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Background

 Income inequality has increased in most advanced
and many developing economies over recent
decades

d Emphasis on inclusive growth has led to a
growing concern about income inequality in
developing countries (e.g., China and India)

d So how can fiscal policy contribute to lowering
Income inequality?
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|. Role of Fiscal Policy




. Role of Fiscal Policy

U Fiscal policy can affect income distribution

“* Directly. By reducing inequality of disposable incomes
compared to inequality of market incomes

“* Indirectly. Through impact on future earnings of individuals
and inequality of market incomes

1 Role likely to vary across countries reflecting ran ge of
policy instruments available but also social
preferences towards equity and efficiency

 But taxes and transfers may distort allocation of
resources (equity-efficiency trade-off)



Il. Trends In income Iinequality




Income inequality is substantially higher in low -
Income economies.....

Trends in Disposable Income Inequality, 1980-2010
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.....and has been increasing in many of these
Changes in Disposable Income Inequality Across Regi




More recently, the focus has been on the rising
Income share of the top income groups
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Ill. How has fiscal policy
affected income inequality In
advanced economies?




In advanced economies, fiscal policy has
reduced income inequality by one-third ....

Redistributive impact in OECD countries, 2008
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..... with about two-thirds of this impact is
achieved on the expenditure side
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Indirect taxes and in-kind transfers also influence
the redistributive impact of fiscal policy

O Indirect taxes . Studies find that the value-added tax
(VAT) and excise duties are regressive in European
countries (O’'Donoghue et al., 2004; Warren, 2008)

d In-kind transfers. Spending on education, health care
and housing benefits decreased the Gini coefficient by
5.8 percentage points on average in 5 European
economies (Paulus et al., 2009)



Corporate income taxes may not be as
progressive as often assumed

[ The incidence of corporate taxes will tend to
fall on wages as capital is more mobile

d However, taxation of “rents” (above normal
profits) is likely to fall on owners of capital




However, the redistributive impact of fiscal policy
has decreased since the mid-1990s

Diminishing Redistributive Impact of Fiscal Policy Since Mid-1990s
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V. How effective has fiscal

policy been at reducing
Inequality in developing
countries?




Impact of fiscal policy in developing economies
IS limited by low tax-spending levels...
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..... as well as less progressive taxes and transfer
programs

 Greater reliance on indirect taxes and narrower tax
bases

O Progressivity of direct taxation is weakened by tax
noncompliance and narrow tax bases

d On the spending side, poor targeting limits the
redistributive capacity of transfer programs



Energy price subsides as a percentage of GDP
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Fuel subsidies benefit upper income groups the

most... ...across all products
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Fiscal policy accounts for nearly 3/4 of Europe
vs. Latin America Gini difference

Re-distributional impact: Europe vs. Latin America
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In-kind public spending has been found to be

regressive in many

develop

ing economies

ending

Benefit Incidence of Education and Health Public Sp

(share of bottom 40 percent)

Health Benefit Incidence for Bottom 40%

80 -
70 -
60 -
50 -
40 -
30 -
20 -
10 -
0 A

Education Benefit Incidence for Bottom 40%

T T T T T T
o O O o o o
O n < ™ N —

70 ~
0 -

(66T) €BUIND
(866T) Jopendg
(966T) epul

(866T) eURYD
(266T) eluewoy
(066T) eIsauopu|
(£66T) wWewasIA
(566T) euebing
(966T) anbiquwezop
(£66T) Jeosebepe|y
(z66T) eAua)
(766T) 10A63
(€66T) ©OLYY YINoS
(0002) ysepe|bueg
(€66T) elURZUG|
(566T) elj0BuoiN
(£66T) niad

(066T) I1zeag
(66T) seinpuoH
(€66T) eorewer
(z66T) €21y ©1S0D
(z66T) e1qwojoD
(z66T) @11yD
(e66T) eUnUabiy

(766T) 8UIND
(€66T) enbeleolN
(966T) redanN
(£66T) Jeosebepen
(966T) ueISYiEZEY
(966T) ®lusuLY
(£66T) Wweuwain
(866T) Jopenog
(0002) ysape|bueg
(966T) anbiquezop
(€66T) BOUY LYINOS
(£66T) eluezue]
(266T) eweued
(€66T) eURANY
(566T) 8110A] ,p 810D
(€66T) olgnday zABIAY
(566T) ell0BUON
(¥66T) niad

(966T) 00IxaIN
(966T) elUOpaEN
(£66T) mere
(266T) euEbINg
o__Q:QmN_ ueaiuiwog
(€66T) eunuabiy
(266T) eluewoy
(966T) a1UD



Conditional cash transfers

O The recent expansion of “conditional cash transfer”
programs provides a promising approach for
enhancing the distributive power of public spending In
developing economies

* The largest programs, in Brazil and Mexico, have reduced the
Gini by 2.7 percentage points (Soares et al., 2007)

O However, these programs need to be targeted to the
poorest households



V. Lessons for the design of

fiscal policy in developing
countries




Lessons for the design of fiscal policy

d In developing economies, the capabillity of fiscal
policy to address income inequality needs to be
enhanced

O This requires improvements on two fronts:

»» The level of tax and spending needs to be
Increased

*» The redistributive impact of tax and spending
needs to be improved



Enhancing role of tax policy

1 Strengthening resource mobilization capacity

“* Improvement in administrative capacity

“+ Expansion of corporate and personal income tax
bases (addressing exemptions, loopholes, and tax
compliance)

“ Expansion of tax policy instruments (VAT plus
excises)




Enhancing role of public spending

 Higher and better targeted spending

“* Expansion and improved targeting of social
assistance (eliminate universal price subsidies)

“* Expansion of health and education

“* Expansion of conditional cash transfers
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Change In Gini Coefficient, 1990 to 2005
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