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.




List of abbreviations

List of abbreviations

AEOl  Automatic exchange of information PFM Public Finance Management

ATAF  African Tax Adm inistration Forum PIN Personal identification number

AUC African Union Commission PIT Personal Income Tax

BEPS  Base erosion and profit shifting PMT Proxy Mean Test

CCTs  Conditional cash transfers PNAFN Programme National d'Assistance aux

CFC Controlled foreign corporation Familles Necessiteuses

. PSGouv Programme Social du Gouvernement
CIT Corporate income tax

co2 Carbon dioxide PSNP  Productive Safety Net Programme

RAMED Régime d‘Assistance Médicale

D Dinars
DST Digital services taxes SDGs  Sustainable Development Goals
EC European Commission TIN Taxpayer ldentification Number

EITC Earned income tax credit TND Tunisian Dinar

UCTs Unconditional cash transfers

UK United Kingdom

UNDP  United Nations Development Programme

UNICEF United Nations International Children's
Emergency Fund

EOIR Exchange of information on request
ETB Ethiopian Birr

ETS Emissions Trading Scheme

EU European Union

EUR Euro USA United States of America

usDb United States Dollar
VAT Value-added Tax
VAT Value-added tax

GDC German development cooperation
GDP Gross Domestic Product
GFG Good Financial Governance

GHS Ghanaian New Ced WAEMU West African Economic and Monetary Union

WHO  World Health Organization
XOF CFA-Franc BCEAO

GlZ Deutsche Gesellschaft fiir Internationale
Zusammenarbeit

GNI Gross national income
ILO International Labour Organization
IMF International Monetary Fund

LEAP  Livelihoods Empowerment against Poverty
MIS Management information system

NDP National Development Plan

NHIS  National Health Insurance Scheme

OECD  Organisation for Economic Co-operation
and Development

PAYE  Pay-as-you-earn
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of Cote 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 Cdte d'lvoire 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 Cote 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*). Céte 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 Cote
d'lvoire. As mentioned above, Cote 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 Cote d'lvoire
(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, Cote
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 Cote 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 ldentification 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) 285 World Bank, 2015
Income share of bottom 10% (percent) 29 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 130 IMF, 2021

Government expenditure/GDP 16.0 IMF, 2021

Debt/GDP 52.7 IMF, 2021

Government expenditure on education as % of GDP 473 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) 7349 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 1V 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 15 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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