiving grants
Making transfers
conditional involves
large administrative
costs, and there is
little evidence that
the conditions achieve
the poverty-reducing
impacts that are
desired

Governments should make
cash transfers as large as
politically feasible. Evidence
of the positive impact of the
programme can then be used
to scale up the programme
over time

Targeting beneficiaries based
on demographic characte-
ristics should be preferred
where administrative capa-
city is low

Funding cash transfers
through consumption taxes
may result in a regressive
programme. Funding should
come from income taxes
The use of conditionalities
needs to carefully consider
the implications of targeting
women for gender relations,
to avoid reinforcing tra-
ditional gender roles and
unintentionally absolve men
of responsibility in meeting
conditions
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