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This collection of articles adds greatly to our understanding of the link between economic per-
formance and inequality, combining theory, econometrics, and case studies, and looking at both
taxes and expenditures. The questions are investigated in a huge range of circumstances—both
developed and developing countries, at the national and subnational levels. The IMF recognizes
that its policies can have huge distributive consequences and so this book will be important not
only for guiding its own work, but for scholars and policymakers seeking to further enhance our
understanding of the determinants of inequality and devising policies that might reduce it.
—]Joseph E. Stiglitz

Professor, Columbia University

This volume constitutes a definitive reference for serious students concerned with the redistribu-
tive role of the state, particularly in developing countries. Careful technical analyses back new
ideas, especially on the tax side, for progressivity with minimal or no trade-off with revenue and
growth: the unexploited relevance of income and property compared to indirect taxes, the cen-
trality of such “administrative” issues as tax compliance, the still-minor role of wealth taxes, the
risk of bilateral tax treaties for low-income countries. Nor are the authors naive about the politics.
Another terrific IMF contribution on how to tackle inequality within and across countries. I hope
IMF operational staff pay heed.
—Nancy Birdsall
President and Co-Founder, Center for Global Development

In this engaging collection, leading experts address the distributional effects of an array of fiscal

instruments. The revenue chapters span income, consumption, and property taxation, while the

spending chapters tackle means-tested and contributory cash transfers, as well as expenditures on

health and education. The authors consider the effects of fiscal policies in countries at diverse

levels of economic development, and over a period of decades, with keen attention paid to recent

rounds of fiscal consolidation. This vividly detailed yet accessible volume fills a void in the inequal-
ity literature, and promises to prompt lively debate about the consequences of fiscal policy.

—Janet C. Gornick

Director, Luxembourg Income Study (LIS) Cross-National Data Center,

Luxembourg, and Professor, Graduate Center, City University of New York
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Foreword

Excessive income inequality in many parts of the world is one of the defining issues of our time.
Not only is extreme income inequality a moral and political issue, but it has important macro-
economic implications. There is growing evidence that excessive income inequality is detrimental
to macroeconomic stability and economic growth.

I strongly believe that economic growth should be more inclusive and therefore more sustain-
able. This means improving the design of government tax and spending policies; enhancing
financial inclusion, so that the poor have access to credit and financial markets; and promoting
transparency and good governance, so that the doors of opportunity are open to all.

The topic of excessive inequality is relevant for the IMF in all three of its core activities—
lending to support macroeconomic adjustment programs; macroeconomic surveillance, includ-
ing related policy analysis; and technical assistance to build capacity, especially on government
taxation and spending.

Fiscal policy is the government’s most powerful tool to achieve distributional objectives. Tax
and spending policies must be designed wisely to minimize any adverse effects on incentives to
work, save, and invest. On the revenue side, this implies building wider, more reliable tax bases
by reducing exemptions, combating tax evasion, and strengthening administration. On the
expenditure side, priorities include expanding access to education and health—which will bolster
equality of opportunity—and better targeting of social benefits to the poor.

I hope this book will assist policymakers in designing more equitable fiscal policies that will
help generate more equitable growth.

IMEF advice has been mindful of the social impact of economic policies. Social spending floors
are a key feature of programs supported under the IMF Extended Credit Facility for low-income
countries. Measures to protect the most vulnerable have featured in IMF-supported programs
with high-income members, including in the euro area. We are also addressing equity and social
issues in our regular country-level economic surveillance, whenever they are macro-critical.

This book is designed to help further integrate income inequality issues into the IMF’s policy
advice. I hope it will also spark further debate and research on this topic both inside and outside
the IME

Christine Lagarde
Managing Director
International Monetary Fund
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CHAPTER 1

Fiscal Policy and Income Inequality:
An Overview

BENEDICT CLEMENTS, RuubD DE MooLJ, MAURA FRANCESE,
SANJEEV GUPTA, AND MICHAEL KEEN

INTRODUCTION

Inequality is at the forefront of the economic policy debate in much of the world. This interest
comes in the wake of the sizable increases in income disparities that many have seen during the
past three decades or so, combined now with the need to deal with the continuing and severe
consequences of the global economic and financial crisis. Policymakers face difficult challenges in
understanding how to deal with trade-offs—or exploit complementarities—Dbetween their distri-
butional concerns and other economic policy objectives, such as achieving high rates of eco-
nomic growth and sustainable public finances. The aim of this book is to present recent research
results that can help them address these challenges.'

Research on the causes and consequences of rising inequality has flourished in recent years,
taking advantage of the growing availability of large micro data sets and of data covering
longer time spans for an increasing sample of countries.” The phenomenal success of Piketty
(2014) is a reflection of, and has further stimulated, extraordinary public interest in these
issues.> More new thinking has focused on the analysis of these developments, however, than
on how governments can design redistributive policies to address them, especially in countries
with limited fiscal space. A key feature of the book is its focus on the design of fiscal policies
in such circumstances.

Fiscal policy can be a potent tool for achieving a governments redistributive goals. It affects
household welfare through both monetary payments (taxes and transfers) and provision of in-
kind benefits (for example, free education and health services). Some tax and expenditure policies
used to this end can distort incentives and reduce economic efficiency. In this regard, policymak-
ers can do much, through careful policy design, to minimize these effects. Making certain social
assistance programs conditional on participation in job training, for instance, can help strengthen
incentives to return to work. In some cases, redistributive policies not only help achieve equity
goals but also improve efficiency, especially when they address market imperfections. The lack of
access to credit by poor households, for example, is a major market imperfection that prevents
poor households from borrowing to finance education. In these circumstances, government
financing of education can help families overcome this hurdle while strengthening both equity
and the efficient accumulation of human capital.

'Inequality is, of course, closely related to, but distinct from, poverty. For the most part, the focus of this book is on the
former.

>These databases include, for example, the Luxembourg Income Study Database, the Organisation for Economic
Co-operation and Development Income Distribution Database, The World Top Incomes Database, the Socio-Economic
Database for Latin America and the Caribbean, and the European Union Statistics on Income and Living Conditions.

3 Other important recent publications include Atkinson 2015, Bourguignon 2015, and Atkinson and Bourguignon 2015.
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The fiscal tools that are available to address inequality-related concerns vary widely across
countries, reflecting their differing administrative capacity. Advanced economies may be able to
condition cash transfers quite finely on income, labor force participation, and other characteris-
tics. In contrast, sophisticated means-testing is simply not an option for developing countries.
One central aim of this book is to bring out this diversity of challenges by reviewing experiences
in countries at quite different levels of development.

Another theme is the need to take a comprehensive view of both tax and spending programs
to assess how fiscal policies affect, and are affected by, inequality. Looking at the effect of tax
measures in isolation, without looking at the spending measures they help finance, would provide
an imperfect guide for policymaking—a simple point that continues to be too often ignored, or
respected in the breach.

The analysis presented in this book builds on and extends work undertaken at the IMF in the
recent past, including a paper prepared for the IMF Executive Board on fiscal policy and inequal-
ity (IMF 2014a). Distributive issues have been an important part of IMF policy work for decades,
reflecting early recognition of the social impact of macroeconomic policies (Tanzi and Chu 1998;
Tanzi, Chu, and Gupta 1999). These efforts have intensified in recent years, especially in light of
new evidence that extreme inequality can be damaging for macroeconomic stability and growth
(Easterly 2007; Rajan 2010; Kumhof and Ranciére 2011; Ostry, Berg, and Tsangarides 2014).
With many governments engaged in fiscal consolidation, recent studies have also explored how
fiscal adjustment can be designed to minimize any adverse effects on income distribution (Woo
and others 2013). Equity issues have also been explored in the IMF’s work on energy subsidies,
pensions, and jobs and growth.

To set the scene for the chapters to come, the rest of this introduction provides an assessment
of different approaches to measuring the effects of fiscal policy on inequality, as well as some of
the key methodological challenges in assessing the distributive effects of taxes and spending. This
is followed by a description of the main findings in each chapter of the volume.

KEY ISSUES FOR INEQUALITY ANALYSIS AND
THE ASSESSMENT OF FISCAL POLICY

Incidence

Assessing how tax and spending policies affect inequality requires taking a view on how they
affect real incomes—that is, on their incidence. Empirical studies answer this question by allocat-
ing total tax payments and the benefits of government spending across households in some way.
And many do so on the basis of some simple assumptions. For instance, many assume that indi-
rect taxes like value-added taxes (VATs) and excises are fully borne by consumers (not passed back
to the profits of suppliers or wages of their employees) while personal income taxes are fully borne
by employees (so have no effect on the pretax payments they receive).

Several difficult issues arise.” First, the tax payment allocated to a household in such a way gives a
sense of the impact on real incomes, but that is different from the effect on welfare, because it ignores
the deadweight loss associated with those taxes—the loss the household suffers because transactions
that would otherwise have taken place no longer will. Second, and more fundamentally for this
book, these assumptions often have no firm empirical basis. Basic public finance teaches, to take just
one example, that taxes on commodities will be less than fully passed through to consumers in
competitive markets with less than perfectly elastic supplies. And allowing for imperfect compe-
tition and links across markets, they might be more than fully passed on to consumers.

#Some of these issues are discussed in Boadway and Keen 2000. On the formalities of incidence analysis, see Kotlikoff
and Summers 1987.
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Faced with these ambiguities, one looks to empirical evidence. This evidence is surprisingly
sparse, but what there is warns against blithe acceptance of some of the standard assumptions.
Benedek and others (forthcoming) find, for instance, that while changes in the standard VAT rate
may indeed be fully shifted to consumers, the benefits of reduced rates may not be. And
Rothstein (2010) finds that for each $1 spent on the earned income tax credit in the United
States, about 27 cents benefits the employer, not the worker. Matters are still more complex in
relation to other taxes: there is a lively debate, for instance, on the extent to which the corporate
tax is passed on to workers (Gravelle 2011). And the incidence of tariffs—still very important in
many developing countries—can be hard to assess, not least because it will affect not only those
who purchase imports, and so pay some tariffs, but also those who purchase untaxed but none-
theless now more expensive domestic substitutes. Indeed, the incidence of what look like very
similar taxes may well differ between advanced and developing countries, given differing eco-
nomic structures and degrees of administrative capacity. They might also differ over time, given,
for instance, changes in openness to trade and capital movements.

Further difficulties arise in assessing the distributional consequences of the public provision of
health, education, and other services. The benefit of these services can be allocated across house-
holds by valuing them at the average cost of provision, but this approach may significantly
understate households’ true valuations, which are arguably the more relevant in assessing distri-
butional effects. The issue becomes even more complicated when the quality of service provision
to different income classes varies.

Perhaps surprisingly, the topic being so old, very much remains to be learned about the inci-
dence of tax and spending policies. The assumptions commonly made may be defensible as
broadly reasonable in the face of substantial ignorance, but their importance and sometimes weak
basis needs to be remembered. The classic treatment of Whalley (1984) remains a salutary lesson,
showing how by alternative plausible assumptions the incidence of the Canadian tax system can
be made to look either broadly proportional to income or highly progressive.

Dimensions of Inequality

Inequality can be viewed from many perspectives.” Following most of the literature, the contribu-
tions in this book generally focus on inequality at the household level, measured primarily in
monetary terms (annual income or consumption), and the effects of fiscal policies on these mea-
sures. But many other dimensions of inequality can be of interest: inequality of opportunity, for
instance, between ethnic groups; and unequal treatment of those felt to be in all relevant respects
identical—“horizontal” inequity—is often a major concern. Here, however, we focus on just two
other dimensions of inequality not addressed by simply comparing household incomes at a single
point in time—inequality over the life cycle and gender.

Inequality over the Life Cycle and Generational Accounting

Most measures of inequality are based on a snapshot for a single year. An individual’s income in
a given year, however, may not be representative of his or her lifetime income. For example, a
worker may experience a decline in income during a spell of unemployment. In a similar vein,
the taxes an individual pays in any given year, and benefits he or she receives, may vary greatly
from year to year. During his or her prime working years, for example, an individual is likely to
be paying higher taxes than when in retirement and drawing a pension. Much of what appears to
be government redistributive policies is the collection of taxes from individuals during their
prime working years that is offset by the payment of benefits in later years to the same individu-
als. In other words, on a lifetime basis, government redistribution may be much smaller than it
appears to be.

> On the multidimensional nature of inequality and how to measure it, see Aaberge and Brandolini 2015.
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Longitudinal data covering the entire life cycle (or at least career-long income histories) are
less common than yearly household surveys, so many fewer studies of inequality over the life cycle
have been undertaken. What empirical evidence there is, however, shows that, in line with expec-
tations, lifetime inequality is significantly lower than annual income inequality. Bjorklund
(1993), for example, shows that dispersion in lifetime incomes is 35-40 percent lower than that
of annual income in Sweden. Aaberge and Mogstad (2012) find that at age 60, annual income
inequality is more than twice lifetime income inequality.

The lifetime income approach is especially relevant in the analysis of the distributive effects of
pension systems, since their main objective is to redistribute an individual’s income across her or
his lifetime to avoid a sharp drop in consumption after retirement. If the relationship between
benefits and contributions is actuarially fair, computing lifetime income washes away any redis-
tributive effect that may be attributed to pension schemes.

However, pension systems, and public policies in general, may not be distributionally neutral
when they transfer resources from the working-age population to older (or younger) cohorts.
Fiscal policies may then provide differing levels of net benefits to the lifetime income of indi-
viduals belonging to different age cohorts. This is especially relevant in light of the challenges
posed by age-related spending in many countries. Generational accounting is a methodology
(based on the intertemporal budget constraint of the government) that aims to measure the
impact of taxes and spending on representative members of different generations. The focus of
this analysis is to highlight which generations bear the burden of government programs and
which enjoy their benefits (Kotlikoff 2002). For example, Kashiwase and Rizza (2014) use a
generational approach to assess the net benefits received from the pension systems of Italy, Japan,
and the United States. They find, unsurprisingly, that in Italy and Japan the net lifetime benefits
received by current retirees are much higher than those of current workers and future generations,
reflecting the future effects of pension reforms introduced in recent decades.

Generational accounting studies have been undertaken mainly for advanced economies, and
have their limitations; for instance, the point estimates of the net tax burden for different gen-
erations can be sensitive to specific assumptions.® Nevertheless, this approach can provide impor-
tant insights into the intergenerational implications of fiscal policies.

Gender

Differences in the earnings of men and women remain striking. Despite similar educational levels
in the advanced economies, women’s wages and participation in the labor market remain lower
than men’s, while women still bear the burden of unpaid housework (OECD 2012). Gender
inequality has an important macroeconomic dimension because raising female labor force par-
ticipation rates could have significant and positive effects on economic growth (Elborgh-Woytek
and others 2013).

The measurement of gender inequality has raised both theoretical and empirical issues
(Ponthieux and Meurs 2015). Commonly used standard inequality measures are usually based on
some concept of household per capita equivalent income or well-being. Household resources are
pooled together, and then equivalence scales” are used to derive an average income indicator. The

®For a critical assessment of generational accounting, sec Haveman 1994.

7 An equivalence scale is a set of weights, one for each household member, that measures the additional income regarded
as being necessary to achieve the same level of well-being as a one-member household. The use of equivalence scales
recognizes that individuals living together enjoy economies of scale, and that different demographic groups may have
different needs. There are several equivalence scales (Atkinson, Rainwater, and Smeeding 1995). Some commonly used
are the “old” OECD equivalence scale (which gives a weight equal to 1 to the first household member, of 0.7 to each
additional adult, and of 0.5 to each child), the OECD modified scale (which gives a value of 1 to the household head, of
0.5 to each additional adult, and of 0.3 to each child), and the square root scale (in this case, household income is
divided by the square root of the houschold size).
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implicit assumption is that all the household members enjoy the same level of income. In recent
decades this view of the household (based on the so-called unitary model) has been challenged.
Empirical studies suggest that changes in personal income accruing to different household mem-
bers (in particular, women) lead to changes in the allocation of household resources (Bourguignon
and others 1993; Duflo 2003; Ward-Batts 2008). Theoretical contributions have proposed more
sophisticated approaches that take into account income-sharing rules and appear to be more con-
sistent with the data (Browning, Chiappori, and Weiss 2011).

Because of the multifaceted nature of gender inequality and data difficulties, however, few
studies have been able to empirically measure gender disparities within the household in a com-
prehensive way. The empirical literature on gender inequality has focused instead on several
outcome measures (such as labor force participation and compensation, underrepresentation in
top jobs and career progression, overrepresentation in informal employment, pension income,
wealth, time spent in unpaid work, and poverty risk). Taken together, these provide insights into
the extent of gender economic inequality, its determinants, and policy options for reducing it.

The empirical literature suggests that gender—and motherhood—play a significant role in
labor market outcomes. Having children has a significant impact on female education and
employment decisions, with mothers’ labor market participation being lower than men’s during
the prime childbearing years. However, social norms (such as early marriage) or discriminatory
institutions and practices appear also to matter a great deal. For example, OECD 2012 shows
that discriminatory attitudes and gender gaps in employment rates are strongly correlated.
Gonzales and others (2015) find that legal restrictions (such as those on rights to inheritance and
property) and impediments (for instance, to pursuing a profession or opening a bank account)
are also strongly correlated with gaps in labor force participation in both advanced and develop-
ing countries.

Addressing gender equity thus requires responses on many fronts, including but by no means
only fiscal. Reforming the regulatory framework to remove obstacles and discrimination can
shape a favorable environment for women to exercise their full economic potential. Universal
access to education and health, by fostering human capital formation for both girls and boys, can
contribute to removing differences in skills and productivity and reduce wage gaps. Public spend-
ing for the provision of good-quality and affordable child care may promote mothers’ return to
paid employment after childbirth (Thévenon 2011). The appropriate design of income taxes can
ensure that work disincentives for second earners are eased, and that work pays for all household
members (Boskin and Sheshinski 1983; Apps and Rees 1999, 2007).

ORGANIZATION AND MAIN FINDINGS OF THIS BOOK

This book consists of six parts. Part I provides an overview of income inequality trends and dis-
cusses fiscal redistribution in advanced and developing countries. Part II investigates the link
between personal and functional income distributions and discusses tax policy issues linked to the
taxation of wealth. Part III explores the link between fiscal consolidation and inequality. Parts IV
and V focus on tax and expenditure policies, respectively, and how these can be fashioned to
address distributive objectives. Finally, Part VI comprises country studies addressing various
aspects of the relationship between fiscal policy and income inequality.

Part I—Trends in Income Inequality and the Redistributive Role
of Fiscal Policy

Chapter 2, by Benedict Clements, Vitor Gaspar, Sanjeev Gupta, and Tidiane Kinda, looks at the
relevance of inequality for the work of the IMF and how economic developments have shaped
this work. Two main trends have been important in this respect. First, long-term demographic
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and economic trends have resulted in an increase in developing countries” share in global output,
which has contributed to a decline in inequality at the global level. Second, inequality has risen
within many countries.

Redistributive issues are relevant for all three core activities of the IMF: support for macroeco-
nomic adjustment, surveillance of member countries’ economic policies, and technical assistance
to build capacity. The authors provide a historic overview of the IMF’s involvement in these
issues, which began in the late 1980s and was influenced by policy design in IMF-supported
adjustment programs. This experience led to greater attention to integrating social safety nets into
program design and safeguarding access to basic public services in health and education. IMF-
supported programs were successful in raising social spending (Clements, Gupta, and Nozaki
2013). The IMF’s work in this area has deepened further since the global financial crisis, which
has had significant adverse effects on growth and welfare, particularly in advanced economies.
This renewed focus reflects the recognition that inequality has the potential to undermine mac-
roeconomic stability, and calls for a careful examination of policy options and appropriate design
of fiscal measures. The analytical effort has encompassed cross-country studies, country-level
assessments of fiscal consolidation and inequality, and a variety of fiscal policy tools. The survey
(and the examples of IMF-supported adjustment programs) presented by the authors points to
an important lesson: growth and greater equality are not necessarily in conflict. With the right
design, tax and spending policies can help achieve both stronger growth and greater equality of
outcomes and opportunities.

The issue of the appropriate design of tax and spending policies in advanced economies is
the focus of Chapter 3, by David Coady, Ruud de Mooij, and Baoping Shang. Although redis-
tributive goals can also be achieved by other regulatory instruments (such as price controls), the
primary tools for governments to reduce inequality are taxes and spending programs. Fiscal
policy instruments can have an impact both in the short term (personal income taxes, for
instance, immediately reduce household disposable income) and in the long term (current edu-
cation spending, for instance, is likely to affect future earnings). In advanced economies, fiscal
policies have indeed played a significant role in reducing market-income inequality. For exam-
ple, they have, on average, reduced the Gini coefficients by about one-third (of which, approx-
imately two-thirds is due to transfer programs and about a third is a result of progressive taxa-
tion). With regard to public expenditures, although the appropriate composition and design of
spending programs varies by country, key considerations are to effectively reach households with
the lowest income and avoid the creation of “poverty traps” with these programs. The latter issue
can be addressed, in part, by designing benefits to minimize unfavorable behavioral effects of
transfer programs (such as disincentives to work). The redistributive impact of taxation depends
on the progressivity of personal income taxes, as well as the level and structure of taxes imposed
on capital income and wealth. Indirect taxes generally tend to be regressive (at least when deter-
mined as a share of income, rather than expenditures, and assuming full pass-through to con-
sumer prices) and are less suitable instruments than income taxes for pursuing redistributive
objectives. Moreover, as stressed above, the distributional impact of public policies should be
assessed by taking into account not only the impact of taxation but the impact of transfers and
spending that it helps finance. Many advanced economies are facing a sluggish recovery from
the global financial crisis. Taxes and social spending are already high. The authorities’ key chal-
lenge is to ensure an appropriate design that achieves redistributive objectives at minimum cost
to economic efficiency.

The design of redistributive policies in developing countries is analyzed in Chapter 4 by
Francesca Bastagli, David Coady, and Sanjeev Gupta. The authors discuss the specific challenges
faced by developing countries in pursuing both efficiency and equity objectives, emphasizing the
importance of taking a comprehensive approach that considers the combined impacts of taxes
and spending and of encompassing both design and administration issues. Fiscal redistribution is
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more limited in developing countries than in advanced economies because of the developing
countries’ lower tax and spending levels and because of the composition of revenue and outlays.
On the tax side, revenue relies heavily on indirect taxation (which has limited redistributive
impact). On the expenditure side, health and education account for a high share of social spend-
ing, but they affect the income distribution in the medium term; moreover, the share of social
insurance spending (mainly pensions) that benefits higher-income groups is high. Enhancing
redistribution therefore requires that tax ratios be increased while competing public spending
needs are addressed. As to taxation, the policy strategy should aim to broaden both income and
consumption tax bases and improve design to increase progressivity. Critically, tax compliance
needs to be strengthened as a prerequisite, for instance, for effective taxation of personal incomes.®
With regard to spending, priority should be given to designing well-targeted transfer programs
while avoiding fiscally expensive universal price subsidy schemes. The expansion of in-kind
spending could also help reduce income gaps, if that spending is focused on increasing low-
income groups access to quality services.

In Chapter 5, Ravi Kanbur discusses the developments that have occurred during the past
three decades in the economics literature on poverty and income distribution. He organizes the
discussion around three main issues: (1) progress in empirical evidence, (2) theoretical advances,
and (3) policies. His main finding is that there has been significant continuity in the poverty and
inequality domain notwithstanding significant advances in many respects. The chapter highlights
the tremendous increase in the availability of empirical evidence (linked to the much greater
availability of household surveys in developing countries), which has widened the range of fea-
sible analysis and supported the efforts to document the changes in inequality observed in many
countries during the past 30 years. Kanbur argues that the most prominent theoretical contribu-
tions have been in the analysis of poverty dynamics and risk, the surfacing of gender and intra-
household inequality issues, and the spread of multidisciplinary approaches (which shifted atten-
tion away from focusing solely on the monetary value of consumption and income). For policy
research, the chapter underlines four main topics in recent decades: conditional cash transfer
programs, governance and institutions, the role of safety nets at times of acute macroeconomic
crises, and the systemic importance of spillovers and global public goods. These were not entirely
new topics, but nevertheless gained prominence because of the large macroeconomic shocks that
hit both advanced and developing countries.

Part Il—Alternative Measures of Inequality and Their Implications
for Fiscal Policy

In Chapter 6, Maura Francese and Carlos Mulas-Granados study the relationship between func-
tional and personal income distributions. The current debate on inequality is usually based on
summary indicators of the distribution of personal income (such as the Gini index or the share
appropriated by the top 10 percent or 1 percent). Historically, great attention was also paid to
the allocation of income between the factors of production (labor and capital), and indeed the
enormously influential work of Piketty (2014) is a very conscious return to this tradition.
Classical economists considered the analysis of factor shares to be the principal problem of
political economy; research on this topic flourished up to the 1960s. In the following decades it
became a marginal issue, perhaps because of the lack of volatility in income shares. It has made
a comeback in recent decades, reflecting the decline of the wage share experienced in Group of
Seven countries since the 1970s, coincident with increasing inequality. The chapter uses both
micro- and macroeconomic data to assess whether the decline in the labor share has been a key
factor driving increases in inequality. The empirical analysis of micro data aims at recovering

80n how this might be done, see for instance IMF 2015.
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marginal effects of changes in factor shares and in the dispersion of labor income on the Gini
index, using a large data set of household surveys covering both advanced and emerging econo-
mies. The results indicate that the most important determinant of rising income inequality has
been the growing dispersion of wages rather than the declining share of wages. These findings are
confirmed by regression analysis using macroeconomic data. They reflect the fact that labor earn-
ings are the largest component of household income and the sizable growth of top salaries—the
latter being a key driver of the rising dispersion of labor income. From a policy perspective, the
results suggest that to avoid undesired distributional outcomes, attention should be paid to labor
market outcomes.

Chapter 7, by Luc Eyraud, analyzes recent trends in wealth inequality and examines how
wealth taxation can be used as a redistributive instrument. Although income inequality remains
central to the debate on distribution, the emphasis on wealth inequality has been growing.
Wealth is more unevenly distributed (both across’ and within countries'®) than income. High
wealth concentration can have detrimental effects on growth through a variety of channels:
besides fostering rent-seeking behavior, high wealth concentration can affect political, social,
and economic stability. The chapter shows that historically taxes on wealth have been a major
source of government revenue, but they now have a minor role, accounting for less than 2 per-
cent of GDP, on average, for Organisation for Economic Co-operation and Development
(OECD) countries. For this reason they may offer some margin to increase revenue and
strengthen the progressivity of tax systems. Recurrent taxes on residential properties are widely
seen as relatively growth friendly,' being marked by a base that is fairly immobile and hard to
hide (and therefore fewer adverse incentive effects are generated). Designing these taxes to be
progressive is also fairly simple (for example, by providing a basic tax-free allowance). Taxes can
also be levied on property transactions and transfers. The former (for example, on the sale of
real estate and financial instruments) can lead to inefficiencies since they may discourage mutu-
ally beneficial transactions. Taxes on wealth transfers (through gifts or inheritances) have not
proved easy to implement on a reasonably broad basis because of difficulties both technical and
political, not the least being the potentially high mobility of the wealthy. These taxes have been
in decline and currently generate very little revenue in most countries. Recent developments in
the exchange of tax information between countries, however, may alleviate some of the difficul-
ties that have been experienced. Many look to wealth and wealth transfer taxes to play a more
important role in the future, with the latter, for instance, potentially a key instrument to limit
the intergenerational transmission of inequality.

Part lll—Fiscal Consolidation and Income Inequality

In Chapter 8 Davide Furceri, Joao Tovar Jalles, and Prakash Loungani examine the link between
budget consolidation and inequality in a sample of advanced economies. After discussing avail-
able methods for identifying consolidation episodes, the authors use regression analysis to esti-
mate impulse response functions for alternative measures of inequality (Gini indices and income
shares) and run several robustness checks. Their results indicate that fiscal adjustment tends to
lead to an increase in income inequality in the short and medium terms, with this finding being
robust to the use of alternative measures of fiscal consolidation and inequality. The evidence
discussed in the chapter is not conclusive, however, on two issues: (1) whether tax-based or
expenditure-based consolidations have different effects (most other studies have found
expenditure-based adjustment more unequalizing); and (2) whether the relationship between

North America and Europe account for two-thirds of total wealth.
'0For instance, in advanced economies, the top 10 percent owns, on average, more than half of the wealth.
' See Acosta-Ormachea and Yoo 2012 and Arnold and others 2011 for empirical evidence on this issue.
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fiscal adjustment and inequality is symmetric. The authors’ results suggest that the benefits of
fiscal adjustment should be weighed against its distributional effects and underscore the need to
design fiscal measures that protect the neediest. Finally, the authors highlight that the distribu-
tional impact of fiscal consolidation must be balanced against its potential longer-term benefits,
since sustainable public finances and a lighter burden of interest payments may allow a reduction
in distortionary taxation.

Stefania Fabrizio and Valentina Flamini provide an overview of recent evidence on the link
between fiscal adjustment and inequality for both advanced and emerging economies in Chapter 9.
They start from the consideration that fiscal contraction has an impact on distribution via both
market and disposable income: it leads to a reduction in output and employment and therefore
in earnings; it also changes the level and composition of taxes and spending. Cyclical conditions
are also relevant: the effect of a fiscal contraction can be stronger in a downturn if fiscal multipli-
ers are higher than when the economy is growing. In addition to magnitude and pace, the econo-
metric studies reviewed in Chapter 9 indicate that the composition of consolidation packages also
matters; adjustments based on spending cuts worsen inequality more than revenue-based ones.
Reviewing recent adjustment experiences in Europe, the authors highlight that both expenditure-
and revenue-based fiscal consolidations can be designed to mitigate adverse effects on inequality.
This can be done by protecting the most progressive and efficient redistributive spending and
increasing reliance on progressive revenue measures. In developing countries, where the size of
the government sector is usually smaller than in advanced economies and fiscal policies less pro-
gressive, social safety nets should be strengthened to protect vulnerable households during fiscal
adjustment. Some other lessons, while straightforward, are important. For example, replacing
universal subsidies with targeted measures can help prevent an increase in inequality while help-
ing reduce budget deficits.

Part IV—Tax Policy and Inequality

Chapter 10, by Ruud de Mooij, Thornton Matheson, and Roberto Schatan, focuses on tax spill-
overs arising from the current international tax architecture for multinational enterprises and the
opportunities for tax avoidance that they create. These spillovers can matter for distribution both
within countries and, more the focus here, across them, for they can be particularly important
for developing countries, which are relatively more reliant on corporate income taxes and espe-
cially those from multinationals—and have fewer appealing alternative sources of revenue.
Spillovers jeopardize the government’s ability to raise sufficient resources to finance social pro-
grams and comprehensive redistributive policies (besides public spending for investment).
Indeed, governments in developing countries themselves face the challenge of finding a balance
between ensuring an attractive investment environment for multinationals and mobilizing ade-
quate domestic resources. However, it is not just their own policies that matter, but also interna-
tional tax rules set by others. Drawing on IMF (2014b), de Mooij, Matheson, and Schatan
address three specific tax issues related to the international tax architecture that determine spill-
overs to developing countries. The first is territoriality versus worldwide taxation in more
advanced economies. The authors document a shift during the past decades in advanced econo-
mies from worldwide toward territorial taxation (under which earnings from foreign subsidiaries
are exempt in the residence country). Empirical evidence suggests that, as theory predicts, this
shift has increased the intensity of tax competition among developing countries, pushing them
toward lower corporate tax rates. The second set of issues are those around bilateral tax treaties.
These treaties allocate taxing rights between the residence and source countries and can benefit
investors to the extent that they eliminate double taxation and provide some certainty of tax
treatment. Empirical evidence, however, is at best inconclusive as to the effect of treaties on
investment. At the same time, tax treaties create a significant risk for developing countries (which
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are usually source countries) of a high cost in forgone government revenue. The chapter thus
cautions developing countries against signing bilateral tax treaties too readily. Finally, the chapter
explores ideas for a complete revision of the international rules for allocating taxable income of
multinationals between different countries. In particular, instead of separating the accounts of a
multinational group, accounts could be consolidated according to a harmonized rule.
Subsequently, this consolidated tax base could be divided between countries through “formulary
apportionment.” Although such a system clearly eliminates a number of problems and spillovers
associated with the current architecture, it would also create significant new challenges. And, not
least, it is highly uncertain whether developing countries would see their tax bases expanded or
reduced.

In Chapter 11, John Norregaard focuses on taxation of immovable property. Property taxes,
especially on residential real estate, are, as noted above, widely regarded as an efficient and equi-
table means for raising revenue. Their potential, however, appears not to be yet fully exploited,
in particular in emerging and developing countries. For them, the untapped revenue potential is
estimated to be on the order of 0.5-1.0 percent of GDP over the next 5-10 years, while for many
advanced economies that currently rely only modestly on these taxes, the potential is even higher,
reaching 2 percent of GDP or more. After discussing the nature of property taxation in different
countries, the chapter explores the economic rationale for its fuller use. Empirical evidence sup-
ports the theoretical claim that property taxation is more efficient and less distortive than most
other conventional tax instruments, with recent studies confirming that it is more benign for
growth. Property taxes also play a key role in intergovernmental fiscal design: given that they are
borne mainly by residents, and that property values likely reflect the value of local services and
amenities, local property taxes are an attractive source of revenue for local government since they
are associated with lower spillover effects and increased accountability of local administrations.
The chapter finally examines the obstacles that policymakers face in introducing and reforming
property taxation. Political economy considerations, as well as implementation issues, play an
important role. Transparency and salience of the tax, which economists regard as desirable prop-
erties, make it politically unpopular. As to implementation, successful reforms require training
and careful planning of improvements to administrative infrastructure, which entails up-front
investment.

Chapter 12 addresses the issues of the targeting and design of indirect taxation. In particular,
Michael Keen contributes to the debate on the VAT and whether reduced tax rates on com-
modities that absorb a large part of poor households’ budgets (such as food) are a suitable way to
improve income distribution. The theoretical and empirical literature agrees that most of the
dollar benefits of reduced rates are generally appropriated by better-off households. Therefore, the
amount of redistribution that can be achieved by differentiating tax rates is limited, and other
instruments can be deployed by governments to address distributional concerns more effectively.
Thus, the issue becomes whether these better instruments to support poor households are avail-
able. Such instruments are likely to be feasible in advanced economies, in which implementation
issues are less relevant and sophisticated social programs more common. For emerging and devel-
oping countries deployment of these instruments is less straightforward, and can require evaluat-
ing whether spending programs (either cash transfers or in-kind benefits such as health and
education) that are not precisely targeted perform better than differentiated tax rates. Assessing
the distributional case for reduced VAT rates requires understanding the distributional impact of
the public spending that a higher rate could enable. The chapter also points out, however, that
even when tax-spending reforms do seem superior to differentiated VAT rates, political economy
considerations may still restrain governments from acting. These obstacles may reflect a suspicion
that spending programs promised by governments will not always be forthcoming or that more
progressive ways to finance the increase in public spending may be available. Or it may be that
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powerful groups understand perfectly well how raising or eliminating reduced VAT rates would
act to their disadvantage.

In Chapter 13, Jan Parry explores the distributive aspects of carbon taxation, the starting point
being that carbon pricing (to reduce harmful carbon emissions) needs to be front and center in
policies to limit climate change. Even though carbon pricing is becoming more widespread, it
remains far from the levels needed. Concerns about the impact on poor households of raising
carbon taxes by a significant margin is one of the issues that complicate the political discussion
around climate policy, and risks holding back effective carbon pricing. The chapter argues, how-
ever, that distributional concerns should not delay or limit the use of carbon taxes, for several
reasons. First, carbon taxes are less regressive than is generally thought; second, leakages to higher-
income groups from inefficiently low energy prices are sizable (they receive about 90 percent of
total benefits); and third, instruments are available to compensate low-income households for the
costs stemming from high energy prices. Advanced economies have numerous opportunities for
such compensation by using carbon tax revenues to finance targeted tax cuts and benefit
increases—though specific needs and design clearly need to be examined on a country-by-
country basis. A strong case for raising carbon taxes can also be made for developing countries,
including to address local pollution damage. With respect to distributional concerns, carbon taxes
might actually be less regressive in developing countries than in advanced economies, since access
to power grids and motor vehicle ownership is skewed toward richer households in developing
countries; and given that large hard-to-tax sectors constrain the use of other taxes (such as the
personal income tax), energy taxes can serve the useful purpose of broadening the tax base.
Targeted compensation of those low-income households that are adversely affected is more chal-
lenging in developing countries, given the more limited spending instruments available.
Nevertheless, the additional revenue from carbon taxation could allow expansion of health, edu-
cation, social housing, and other programs. In sum, distributional concerns are certainly poten-
tially important for both fairness and the politics of reform, but these issues are generally manage-
able and not a persuasive reason for delaying more effective carbon pricing.

Part V—Expenditure Policy and Inequality

Energy subsidies and their reform are addressed by David Coady, Valentina Flamini, and Louis
Sears in Chapter 14. Building on evidence from country studies, the authors assess the magnitude
of energy subsidies and estimate the welfare impact of their reform. This is an important topic
for many developing countries, in which domestic consumer prices are under the government’s
control and do not reflect the true cost of energy. Governments see controlling prices as a viable
solution to protect domestic consumers from high and volatile oil prices. The chapter shows,
however, that energy subsidies are generally a very inefficient instrument for protecting poor
households: on average, the richest 20 percent of the population captures more than six times as
much of the benefit of fuel subsidies as does the poorest 20 percent. Withdrawing benefits would,
nevertheless, result in significant welfare losses, including for disadvantaged households: estimates
indicate that increasing fuel prices by $0.25 per liter would decrease household real incomes, on
average, by 5.5 percent, with the impact ranging from 3.5 percent in South and Central America
to 7.0 percent in the Middle East. Thus, well-targeted compensating measures are likely to be
essential for making energy subsidy reform palatable to policymakers and successful in practice.
Ideally, well-targeted cash transfers should be used to compensate poor households, as they have
been in several successful reform episodes. Conditional cash transfers have also gained promi-
nence in emerging and developing countries because they also help address the causes of persis-
tent poverty (by, for example, linking eligibility for cash transfers to participation in health and
education programs). When capacity constraints prevent the use of targeted cash transfers,
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governments can consider instead the expansion of other high-priority spending that benefits the
poor, such as school meals or subsidized education, health, and mass transit.

In Chapter 15, Benedict Clements, Csaba Feher, and Sanjeev Gupta review the functioning
of pension systems, with a view to highlighting the equity considerations most relevant for their
design and reform. The starting point of the analysis is the recognition that pensions are a key
instrument of social policy, preventing the large drop in income that would otherwise be associ-
ated with retirement. In assessing the fairness of pension systems, it is important to distinguish
between objectives for horizontal equity and those for vertical equity.'* In many cases, there will
be a trade-off between these objectives. To achieve vertical equity, for instance, significant redis-
tribution toward the poor may be required, but this course may clash with ensuring that the link
between contributions and benefits is similar for all pension system participants (horizontal
equity). Intergenerational equity is also an important consideration, and involves judgments
about how the burden of financing the pension system—and the benefits it pays out—should be
spread across successive generations. Despite the difficulties in determining a unique criterion for
an equitable pension system, some clear principles emerge from international experience. The
first principle is that there are a number of reforms that are clearly equity enhancing, including
expanding coverage, which is the most important consideration for achieving greater vertical
equity. Expansion of coverage could be fostered by removing regulatory barriers to participation
and improving administrative capacity and compliance. In addition, countries could achieve
more horizontal equity in their pension systems by providing equal treatment across sectors,
industries, and type of contract. The second principle is that most design features and reform
options will, nevertheless, require trade-offs between different equity objectives. The third prin-
ciple is that pension reform occurs under political constraints, which can hinder the equal treat-
ment of certain social groups. The fourth principle is that the consequences of different pension
reform options need to be analyzed—and the goals of pension reform communicated—to achieve
broad and lasting public support. The final principle is that complementary measures in areas
outside pension policy are necessary to make pension reforms effective. These measures include
strengthening administrative capacity to manage increases in the number of contributors, as well
as labor reforms to ensure employment opportunities for older workers.

In Chapter 16, Nora Lustig provides an empirical analysis for a sample of emerging and
developing countries of the redistributive impact of public spending on education and health."
These two items combined account for a sizable share of public spending in the countries
included in the sample: education outlays range from 2.6 to 8.3 percent of GDP, and health
expenditure from 0.9 to 5.2 percent. Examining their redistributive impact requires attaching a
value to in-kind services provided to citizens (free—or almost free—of charge). The common
methodology applied to all countries in the sample uses average cost of provision as a proxy for
the value of in-kind services. Gini indices are then computed for three income definitions:
(1) market income; (2) postfiscal income (market income less taxes and social contributions, plus
government transfers—such as cash transfers —and minus indirect taxes); and (3) final income
(postfiscal income plus the transfer value of free or subsidized public education and health). The
results indicate that in more unequal countries government policies tend to redistribute more
(a somewhat different conclusion from the previous literature). Education and health spending
combined lower inequality by a significant amount: their contribution to the overall decline in

2 Horizontal equity requires that similar conditions (in the case of pension systems, similar contribution histories) be
associated with similar results (that is, similar pension benefits). Vertical equity requires considering individuals’ needs
when granting benefits.

The countries analyzed are those included in the Commitment to Equity project: Armenia, Bolivia, Brazil, Chile,
Colombia, El Salvador, Ethiopia, Guatemala, Indonesia, Mexico, Peru, South Africa, and Uruguay.
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inequality (going from market to final income) is, on average, 69 percent. Education spending is
pro-poor (meaning that per capita spending is higher for poor individuals) in 9 out of 13 coun-
tries, while health expenditure is pro-poor in 5 out of 13 countries. Evidence also suggests that
progressivity and pro-poorness of health and education spending have increased over time.
However, despite progress and the equalizing role played by education and health, less than uni-
versal access and low quality remain a concern in developing countries.

Chapter 17, by Caroline-Antonia Hummel and Mike Seiferling, reviews the literature on
fiscal federalism and inequality and presents an empirical analysis of the link between decen-
tralization and within-country inequality. The literature on fiscal federalism has addressed this
question since seminal contributions published in the 1950s. The so-called first-generation
theories of fiscal federalism argued that local governments should not engage in redistributive
policies. “Voting with your feet” behavior would lead to unsustainable and self-defeating pat-
terns, with rich households migrating to jurisdictions characterized by minimal levels of taxa-
tion and transfers, and poor households concentrating in areas with generous redistributive
schemes. As a result, a system of decentralized redistribution would lead to lower levels of
redistribution than socially desirable. The second generation of fiscal federalism studies, how-
ever, suggested that comprehensive decentralization could be more effective in reducing
regional inequality than centrally mandated redistribution over the longer term. The reason is
that local governments of poorer regions could take advantage of less generous welfare provi-
sions and lower taxes to attract investment and increase growth. In this sense, decentralization
could lead to a reduction in income disparities across regions, which would translate into lower
inequality at the national level. Hummel and Seiferling use data for a globally representative
sample of countries over a 30-year time span to test the potential links between within-country
income inequality and fiscal decentralization. The authors’ empirical analysis lends support to
second-generation fiscal federalism theories. More specifically, their econometric results sug-
gest that decentralization is associated with lower inequality, provided the following conditions
are met: (1) the size of the government is sufficiently large; (2) decentralization of spending is
comprehensive, including redistributive spending items (social expenditure, health, and educa-
tion); (3) decentralization on the expenditure side is accompanied by decentralization on the
revenue side (so that local governments rely primarily on their own resources); and (4) in
assigning revenue sources to subnational governments, preference is given to revenue categories
without strong redistributive implications.

Part VI—Country Case Studies

In Chapter 18, Ruud de Mooij discusses the equity-efficiency trade-off in the design of the tax-
benefit system in the Netherlands. The author starts by reviewing key policy insights from opti-
mal tax theory to identify the factors that determine the equity-efficiency possibility frontier. The
shape of the optimal marginal tax schedule is shown to depend on a limited number of factors,
such as social preference for redistribution, the concavity of utility in income, the elasticity of
labor supply, and population densities along the income distribution. The optimal marginal tax
schedule typically follows a U-shaped pattern, that is, high at the bottom and top of the income
distribution and low in the middle. While yielding powerful messages for tax-benefit design,
however, the optimal tax framework is probably oversimplified; for example, it does not allow for
the heterogeneity in elasticities that characterizes the Dutch labor market. To account for this in
greater detail, the chapter explores reform options in the Dutch tax-benefit system using a
detailed applied general equilibrium model. The model is calibrated for the Netherlands to reflect
available empirical evidence concerning the most relevant behavioral responses (such as labor
supply decisions of a heterogeneous set of households). Indeed, it accounts for household hetero-
geneity along several dimensions, such as skills, family composition, social benefit entitlements,
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and age. Moreover, it allows for a rich set of labor market choices, including hours worked, vol-
untary nonparticipation within couples, and search behavior by the unemployed. A union bar-
gaining model and search frictions imply that wages do not clear the labor market, which renders
the extensive margin of employment more responsive through effects on reservation wages.
Despite these modifications, compared with standard optimal income tax models (that is, by
varying elasticities along the income distribution), results on the efficiency implications of tax
reforms are largely consistent with insights from these models, yet also refine them. For instance,
they show that selective in-work tax credits for low-wage and secondary earners could increase
employment. But they also show that the precise design of the phase-out range of these credits is
critical for employment effects. Flat-tax reforms (which lower the marginal tax rates for top
incomes) tend to worsen the equity-efficiency trade-off, that is, they either reduce employment
for the same amount of redistribution or increase inequality. Replacing means-tested income
transfers with a basic income benefit would reduce unemployment (because it eliminates means
testing, and so reduces the marginal tax burden at the bottom), but has very large adverse effects
on labor supply in the densely populated middle-income groups who would face a much higher
marginal tax rate.

Chapter 19, by Serhan Cevik and Carolina Correa-Caro, focuses on China, which, over the
past few decades, has experienced a substantial increase in inequality (as measured by the pretax
income Gini index). This trend reflects the sustained dynamics of income accruing to the richest
quintile of the population, which has been significantly higher than that registered by other
income groups. The aim of the chapter is to identify the determinants of income inequality, with
a focus on the distributional effects of fiscal policy, using regression analysis. The authors recog-
nize the limitations stemming from a small sample size and challenging technical issues, and
devise strategies to alleviate these concerns. Their results support the hypothesis of an inverted
U-shaped relationship between growth and income inequality in China (a “Kuznets curve”),
which is in line with the observed pattern for the Gini index over the recent decades of rapid
growth. Government spending in China appears to be associated with worsening income inequal-
ity. This finding may reflect the low public expenditure level observed in China and its composi-
tion. Spending is mainly absorbed by infrastructure investments and public administration out-
lays. Taxation appears to improve the distribution of household income, even if the tax-to-GDP
ratio is still significantly far from levels observed in OECD countries, and it is characterized by a
low degree of progressivity (as a result of the high share of revenue collected through indirect
taxes). The authors argue that fiscal policy could be redesigned to have a greater redistributive
effect, especially in the long term.

In Chapter 20, Chadi Abdallah, David Coady, Sanjeev Gupta, and Emine Hanedar present
an empirical investigation of options for fiscal reform in India, demonstrating the potential for
achieving efficient and growth-friendly fiscal consolidation while simultaneously alleviating pov-
erty and reducing inequality. The need for consolidation in India is widely recognized. After
countercyclical policies implemented in response to the economic and financial crisis, fiscal
adjustment has been achieved mainly by cutting investment, without addressing structural issues
that limit the space for growth-enhancing spending and other priority measures. Against this
background the authors use household survey data to assess the impact of reforms on household
income and its distribution. On the tax side, the chapter simulates the effects of increasing “sin
taxes,” that is, consumption taxes on items generating negative environmental and health exter-
nalities (fuel products, alcohol, and tobacco). On the spending side, the exercise evaluates the
consequences of increasing spending on social programs.'* The results show that increasing the

"The exercise considers, in particular, raising spending for the Public Distribution System and the Mahatma Gandhi
National Rural Employment Guarantee Act programs.
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sin taxes has a regressive impact: it hurts all households, but the impact (as a share of total house-
hold income) is higher for low-income groups than for high-income groups. However, reallocat-
ing part of the proceeds from tax increases to the financing of higher social spending can offset
the impact of higher taxes. Under plausible simulation parameters, the chapter shows that the
reform can transfer sufficient resources to make the net incidence of taxes and transfers progres-
sive. The overall progressivity of the reform can be further enhanced by improving the targeting
of the social assistance programs. Under the current setup, leakages of benefits to higher-income
households are substantial; removing (or reducing) these inefficiencies would generate enough
resources to make lower-income households net gainers from the reform.

Chapter 21, by Maximilien Queyranne, Dalia Hakura, and Cameron McLoughlin, discusses
the challenges of designing fiscal consolidation packages in the Republic of Congo, where income
inequality is high, poverty is widespread, and the room for redistributive fiscal policies, already
narrow, is expected to diminish drastically in the coming years as oil reserves shrink. While pub-
lic revenue and spending appear higher in Congo than in most low-income countries, the under-
lying structure and composition of the budget is not geared toward the reduction of inequality
and poverty. High revenue reflects mainly oil-related receipts, while tax proceeds as a ratio of
GDP are lower than the average for sub-Saharan African countries. Moreover, taxation is tilted
toward consumption taxes, and recent reforms of the personal income tax have not improved its
progressivity. As to spending, fuel subsidies absorb a large amount of resources, exceeding overall
outlays for education, health, and social protection. Furthermore, as Chapter 14 shows is gener-
ally the case, these subsidies lead to overconsumption and are poorly targeted. To improve the
situation, education spending has been increased in recent years. The government has also com-
mitted to move toward universal coverage in the health sector and has started implementing a
conditional cash transfer program. Going forward, financing an expansion of redistributive pro-
grams will be challenging, given the expected contraction of oil-related revenues. To protect the
poor from the sizable effects of these structural changes, efforts will have to be concentrated on
strengthening revenue mobilization through more progressive taxation (for example, through a
better-functioning personal income tax, well-designed property taxes, and limited reduced VAT
rates and exemptions) and focusing on priority spending (avoiding crude across-the-board cuts).
Cutting fuel subsidies gradually but deeply, and improving the efficiency of capital spending,
could create fiscal space to scale up social spending.

In Chapter 22, Jodo Pedro Azevedo, Antonio C. David, and Fabiano Rodrigues Bastos exam-
ine the links between subnational fiscal policies and inequality dynamics in Brazil, asking whether
fiscal consolidation at the state level has contributed to the reduction in inequality. In the second
half of the 1990s, the Brazilian fiscal federalism architecture underwent a structural break. A
debt-restructuring agreement between the federal government and the states introduced tight
constraints, and as a consequence public finances at the local and state level quickly improved.
The literature on the effects of fiscal consolidation on income inequality, mostly based on data
for OECD countries, has generally found that budget retrenchment is associated with a deterio-
ration in distributional outcomes. To see if this is also the case in Brazil, the authors explore the
empirical relationship between the Gini index for gross posttransfer income at the state level and
a set of explanatory variables that include changes in the cyclically adjusted primary balance (as
a share of GDP). The results suggest that, contrary to previous findings, a tighter fiscal stance in
Brazilian states is not associated with an increase in inequality. Although the authors do not
attempt to establish the precise mechanisms linking fiscal policy and inequality, their results are
likely to reflect distinct structural characteristics of the Brazilian states compared with OECD
economies: higher inequality levels, less reliance on progressive taxation, an absence of extensive
social safety nets, and higher inefficiencies in the provision of public services. For this reason, they
caution against mechanically extending results available for advanced economies to emerging and
developing countries.
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