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ABSTRACT

Using comparable fiscal incidence analysis, this paper examines the impact of fiscal policy or
inequality and poverty in tweffiye countries for around 2010. Success in fiscal redistribution is
driven pimarily by redistributive effort (share of social spending to GDP in each country) and the
extent to which transfers/subsidies are targeted to the poor and direct taxes targeted to the rich.
While fiscal policy always reduces inequality, this is naelveitbgpoverty. Fiscal policy increases
poverty in four countries using US$1.25/day PPP poverty line, in 8 countries using US$2.50/day
line, and 15 countries using the US$4/day line (over and above market income poverty). While
spending on prechool andgrimary school is ppoor (i.e., the per capita transfer declines with
income) in almost all countries,-pomr secondary school spending is less prevalent, and tertiary
education spending tends to be progressive only in relative terms (i.e., equalatipgepoor).

Health spending is always equalizing except for Jordan.
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1 INTRODUCTION

This paper analyzes the impact of fiscal policy on inequality and pdwentyyiiive low and middle
income countries for around 2010sing the World Bank classification, the group includdeviwo
incomepuntriesEthiopiaand TanzanianinelowemiddigxcomeountriesArmenia Bolivig El Salvadaqr

Ghana GuatemalaHonduras Indonesia Sri Lanka and Tunisialevenupper middieomeountries:

Brazi] ColombiaCosta RigaDominican Republi&cuadoy GeorgiaJordanMexicq Pery Russiand

South Africatwo highincomsountriesChile andUruguay and, one unclassified (upper midateme,

most likely):Argentina® The data utilized here is based on the country studies available in the
Commitment to Equity InstituteOs databaseseal fiedistributiohThe studies apply the same fiscal
incidence methodology described in detail in Lustig and Higgins (2013) and Lustig (forivatbnaing).
long tradition in applied public finance, fiscal incidence analysis is designed to respqunestmthof

who benefits from government transfers and who ultimately bears the burden of taxes in the econon
(Musgrave 1959; Pechman 1985; Mailaequez 2008].he fiscal policy instruments included here
are: personal income and payroll taxest timasfers, consumption taxes, consumptions subsidies and
transfers ixkind (in the form of education and healthcare services).

This article makes three main contributions. First, because the fiscal incidence analysis is comprehen:
one can estimate thothe overall impact of fiscal policy as well as the marginal contribution of each
instrument. Second, the analysis includes the effects of fiscal policy not only on inequality but also
poverty. Third, because the studies apply a common methoddolyy, alee comparable across
countries.

While fiscal policy unambiguously reduces income inequality, that is not always true for poverty. Usi
the lowest international poverty line ($1.25 2005 PPP per day), the headcount ratio after cash transf:
net diect taxes and net indirect taxes is lower than the headcount ratio for mdrkedljpreome in
twentyone countries. In Ethiopia, Tanzania, Ghana and Guatemala, however, the headcount ratio
higher after taxes and transfers than before. In Tamrahi@hana, the percentage increase in the
headcount ratio is 17.8% and 13.3%, respectively. When using the poverty lines of $2.50 and $4.00 (Z
PPP per day), the number of countries where poverty increases rises to 8 and 15, respectively.

1 Argentina(Rossignolo, 2016\ rmenia(Younger and Khachatryan, 20Bg)jvia(PazArauco et al., 2018razil(Higgins

and Pereira, 20143hile (MartinezAguilar et al., 2016J,olombia(Lusty and Melendez, 2016fosta RicgSauma and
Trejos, 2014)Dominican Republi¢AristyEscuder et al., 201&c¢uador(Llerena et al., 201E), Salvado(Beneke et al.,
2014),Ethiopia (Hill et al., 2016)Georgia(Cancho and Bondarenko, 20X8hana(Younger et al., 2015guatemala
(Cabrera, Lustig, and Moran, 20d8yduragCasta—eda and Espino, 20&)onesigAfkar et al., 2016)prdan(Alam et

al., 2016)Mexico(Scott, 2014Reru(Jaramillo, 201ARussigLopezCalva et al., 201&outh Afica(Inchauste et al., 2016),

Sri LankgArunatilake et al., 201&gnzanigYounger et al., 201@nisia(Shimeles et al., 2016), &lrdguay(Bucheli et

al., 2014).

2The World Bank classifies countries as follows-inaome: US$1,025 or leksyermiddleincome: US$1,025035;
uppermiddleincome: US$4,032,475; and, highcome: US$12,476 or more. The classification uses Gross National
Income per capita calculated with the World Bank Atlas Method, September 2016: http://data.worldbaokargnhtry
andlendinggroups.

3Launched first as a project in 2008, the Commitment to Equity Institute (CEQI) at Tulane University was created in 201
with the generous support of the Bill and Melinda Gates Foundation.
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addition,to varying degrees, in all countries a portion of the poor are net payers into the fiscal systel
and are, thus, impoverished by the fiscal system (Higgins and Lustig, 2016).

As for the impact of specific instruments on inequality, direct taeegi@izing except in Colombia,
Ghana and Tanzania, direct transfers are always equalizing, indirect taxes are equalizing (which may
as a surprise) except in Colombia, Georgia, Indonesia, Jordan and Russia, indirect subsidies are equa
except in Amenia, Ghana, and Tanzania, and education and health spending are always equalizing ex
health spending in Jordan. While by definition all taxes are poverty increasing as long as the poor
near poor pay them, consumption taxes are the main ailfisitallyinduced impoverishment.

The paper is organized as follows. Section 2 includes a brief description of the fiscal inciden
methodology. Section 3 presents spending allocation and revenue raising patterns forfithee twenty

countries. Sectiods and 5 discuss the impact of fiscal policy on inequality and poverty, respectively.
Section 6 examines the qpanrness of government spending on education and health. Section 7

concludes.

2 FISCAL INCIDENCE ANALYSIS: METHODOLOGICA HIGHLIGHTS

Fiscal initlence analysis is used to assess the distributional impacts of a countryOs taxes and trans
Essentially, fiscal incidence analysis consists of allocating taxes (personal income tax and consumg
taxes, in particular) and public spending (sociaisgen particular) to households or individuals so

that one can compare incomes before taxes and transfers with incomes after taxes and transfe
Transfers include both cash transfers and benefits in kind such as free government services in educa
ard healthcare. Transfers also include consumption subsidies such as food, electricity and fuel subsidi

As with any fiscal incidence study, letOs start by defining the basic income concepts. Here there are
market, disposable, consumable and finamief These income concepts are described below and
summarized in Diagram 1.

Market incofisetotal current income before direct taxes, equal to the sum of grtes) (pemes and
salaries in the formal and informal sectors (also known as ieaomed), income from capital
(dividends, interest, profits, rents, etc.) in the formal and informal sectors (excludes capital gains a
gifts), consumption of own productftimputed rent for owner occupied housing, and private transfers
(remittances, psions from private schemes and other private transfers such as dliraongjfare
indicator used in the fiscal incidence analysis is income pef eapiat, for Ethiopia, Ghana,

4This section is based on Lustig and Higgins (2013).

5In addition to the studies cited here and other studiesnwncommitmentoequity.grgee, for example, FSrster and
Whiteford (2009), Immervoll and Racdson (2011) and OECD (2011).

6In the case of Indonesia, the surveys do not have income data so the incidence analysis is based on assuming consum
equals disposable income.

7”Market income is sometimes called primary or original income.

8 Except fo the cases of Bolivia, Ecuador, Costa Rica, Honduras, Sri Lanka and South Africa, whose data on autc
consumption (also called eroduction or sel€onsumption) was not considered in the market income definition.

9No adjustments were made for houseboldposition or economies of scale. For Brazil, Higgins et al. (2016) analyze the
impact of taxes and transfers using equivalized income.

5
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Indonesia, Jordan, Sri Lanka and Tunisia in which the welfare iiglicansumption per capitén
these countriedjsposable income was assumed to equal consumption and market income was generai
ObackwardsO applying a Onet to grossO cotiversion.

Disposable inasrdefined as market income minus direct personaleiriages on all income sources
(included in market income) that are subject to taxation plus direct government transfers (mainly ca
transfers but can include near cash transfers such as food transfers, free textbooks and school uniforr
The Indonesianusvey does not include individuals with income levels beyond the threshold at which
direct taxes begin to apply (see Afkar et al. forthcoming), so there is no calculation for the incidence
personal income taxes. In the data for South Africa, freesbagaes are considered as direct
transfers?

Consumable ingsrdefined as disposable income plus indirect subsidies (e.g., food and energy pric
subsidies) minus indirect taxes (e.g., value added taxes, excise taxes, sales taxes, etc.).

Final inconsadefined as consumable income plus government transfers in the form of free or subsidize:
services in education and health valued at average cost of Prwision cepayments or user fees,
when they exist).

One area in which there is no clear consenbosv pensions from a pagyougo contributory system

should be treated. Arguments exist in favor of both treating contributory pensions as deferfed income
or as a government transfer, especially in systems with a large subsidized Ednpoméistis an
unresolved issue, the studies analyzed here present results for both scenarios with the exception of a
countries described below. One scenario treats social insurance contributory pensions (herewith ca
contributory pensions) as deferrecbme (which in practice means that they are added to market
income to generate the {hical income). The other scenario treats these pensions as any other casl
transfer from the governméfi€or consistency, when pensions are treated as deferred theome,
contributions by individuals are included under savings (they are mandatory savings) while when they
treated as government transfers, the contributions are considered a direct tax.

It is important to note that the treatment of contributory pensionenly affects the amount of
redistributive spending and how it gets redistributed, but also the ranking of households by origin
income or prdiscal income. For example, in the scenario in which contributory pensions are considere:
a government trafes, households whose main (or sole) source of income is pensions will have close t
(or just) zero income before taxes and transfers and hence will be ranked at the bottom of the incor
scale. When contributory pensions are treated as deferred incamigast, households who receive

101n Indonesia, the fiscal incidence analysis was carried out adjusting for spatial price differences becaursididrey are

to be very large.

11See Lustig and Higgins (2013) and Lustig, editor (forthcoming) for details. This method was suggested by Immervoll a
0ODonoghue (2001).

12These free basic services are delivered by municipal governments sometimestaarzérsometimes at a subsidized

price. Given the difficulty in determining which case applies for households included in the survey, the analysis was carr
out in both ways. Results in which the free basic services are considered a subsidg apoavaitplest.

13See, for example, Sahn and Younger (2000).

14Breceda et al. (2008); Immervoll et al. (2009).

15Go—i et al(2011); Immervoll et al. (2009); Lindert et al. (2006).

18Immervoll et al. (2009) do the analysis under these two scemnegibs as
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contributory pensions will be placed at a (sometimes considerably) higher position in the income sce
Thus, the treatment of contributory pensions in the incidence exercise could have significant implicatio
for the orakr of magnitude of the pfiscal and posdtscal inequality and poverty indicators.

The only contributory pensions in South Africa are for public servants who must belong to the
Government Employees Pension Fund (GEPF). Since the government madeer® toahsf GEPF

in 2010/11, there is no scenario in which contributory pensions are treated as a transfer. The sat
occurs in the cases of Ethiopia, Ghana and Tanzania. The only contributory pensions in Sri Lanka are
public servants and income from g¥ens has been considered as part of the public employeesO labol
contract, rather than a transfer in spite of the fact that the funding comes from general revenues.
other words, for Ethiopia, Ghana, South Africa, Sri Lanka and Tanzania, there a&indrsedrich
contributory pensions are considered as a transfer. Georgia hasoatrifoutory public pension
scheme only and, therefore, pensions are treated as a transfer.

In the construction of final income, the method for education spending ajrisigisting a value to

the benefit accrued to an individual of going to public school which is equal to the per beneficiary inpt
costs obtained from administrative data: for example, the average government expenditure per prim.
school student obtainetbin administrative data is allocated to the households based on how many
children are reported attending public school at the primary level. In the case of health, the approach v
analogous: the benefit of receiving healthcare in a public facility i® ¢logieaverage cost to the
government of delivering healthcare services to the beneficiaries. In the case of Colombia, however,
method used was to impute the insurance value to beneficiary households rather than base the valua
on utilization of balthcare services.

This approach to valuing education and healthcare services amounts to asking the following questi
how much would the income of a household have to be increased if it had to pay for the free o
subsidized public service (or the imsce value in the cases in which this applies to healthcare benefits)
at the full cost to the government? Such an approach ignores the fact that consumers may value serv
quite differently from what they cost. Given the limitations of available odegaer the cost of
provision method is the best one can do for 'Bur. the readers who think that attaching a value to
education and health services based on government costs is not accurate, the method applied her
equivalent to using a simple bynendicator of whether or not the individual uses the government
service?*®

17By using averages, it also ignores differences across income groups and regions: e.g., governments may spend less (or
per pupil or patient in poorer areas of a country. Some studies in the CEQ project adjusted for regional differences. F
example, BrazilOs health spending was based on regional specific averages.

18 This is of course only true within a level of education. A concentration coefficient for {elampreducation, for
example, where the latter is calculated as the sumddfettent spending amounts by level, is not equivalent to the binary
indicator method.

191n order to avoid exaggerating the effect of government services on inequality, the totals for education and health spendi
in the studies reported here were sa@iach so that their proportion to disposable income in the national accounts are the
same as those observed using data from the household surveys.
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Diagram 1: Basic income concepts

Marketincome

TRANSFERS

Wages and salaries, income from capital, private transfers
(remittances, private pensions, etc.) before taxes, social
security contributions and government transfers AND
contributory socialinsurance old-age pensions ONLY in
the casein which pensionsare treated as deferred income

TAXES

Direct cash and near cash transfers:

conditional and unconditional cash

transfers, school feeding programs,
free food transfers, etc.

Indirect subsidies: energy,
food and other generalor
targeted price subsidies

In-kind transfers: free or
subsidized government
services in education and
health

+ Personal income taxes AND

employee contributions to social
security ONLY in the case that
contributory pensions are treated
—> astransfers
Disposable
Income
+
< —

‘ Consumable Income

Indirect taxes: VAT, excise
taxes and other indirecttaxes

+ > Co-payments, user fees

Source: Lustig and Higgins (forthcoming)

Final Income

The fiscal incidence analysis used here isiptime and does not incorporate behavioral or general
equilibrium effects. That is, no claim is made that the original or market income equals the true countt
factual income in the absence of taxes amsfdra. It is a firsirder approximation that measures the
average incidence of fiscal interventions. However, the analysis is not a mechanically applied accour
exercise. The incidence of taxes is the economic rather than statutory incidensamidsttes
individual income taxes and contributions both by employees and employers, for instance, are borne
labor in the formal sector. Individuals who are not contributing to social security are assumed to ps
neither direct taxes nor contributio@snsumption taxes are fully shifted forward to consumers. In the
case of consumption taxes, the analyses take into account the lower incidence associated with o
consumption, rural markets and informality.
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The household surveys used in the country staiiehe following (the | and C refers to the fact that
the studies were either inceroe consumptiofbased, respectively; see Lustig and Higgins, 2013 for
details): Argentina (I): Encuesta Nacional de Gasto de los Hogaréds, 20frienia (I): Integexdt

Living Conditions Survey, 2011; Bolivia (l): Encuesta de Hogares, 2009; Brazil (I): Pesquisa
Oreamentos Familiares, 260@09; Chile (I): Encuesta de Caracterizaci—n Social (CASEN), 2013;
Colombia (I): Encuesta de Calidad de Vida, 2010; Costg:Hicayésta Nacional de Hogares, 2010;
Dominican Republic (I): Encuesta Nacional de Ingresos y Gastos de los Hog&t@87 28@6ador

(): Encuesta Nacional de Ingresos y Gastos de los Hogares Urbano y RafH22&1 Balvador (1):
Encuesta de Hogss de Prop—sitos Mceltiples, 2011; Ethiopia (C): Household Consumption Expeditur
Survey, 2012011 and Welfare Monitoring Survey, 2011; Georgia (I): Integrated Household Survey
2013; Ghana (C): Living Standards Survey2PQB2 Guatemala (I): Encuestional de Ingresos y
Gastos Familiares, 268@10 and Encuesta Nacional de Condiciones de Vida, 2011; Honduras (I):
Encuesta Permanente de Hogares de Prop—sitos Mceltiples, 2011; Indonesia (C):Exawembosial
Nasional, 2012; Jordan (C): Houselibtgenditure and Income Survey, 2BAD1; Mexico (l):
Encuesta Nacional de IngresGasto de los Hogares, 2010; FBruEncuesta Nacional de Hogares,
2009; Russia (I): Russian Longitudinal Monitoring Survey of Higher School of Economics, 2010; Sou
Africa (I): Income and Expenditure Survey, -200Q; Sri Lanka (C): Household Income and
Expenditure Survey, 20P910; Tanzania (C): Household Budget Survey,-ZIZ; Tunisia (C):
National Survey of Consumption and Household Living Standards,Ug@d@ay (1): Encuesta
Continua de Hogares, 2069.

3 TAXES AND PUBLIC SINDING: LEVELS AND COMPOSITION

The redistributivegiential of a country is determined first and foremost by the size and composition of
its budget and how government spending is findfigede 1 shows government revenues as a share of
GDP for around 2010The revenue collection patterns are heterogenklmaxico relies heavily on
nontax revenues (from the statened oil company), followed by Ecuador, Brazil, Jordan and Peru. In
general, indirect taxes are the largest component of government revenues (as a share of GDP), excep
Mexico and Ecuador (ete nontax revenues from-mibducing companies is the largest) and South
Africa (direct taxes is the largest).

20 Note that empirically one often starts from a concept different from market income. In manpdsednseeys,

reported income corresponds to (or is assumed to be) market income net of direct taxes. In chesedstoreys, there

is often no reported income at all. In those cases, the incidence analysis assumed that consumption is equivdkent to dispos
income.

9
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Figure 1: Size and composition of government revenues (as a % of GDP; circa 2010)
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Source: CEQ InstituteOs Data Center on Fiscal Redistribution. Based on the following Master Workbooks of Resu
Argentina: Rossignolo, 2016; Armenia: Younger and Khachatryan, 2014; Bdlrdac®e&t al., 2014; Brazil: Higgins

and Pereira, 2016; @hiMart'neAguilar and Ortiduarez, 2016; Colombia: Melendez and Mart'nez, 2015; Costa Rica:
Sauma and Trejos, 2014; Dominican Republic:-Bsistider et al., 2016; Ecuador: Llerena et al., 2014; El Salvador:
Beneke et al., 2014; Ethiopia: Hill et28l14; Georgia: Cancho and Bondarenko, 2015; Ghana: Younger et al., 2016;
Guatemala: Cabrera and Morfn, 2015; Honduras: Casta—eda and Espino, 2015; Indonesia: Jellema et al., 2015; Jc
AbdelHalim et al., 2016; Mexico: Scott, 2013; Peru: JaramilloR@84ida: Malytsin and Popova, 2016; South Africa:

Inchauste et al., 2016; Sri Lanka: Arunatilake et al., 2016; Tanzania: Younger et al., 2016; Tunisia: Shimeles et al.,
Uruguay: Bucheli et al., 2014.

Notes: Year of household survey in parentheata. $hown here is administrative data reported by the studies cited
above and the numbers do not necessarily coincide with those of multilateral organizations. Gross National Income |

capita on right axis is in 2011 PPP from World Development Indicatogyst 29, 2016:
http://data.worldbank.org/indicator/NY.GNP.PCAP.PP.CD.

Figure 2 shows the level and composition of primary and social spending plus contributory pensior
(panel A), and the composition of social spending for the following categ@cestrashsfers,
education, health, and other social spending around 2010 (p@mebBrage, the tweritye low

income and middi@come countries analysed here allocate 10.4 percent of GDP to social spending
while the advanced countries in the OE@ig, allocate 18.8 percent of GDP, that is, almost twice as
much. The twentffve countries on average spend 1.8 percent of GDP on direct transfers, 4.5 percen
on education and 3.0 percent on health. In comparison, the OECD countries, on averagé, spend
percent of GDP on direct transfers, 5.3 percent on education and 6.2 percent on health. The large
difference between the OECD group and our sample occurs in direct transfers. Regarding pensio
(includes contributory pensions only and not spedial gensions, which are part of direct transfers),

10
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the twentyfive lowincome and middi@acome countries spend 3.4 percent of their GDP while OECD
countries, spend 7.9 percent.

Figure 2: Size and composition of primary and social spending plus contributory pensions (as a % of
GDP; circa 2010)

Panel A: Primary and social spending plus contributory pensions as a % of GDP

(ranked by primary spending / GDP; GNI right hand scale)
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Panel B: Composition of social spending plus contributory pensions as a % of GDP

(ranked by social spending plus contributory pensions / GDP; GNI right hand
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Source: CEQ InstituteOs Data Center on Fiscal Redistribution. Based on the following Master Workbooks of Resu
Argentina: Rossignolo, 2016; Armenia: Younger and Khachatryan, 2014; Bélrdac®e&t al., 2014; Brazil: Higgins

and Pereira, 2016; @hiMart'neAguilar and Ortiduarez, 2016; Colombia: Melendez and Mart'nez, 2015; Costa Rica:
Sauma and Trejos, 2014; Dominican Republic:-Bsistider et al., 2016; Ecuador: Llerena et al., 2014; El Salvador:
Beneke et al., 2014; Ethiopia: Hill et2@l14; Georgia: Cancho and Bondarenko, 2015; Ghana: Younger et al., 2016;
Guatemala: Cabrera and Morfn, 2015; Honduras: Casta—eda and Espino, 2015; Indonesia: Jellema et al., 2015; Jc
AbdelHalim et al., 2016; Mexico: Scott, 2013; Peru: JaramBloRB84%ia: Malytsin and Popova, 2016; South Africa:
Inchauste et al., 2016; Sri Lanka: Arunatilake et al., 2016; Tanzania: Younger et al., 2016; Tunisia: Shimeles et al.,
Uruguay: Bucheli et al., 2014.

Notes: year of household survey in parentiiegis shown here is administrative data reported by the studies cited

above and the numbers do not necessarily coincide with those of multilateral organizations. Gross National Income pi
capita on right axis is in 2011 PPP from World Development Indidatgust 29, 2016:
http://data.worldbank.org/indicator/NY.GNP.PCAP.PP.CD.

The scenario for South Africa assumed free basic services are direct transfers. For Tanzania, fiscal year runs from Ju

2011- June 2012. Figure for OECD average (includes malycadl countries) was directly provided by the statistical
office of the organization.

Given the size of social spending (from highest to lowest), Argentina, Brazil, Uruguay, Russia, Co:
Rica, Bolivia, and South Africa have the largest amount of resources at their disposal to engage in fi
redistribution. At the other end of the speutare Indonesia, Sri Lanka and Guatemala. Whether the
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first group achieve their higher redistributive potential, however, depends on how the burden of taxatic
and the benefits of social spending is distributed. This shall be discussed below. Firsthéowgie
section presents a brief description of the fiscal incidence methodology utilized in #inetateilies.

4 THE REDISTRIBUTIVIHHECT OF FISCAL POCIY

A typical indicator of the redistributive effect of fiscal policy is the differenentibewmarket income
Gini and the Gini for income after taxes and trarfsiétbe redistributive effect is positive (negative),
fiscal policy is equalizing (unequalizing).

Figure 3 presents the Gini coefficient for market income and the otherdbmes concepts shown in
Diagram 1: disposable, consumable and final idtnieoad terms, disposable income measures how
much income individuals may spend on goods and services (and save, including mandatory savings
as contributions to a publicns#ons system that is actuarially fair). Consumable income measures how
much individuals are able to actually consume. For example, a given level of disposablemdome
consumed in fulcould mean different levels of actual consumption dependihg size of indirect

taxes and subsidies. Final income includes the value of public services in education and healtr
individuals would have had to pay for those services at the average cost to the government. Based on
fact that contributory pens®rmrtan be treated as deferred income or as a direct transfer, here all the
calculations are presented for two scenarios: one with contributory pensions included in market incor
and another with them as government transfers. For consistency, remembéhnahfasi scenario
contributions to the system are treated as mandatory savings and in the second as a tax.

21All the theoretical derivations that link changes in inequality to the progressivity of fiscal interventions havel been derive
based on the swmalled family of-&ini indicators, of which the Gini coefficient is one case. See for examiple,abdc

Araar (2006). While one can calculate the impact of fiscal policy on inequality using other indicators (and on#l should), it v
not be possible to link them to the progressivity of the interventions.

220ther measures of inequality such as the ifldeix or the 90/10 ratio are available in the individual studies. Requests
should be addressed directly to the authors.
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Figure 3: Fiscal policy and inequality (circa 2010): Gini coefficient for market, disposable, consumable
and final income

Panel A: Contributory pensions as deferred income
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Panel B: Contributory pensions as transfers
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Source: CEQ InstituteOs Data Center on Fiscal Redistribution. Based on the following Master Workbooks of Resu
Argentina: Rossignolo, 2016; Armendainger and Khachatryan, 2014; BoliviaAPazco et al., 2014; Brazil: Higgins

and Pereira, 2016; Chile: MartAgailar and Ortiduarez, 2016; Colombia: Melendez and Mart'nez, 2015; Costa Rica:
Sauma and Trejos, 2014; Dominican Republic:-Bsstye et al., 2016; Ecuador: Llerena et al., 2014; El Salvador:
Beneke et al., 2014; Ethiopia: Hill et al., 2014; Georgia: Cancho and Bondarenko, 2015; Ghana: Younger et al., 2
Guatemala: Cabrera and Morfn, 2015; Honduras: Casta—eda and Espino, 285i8; Jeflema et al., 2015; Jordan:
AbdelHalim et al., 2016; Mexico: Scott, 2013; Peru: Jaramillo, 2015; Russia: Malytsin and Popova, 2016; South Afr
Inchauste et al., 2016; Sri Lanka: Arunatilake et al., 2016; Tanzania: Younger et al., 2@t6melessi:al., 2015;
Uruguay: Bucheli et al., 2014.

Notes: Bolivia does not have personal income taxes. In Bolivia, Costa Rica, Ecuador, Honduras, South Africa, and
Lanka, market income does not include consumption of own production becdase wes either not available or

not reliable. For Brazil, the results for the analysis presented here differ from the results published in Higgins ar
Pereira (2014) because the latter include taxes on services (ISS), on goods and services forinQCNFENS)

and to finance Social Workers (PIS), while the results presented here do not include them. Post publishing tl
mentioned paper, the authors concluded that the source for these taxes was not reliable. Gini coefficients for Chile |
estimatedhere using total income and, thus, differ from official figures of inequality which are estimated using monetar
income (i.e., official figures exclude ownerOs occupied imputkdSenth Africa, the results presented here assume
that free basic séces are a direct transfer. In Armenia, Costa Rica, Peru, South Africa and Uruguay, there are ni
indirect subsidies. For Dominican Republic, the study analyzes the effects of fiscal policy in 2013, but the househ
income and expenditure survey dates twa@00607. For Indonesia, the fiscal incidence analysis was carried out
adjusting for spatial price differences. Personal income taxes are assumed to be zero because the vast majorit
households have implied market incomes below the tax threshadlyT¢entributory pensions in South Africa are

for public servants who must belong to the Government Employees Pension Fund (GEPF). Since the governmer
made no transfers to the GEPF in 2010/11, there is no scenario with contributory pensions asSheasafee
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occurs in the cases of Ethiopia, Ghana and Tanzania. The only contributory pensions in Sri Lanka are for publ
servants and income from pensions has been considered as part of the public employeesO labor contract, rather tt
transfer in spitef the fact that the funding comes from general revenues. In other words, for Ethiopia, Ghana, South
Africa, Sri Lanka and Tanzania, there is no scenario in which contributory pensions are considered as a transfer. Gea
has a noncontributory public g@an scheme only and, therefore, they are only treated as a transfer. In all these cases
the scenario is the same in both panels.

As can be observed, in Honduras, Guatemala and Indonesia, fiscal income redistribution is quite limit
while in Argentinazeorgia, South Africa and Brazil, it is of a relevant magnitude. Colombia is in the
middle of these two groups. One can observe that South Africa is the country that redistributes the mc
but it still remains the most unequal of all twiy It is ineresting to note that although Brazil and
Colombia start out with similar market income inequality, Brazil reduces inequality considerably whi
Colombia does not. Similarly, Mexico, Costa Rica and Guatemala start out with similar levels of marl
incomeinequality but Mexico and Costa Rica reduce inequality by more. Ethiopia is the less unequal
all twentyfive and fiscal redistribution is also the smallest in order of magnitude. In almost all cases, tf
largest change in inequality occurs betweemtalieuand final income. This is not surprising given the
fact that governments spend more on education and health than on direct transfers and pensior
However, one should not make sweeping conclusions from this resulf\besaississed ab&lvan-

kind ransfers are valued at average government cost which is not really a measure of the OtrueO val
these services to the individuals who use them.

Panels A and B in Figure 3 show that the patterns of inequality decline are similar whether one looks
the scenario in which contributory pensions are considered deferred income (and, thus, part of mark
income) or with pensions as transfers. In Argentina, Armenia, Russia, and Uruguay, the redistributi
effect is considerably larger when contributoryqmsnare treated as a transfer. These are countries
with higher coverage and an older population. In Chile, Costa Rica, Ecuador, and Jordan, the effect
larger but very slightly. Interestingly, in Bolivia, Brazil, Colombia, Dominican Republic,dg| Salvad
Honduras, Mexico, and Tunisia, the redistributive effect is smaller when contributory pensions ai
considered a government transfer versus deferred income.

I The redistributive effect of fiscal policy: do more unequal countries redistribute more?

Income redistribution tends to be higher in more unequal countries to start with: redistribution is
considerable higher in countries with higher market income inequality such as South Africa, than
countries with relatively lower inequality, such as Sri LashKadanesia (see FigdrePaneh).

Among these countries, Honduras and Colombia stand as an outlier with a rather low degree
redistribution given its high level of market income inequality. Previous studies also generally sugge:
positive correlain between market income inequality and measures of redistribution. Lustig (2015) find:
this in an analysis for thirteen developing countries. An OECD study (2011, 7Cliasizates that

more market income inequality tends to be associated wittrdulggtebution, for a sudet of OECD
countries, both within countries (over time) and across countries.

Differences in redistribution change the relative ranking of countries by inequality level. Figure 5, Par
A displays the levels of income inequibéfore (horizontal axis) and after (vertical axis) accounting for
fiscal policies. Since all data points fall below the diagonal, fiscal policies reduce inequality in all counti

16



Lustig, No.23, October 2016

South Africa continues to be the most unequal country and Ethiopasthenkequal country based on
income before or after fiscal policy. However, due to lower redistribution, Peru ends up being mor
unequal than Brazil once fiscal policies are considered while the opposite was true when inequality
measured with marketome.

Figure 4: Initial inequality and fiscal redistribution, circa 2010

Panel A: Redistribution and market income plus contributory pensions inequality (Contributory pensions
as deferred income)
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Argentina: Rossignolo, 2016; Armenia: Younger and Khachatryan, 2014; Bdlrdac®e&t al., 2014; Brazil: Higgins
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and Pereira, 2016; Chile: MartAgailar and Ortiduarez, 2016; Colombia: Melendez and Mart'nez, 2015; Costa Rica:
Sauma and Trejo)12; Dominican Republic: Ariigcuder et al., 2016; Ecuador: Llerena et al., 2014; El Salvador:
Beneke et al., 2014; Ethiopia: Hill et al., 2014; Georgia: Cancho and Bondarenko, 2015; Ghana: Younger et al., 2
Guatemala: Cabrera and Morfn, 2015; HasdCasta—eda and Espino, 2015; Indonesia: Jellema et al., 2015; Jordan:
AbdelHalim et al., 2016; Mexico: Scott, 2013; Peru: Jaramillo, 2015; Russia: Malytsin and Popova, 2016; South Afr
Inchauste et al., 2016; Sri Lanka: Arunatilake et al., 2¥hidaYounger et al., 2016; Tunisia: Shimeles et al., 2015;
Uruguay: Bucheli et al., 2014.

Notes: The dotted line in red is the slope obtained from a simple regression with the redistributive effect as a depend:
variable Redistributive effect is dedh as the difference between Gini of market income plus contributory pensions
and disposable income in Panel A and the difference between Gini of market income and disposable income in Pane
In parentheses are t statistics. * p<0.1, ** p<0.05, ***p<0.01

The number of countries in panel B is smaller because it does not include the countriedNffor wiiffelhent

reasonl there is no additional scenario in which contributory pensions were considered a transfer, namely: Ethiopi
Georgia, Ghana, South i, Sri Lanka and Tanzania.

Figure 5: market income plus contributory pensions Gini versus final income Gini, circa 2010

Panel A: Final income inequality and market income plus contributory pensions inequality (Contributory
pensions as deferred income)
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Panel B: Final income inequality and market income inequality (Contributory pensions as transfers)
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Source: CEQ InstituteOs Data Center on Fiscal Redistribution. Based on the following Master Workbooks of Resu
Argentina: Rossignolo, 20A6menia: Younger and Khachatryan, 2014; BolivigirBaeo et al., 2014; Brazil: Higgins

and Pereira, 2016; Chile: MartAgailar and Ortiduarez, 2016; Colombia: Melendez and Mart'nez, 2015; Costa Rica:
Sauma and Trejos, 2014; Dominican Republity-Bsisuder et al., 2016; Ecuador: Llerena et al., 2014; El Salvador:
Beneke et al., 2014; Ethiopia: Hill et al., 2014; Georgia: Cancho and Bondarenko, 2015; Ghana: Younger et al., 2
Guatemala: Cabrera and Morfn, 2015; Honduras: Casta—eda and ESpimulo2@sia: Jellema et al., 2015; Jordan:
AbdelHalim et al., 2016; Mexico: Scott, 2013; Peru: Jaramillo, 2015; Russia: Malytsin and Popova, 2016; South Afr
Inchauste et al., 2016; Sri Lanka: Arunatilake et al., 2016; Tanzania: Younger uaisid0 Biimeles et al., 2015;
Uruguay: Bucheli et al., 2014.

Notes: The dotted line in red is the slope obtained from a simple regression with the final income Gini as a depende
variable. The dotted line in blue is a 45 degrellparentheses arstatistics. * p<0.1, ** p<0.05, ***p<0.01.

The number of countries in panel B is smaller because it does not include the countriedffar wiiffelhent
reasonl there is no additional scenario in which contributory pensions were considered aarapsfeEthiopia,
Georgia, Ghana, South Africa, Sri Lanka and Tanzania.

As expected, the level of income redistribution and the size of the budget allocated to social spending
a share of GDP) are associated. However, differences across coumsiethatggstitutional factors

such as the composition and design of such policies and their interaction weébosogic
circumstances also affect the level of redistribution. Figure 6 presents the level of redistribution ar
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social spending measuredhe CEQdatabase. Redistribution is considerably larger in countries with
high social spending, such as Argentina, Brazil, Costa Rica and South Africa, than in Indones
Guatemala and Sri Lanka, where social spending is more limited. Given thedexatlspending,
income redistribution is particularly high in South Africa.

Figure 6: redistribution and social spending, 2010

Panel A: Contributory pensions as deferred income; from market income plus contributory pensions to
final income
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Argentina: Rossignolo, 2016; Armenia: Younger and KhachatryaBplR0id4 PaArauco et al., 2014; Brazil: Higgins
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Sauma and Trejos, 2014; Dominican Republic:-Bsstyer et al., 2016; Ecuador:ddaret al., 2014; El Salvador:
Beneke et al., 2014; Ethiopia: Hill et al., 2014; Georgia: Cancho and Bondarenko, 2015; Ghana: Younger et al., 2
Guatemala: Cabrera and Morfn, 2015; Honduras: Casta—eda and Espino, 2015; Indonesia: Jellemeréaml., 2015; J
AbdelHalim et al., 2016; Mexico: Scott, 2013; Peru: Jaramillo, 2015; Russia: Malytsin and Popova, 2016; South Afr
Inchauste et al., 2016; Sri Lanka: Arunatilake et al., 2016; Tanzania: Younger et al., 2016; Tunisia: Shimeles et al.,
Uruguay: Bucheli et al., 2014.

Notes: The dotted line in red is the slope obtained from a simple regression with the redistributive effect as a depend:
variable. Social Spending includes all direct transfers, education, health and other socRédptilmitige effect is

defined as the difference between Gini of market income plus contributory pensions and final income in Panel A ar
the difference between Gini of market income and final income in Paat& Bhown here is administrative data as
repated by the studies of each country and the numbers do not necessarily coincide with those of the databases fr
multilateral organizations.parentheses are t statistics. * p<0.1, ** p<0.05, ***p<0.01.

The number of countries in panel B is smaller sedawoes not include the countries for whithr different
reasonN there is no additional scenario in which contributory pensions were considered a transfer, namely: Ethiopii
Georgia, Ghana, South Africa, Sri Lanka and Tanzania.

ii Redistributive EffecR Comparison with Advanced Countries

How do these twenijve countries compare with the fiscal redistribution that occurs in advanced
countries? Although the methodology is somewhat different, one obvious comparator is the analys
produced by EUROMOD fotthe twentyeight countries in the European UnfdnGiven that
EUROMOD covers only direct taxes, contributions to social security and direct transfers, the
comparison can be done for the redistributive effect from market to disposable income. A csmparison
also made with the United States.

There are three important differences between the advanced countries and-fhe tareggyanalyzed

here. First, market income inequality tends to be somewhat higher for théiveveotyntries?
However, the diérence is most striking when pensions are treated as transfers. The average market G
coefficient for the twerdyve countries for the scenario in which pensions are treated as deferred
income and the scenario in which they are considered trasfégsaisd 49.3 percent, respectively. In
contrast, in the EU, the corresponding figures are 35.6 and 46.3 percent, respectively; and in the US, 1
are, 44-8&nd 48.4, respectively. One important aspect to note, however, is that in the EU, pension
includeboth contributory and noncontributory social pensions while in the-fiverdguntries and the

US, the category of pensions includes only contributory pensions. In the scenario where we consider
prefisc income market income plus contributory pessibe Gini for the priesc income would be

lower.

Second, as expected and shown in Figure 7, the redistributive effect is larger in the EU countries and
a lesser extent, in the United States if pensions are considered a government transfentyivibe t
countries, whether pensions are treated as deferred income or a transfer makes a relatively sr

23The data for EU 28 is from EUROMOD statistics on Distribution and Decomposition of Disposable Income, accessed at
http://www.iser.ssex.ac.uk/euromod/statistics/ using EUROMOD version no..G3.0

24Higgins et al. (2015).

25South Africa pulls the average up but Indonesia pulls it down.
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difference. This is not the case in the EU countries where the difference is huge. In the EU, th
redistributive effect with contributory pensiassdeferred income and contributory pensions as a
transfer is 7.7 and 19.0 Gini points, respectively. In the United States, the numbers are less dramatic
different: 7.2 and 11.2, respectively. In the tfigatgountries, the numbers are 2.7 an@idi9oints,

respectively. Clearly, the assumption made about how to treat incomes from pensions, again, makes ¢
difference.

Figure 7: Redistributive effect: comparing developing and advanced countries (change in Gini points; circa
2010)
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Source: CEQ InstituteOs Data Center on Fiscal Redistribution. Based on the following Master Workbooks of Resu
Argentina: Rossignolo, 2016; Armenia: Younger and Khachatryan, 2014; Bdlrdac®e&t al., 2014; Brazil: Higgins

and Pereira, 2016; @hiMart'neAguilar and Ortiduarez, 2016; Colombia: Melendez and Mart'nez, 2015; Costa Rica:
Sauma and Trejos, 2014; Dominican Republic:-Bsistider et al., 2016; Ecuador: Llerena et al., 2014; El Salvador:
Beneke et al., 2014; Ethiopia: Hill et28l14; Georgia: Cancho and Bondarenko, 2015; Ghana: Younger et al., 2016;
Guatemala: Cabrera and Morfn, 2015; Honduras: Casta—eda and Espino, 2015; Indonesia: Jellema et al., 2015; Jc
AbdelHalim et al., 2016; Mexico: Scott, 2013; Peru: JaramilloR@84ida: Malytsin and Popova, 2016; South Africa:
Inchauste et al., 2016; Sri Lanka: Arunatilake et al., 2016; Tanzania: Younger et al., 2016; Tunisia: Shimeles et al.,
Uruguay: Bucheli et al., 2014.
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For the European Union countridgSUROMOD statstics on Distribution and Decomposition of
Disposable Income, accessed at http://www.iser.essex.ac.uk/euromod/statistics/ using EUROMOD
version no. G3.0.

Notes: year of household survey in parenthesis. For definition of income concepts see the section
methodological highlights in text. Redistributive effect is defined as the difference between Gini ¢
market income plus contributory pensions and disposable income with contributory pensions treated
deferred income and the difference between Gini tketnsmcome and disposable income with
contributory pensions treated as transfers. The graph is ranked from the smallest to the largest
redistributive effect with contributory pensions treated as deferred income.

The number of countries in the scenariavhich contributory pensions are treated as a transfer is
smaller because it does not include the countries foNwbrdtifferent reasohsthere is no additional

scenario in which contributory pensions were considered a transfer, namely: EthidpiatGaaag
South Africa, Sri Lanka and Tanzania.

While as seen in the previous section, in low and middle income countries pensions can sometimes
equalizing and unequalizing at other times, in no European country nor in the United States
contributory pensions are ever unequalizing. On the congaryisymarket income without pehsions,
exert a large equalizing force in the EU and less so in the US. Using data for 2011, for example, -
difference between the market income Gini and the market income Gini plus contributory pensions i
10.7 perentage points in the EU and 3.6 in the United States.

Figure 8: Marginal contribution of taxes and transfers (circa 2010)

Panel a: Marginal contributions of net direct taxes (contributory pensions as deferred income)
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Panel b: Marginal contributions of net indirect taxes (contributory pensions as deferred income)
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Source: CEQ InstituteOs Data Center on FiscakiRetiist. Based on the following Master Workbooks of Results.
Argentina: Rossignolo, 2016; Armenia: Younger and Khachatryan, 2014; Bdlrdac®e&t al., 2014; Brazil: Higgins
and Pereira, 2016; Chile: MartAgmilar and Ortiduarez, 2016; Colombidelendez and Mart'nez, 2015; Costa Rica:
Sauma and Trejos, 2014; Dominican Republic:-Bsistyer et al., 2016; Ecuador: Llerena et al., 2014; El Salvador:
Beneke et al., 2014; Ethiopia: Hill et al., 2014; Georgia: Cancho and Bondarenko, 2016u@jenet &., 2016;
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Guatemala: Cabrera and Morfn, 2015; Honduras: Casta—eda and Espino, 2015; Indonesia: Jellema et al., 2015; Jc
AbdelHalim et al., 2016; Mexico: Scott, 2013; Peru: Jaramillo, 2015; Russia: Malytsin and Popova, 2016; South Afr
Inchauste et al., 2016; Sri Lanka: Arunatilake et al., 2016; Tanzania: Younger et al., 2016; Tunisia: Shimeles et al.,
Uruguay: Bucheli et al., 2014.

Notes: The marginal contribution of net direct taxes is calculated as the difference betwenark&hirafome plus
contributory pensions and disposable income (Panel A). The marginal contribution of net indirect taxes is calculated
the difference between Gini of disposable income and consumable income (Panel B). The marginal contribution of i
kind transfers is calculated as the difference between Gini of consumable income and final income (Panel C).

5 FISCAL POLICY AND TH POOR

The above discussion has concentrated on the impact of fiscal policy on inequality. As important is t|
impact of fiscal glicy on poverty. In particular, because the results not necessarily go in the sam
direction: i.e., an inequality reducing fiscal system could be poverty increasing. The effect of fiscal pol
on poverty can be measured using the typical indicatoes shehheadcount ratio for market income

and income after taxes and transfers. Another measure that one can use to assess the impact of f
policy on the poor is the extent to which market income poor end up being net payers to the fisce
system in casterms (leaving out-kind services). A third measure is that of fiscal impoverishment
(Higgins and Lustig, op. cit.): i.e., the extent to which fiscal policy makes the poor (nonpoor) poore

(poor).

When analyzing the impact of fiscal intervention®werty, it is useful to distinguish between the net
benefits in cash from the benefits received in the form of free government services in education ar
health. The cash component of fiscal policy impact is measured by comparing the indicators fc
consumale income with the same indicators using market income. The level of consumable income wi
tell whether the government has enabled an individual to be able to purchase private goods and serv
above his or her original market income. As shown in Bigpamel A), using the $2.50 (PPP 2005 a
day) poverty linéfiscal policy reduces the headcount ratio for consumable income in most ébuntries.
However, there is a startling result. In the scenario in which pensions are considered deferred incor
the consumable income headcount ratio for Armenia, Bolivia, Ethiopia, Ghana, Guatemala, Hondura
Sri Lanka, and Tanzanidighdhan the headcourdtio for market income. This is a worrisome result.
Poverty should not be higher as a result of fiscal policy. Note that this result occurs despite the fact tt
the net fiscal system (even without includikgnthtransfers) reduces inequality. Thghasizes the

fact that the impact of fiscal interventions on inequality and poverty should be studied separately.

26The $2.50 a day poverty line is considered to be a reasonable international extreme povariddieindome
countries: for example, in the case of Latin America, this poverty line is close to the average of the local exliregse poverty
27ChileOs result is particularly high because market income poverty is lower in Chile than in thigesth€hesua similar
change in percentage points represents a large change when measured in percentage change as done.in Figure 9 above
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Figure 9: Fiscal policy and poverty reduction (circa 2010): change in headcount ratio from market to
disposable and consumable income; in %

Panel a: contributory pensions as deferred income

(ranked by poverty reduction in %; poverty line $2.5 2005PPP/day)
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Panel b: Contributory pensions as transfers
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Source: CEQ InstituteOs Data Center on Fiscal Redistribution. Based on the following Master Workbooks of Resu
Argentina: Rossignot@)16; Armenia: Younger and Khachatryan, 2014; BoliviraPao et al., 2014; Brazil: Higgins

and Pereira, 2016; Chile: MartAgmilar and Ortiduarez, 2016; Colombia: Melendez and Mart'nez, 2015; Costa Rica:
Sauma and Trejos, 2014; Dominican RepudbistyEscuder et al., 2016; Ecuador: Llerena et al., 2014; El Salvador:
Beneke et al., 2014; Ethiopia: Hill et al., 2014; Georgia: Cancho and Bondarenko, 2015; Ghana: Younger et al., 2!
Guatemala: Cabrera and Mortn, 2015; Honduras: Casta—edarem®@Epj Indonesia: Jellema et al., 2015; Jordan:
AbdelHalim et al., 2016; Mexico: Scott, 2013; Peru: Jaramillo, 2015; Russia: Malytsin and Popova, 2016; South Afr
Inchauste et al., 2016; Sri Lanka: Arunatilake et al., 2016; Tanzania: Youg&6eTahjsia: Shimeles et al., 2015;
Uruguay: Bucheli et al., 2014.

Notes: Percentage of poverty reduction is defined as percentage change in headcount ratio from market income
market income plus contributory pensions) to consumable income.
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The numbe of countries in panel B is smaller because it does not include the countries Kofowditferent
reasonl there is no additional scenario in which contributory pensions were considered a transfer, namely: Ethiopi:
Georgia, Ghana, South Africa, Srikeaand Tanzania.

In principle, it would be desirable for the pbespecially the extreme pidp be net receivers of fiscal resources in

cash so that poor individuals can buy/consume the minimum amounts of food and other essential goods imbedded
the selected poverty line. Figure 10 shows at which market income category, Ndiniduaisadeé become net

payers to the fiscal system (again, this calculation only takes into account direct transfers in cash or near cash suc
food)28 In Ghana and Tanmi net payers to the fiscal system begin in the income catege®y $WR6/day in
purchasing power parity known as ultra poor. In Guatemala, Ethiopia and Armenia net payers begin in the incon
group of extreme poor with $USIRES2.50/day. In Sri LankBeru, El Salvador, Dominican Republic, Honduras

and Bolivia net payers to the fiscal system begin in the income categon$Bl$3AaQ in purchasing power parity.

That is, in the group classified as moderately poor. In 11 countries; the net payerhetgroup known as
Ovulnerable.O In Indonesia, only the OrichO are net payers to the fiscal system2fdf eumerimepry pensions

are considered a government transfer (not shown), net payers to fiscal system start in extreme poapimtome gro
Guatemala and moderately poor group in Peru, Honduras, El Salvador, Dominican Republic, Bolivia and Armenia.

28 Note that this graph presents a-{amonymous result: it looks at the extent to which the market income poor rietcome
payers to the fiscal system on average. This information cannot be extrapolated from the typical poverty measures wh
winners and losers are not tracked.

29These income categories are based on{Ggiea and Ortidutrez (2014) and Ferreira €Rall2).
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Figure 10: Net payers to the fiscal system by income groups (contributory pensions as deferred income)
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Source: CEQ InstiteOs Data Center on Fiscal Redistribution. Based on the following Master Workbooks of Results
Argentina: Rossignolo, 2016; Armenia: Younger and Khachatryan, 2014; Bdlrdac®e&t al., 2014; Brazil: Higgins

and Pereira, 2016; Chile: MartAgmila and OrtizJuarez, 2016; Colombia: Melendez and Mart'nez, 2015; Costa Rica:
Sauma and Trejos, 2014; Dominican Republic:-Bsistyer et al., 2016; Ecuador: Llerena et al., 2014; El Salvador:
Beneke et al., 2014; Ethiopia: Hill et al., 2014; Georgi®toGard Bondarenko, 2015; Ghana: Younger et al., 2016;
Guatemala: Cabrera and Mortn, 2015; Honduras: Casta—eda and Espino, 2015; Indonesia: Jellema et al., 2015; Jc
AbdelHalim et al., 2016; Mexico: Scott, 2013; Peru: Jaramillo, 2015; RussiaamdlaBegiava, 2016; South Africa:
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Inchauste et al., 2016; Sri Lanka: Arunatilake et al., 2016; Tanzania: Younger et al., 2016; Tunisia: Shimeles et al.,

Uruguay: Bucheli et al., 2014.

As can be seen in Table 1, the proportion of poor (nonpoor) peopleere made poorer (poor) of the by fiscal
policy as a share of the total population and, in particular, the consumable income poor is nontrivial. Moreover, this
so even though in the majority of countries shown on the table, the fiscal systprality iand poverty reducing as

revealed by the change in the headcount ratio and the Gini coefficient.

Table 1: fiscal impoverishment (circa 2010): contributory pensions as deferred income; in %

Market income  Change in Market income Reynold Change Fiscally Fiscally

Country (survey plus contributory  poverty plus s in impoveris Impoveris
year) pensions headcount  contributory Smolens inequal hedas % hed as %
Poverty (p-p.) pensions ky ity of of
headcount (%) inequality ("Gin populatio consumab
( Gini) i) n e income
poor
Panel A: Upper-middle income countries, using a poverty line of $2.5 PPP 2005
per day
Brazil (2009) 16.8 -0.8 57.5 4.6 -3.5 5.6 34.9
Chile (2013) 2.8 -1.4 49.4 3.2 -3.0 0.3 19.2
Ecuador (2011) 10.8 -3.8 47.8 3.5 -3.3 0.2 3.2
Mexico (2012) 13.3 -1.2 54.4 3.8 -2.5 4.0 32.7
Peru (2011) 13.8 -0.2 45.9 0.9 -0.8 3.2 23.8
Russia (2010) 4.3 -1.3 39.7 3.9 -2.6 1.1 34.4
South Africa (2010) 49.3 -5.2 77.1 8.3 -7.7 5.9 13.3
Tunisia(2010) 7.8 -0.1 44.7 8.0 -6.9 3.0 38.5
Panel B: Lower-middle income countries, using a poverty line of $1.25
2005 PPP per day
Armenia (2011) 21.4 -9.6 47.4 12.9 -9.3 6.2 52.3
Bolivia (2009) 10.9 -0.5 50.3 0.6 -0.3 6.6 63.2
Dominican Republic 6.8 -0.9 50.2 2.2 -2.2 1.0 16.3
(2013)
El Salvador (2011) 4.3 -0.7 44.0 2.2 2.1 1.0 27.0
Ethiopia (2011) 31.9 2.3 32.2 23 -2.0 28.5 83.2
Ghana (2013) 6.0 0.7 43.7 1.6 -1.4 5.1 76.6
Guatemala (2010) 12.0 -0.8 49.0 1.4 -1.2 7.0 62.2
Indonesig2012) 12.0 -1.5 39.8 1.1 -0.8 4.1 39.2
Sri Lanka (2010)
Tanzania (2011) 5.0 -0.7 37.1 1.3 -1.1 1.6 36.4

Source: Higgins and Lustig (2016).
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6 EDUCATION AND HEALTHSPENDINGo®

To what extent are the poor benefitting from government spending on educatiealthdThe pro
poorness of public spending on education and health here is measured using concentration coefficie
(also called quasinis)* In keeping with conventions, spending is defined as regressive whenever the
concentration coefficient is higher than the Gini for market income. When this occurs, it means that th
benefits from that spending as a share of market itendwrise with market inconfeSpending is
progressive whenever the concentration coefffisidower than the Gini for market income. This
means that the benefits from that spending as a share of market income tend to fall with market incon
Within progressive spending, spending is neutral in absolute- tgpe1Eding per capita is the same
across the income distributtemhenever the concentration coefficient is equal to zero. Spending is
defined aprgpoomwhenever the concentration coefficient is not only lower than the Gini but also its
value is negative. Rpoor spending implies thaetber capigpvernment spending on the trantfeds

to fall with market inconf&Any time spending is ppmor or neutral in absolute terms, by definition it

is progressive. The converse, of course, is not frhe. taxonomy of transfers is synthesined
Diagram 2.

30Section based on Lustig (2015).

31A concentration coefficient is calculated in a way analogous to the Gini coeffigidog.thetcumulative proportion of

the total population when individuals are ordered in increasing income valuesrkesingcorae, and Ié(p) be the
concentration curve, i.e., the cumulative proportion of total program benefits (of a particular program or aggrégate catego
received by the poorgspercent of the population. Then, the concentration coefficiehttbprtogram or category is

defined a8 fol(p - C(p)) dp.

32| say OtendO because for global regressivity/progressivity to occur it is not a necessary condition for the sHire of the bel
to rise/fall at each and every income level. When the latter dexbexéfit is regressive/progressiverywhékhenever a

benefit issverywheggressive/progressive, it willgheballegressive/progressive, but the converse is not true.

33This case is also sometimes called progressive in absolute terms.

34As metioned above, care must be taken not to infer that any spending that is progressive (regressive) will automatically
equalizing (unequalizing).
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Diagram 2: Progressivity of transfers
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Source: Lustig and Higgins (forthcoming).

A clarification is in order. In the analysis presented here, households are ranked by per capita mar
income, and no adjustments are madeeio size because of differences in the composition by age and
gender. In some analyses, thepoarness of education spending, for example, is determined using
childreN not all members of the househald the unit of analysis. Because poorer fanalies ¢n
average, a larger number of children, the observation that concentration curvegoareispi®
reflection of this fact. It doesnOt mean that poorer families receive more resources per child.

Table 2 summarizes the results regardingdhmorness of government spending on education (total
and by level) and health. Total spending on educationpiggor@ihat is, per capita spending declines
with income) in uppemiddleincome and higincome countries except outh Africa and Tusia,

where it is (approximately) neutral in absolute terms. Total per capita spending on education tends to
the same (neutral in absolute terms) across different income grougadan@iand loweniddle
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income countries, except for Armenia an&d&Vador where it is ppopor and Ethiopia where it is
progressive only in relative terms-deteol tends to be pgor in all countries for which there is data
except for Georgia. Primary school isgwor in all countries other than Ethiopia. Fooiseéary

school, spending is ppoor in all uppemiddleincome and higincome countries for which there is

data except for Ecuador, where it is (approximately) neutral in absolute terms. Secondary schc
spending is neutral in most {meome and loweniddleincome countries other than Bolivia {pro

poor) and Ethiopia (progressive only in relative term). Government spending on tertiary education
regressive in Ethiopia, Tanzania, Ghana and Guatemala and progressive only in relative terms in vari
degres in the rest.

Health spending is ppwor (that is, per capita spending declines with income) in Georgia, Brazil,
Dominican Republic, Ecuador, South Africa and altiféggime economies other than Russia. In
Armenia, Bolivia, Ghana, Honduras, Sri Lavikgico and Tunisia, the per capita benefit is roughly the
same across the income scale. In Ethiopia, Tanzania, El Salvador, Guatemala, Indonesia, Peru
Jordan, health spending per person is progressive in only relative terms.

While the results regarding the-poorness of spending on education and health are quite encouraging,
a caveat is in order. Guaranteeing access and facilitating usage of public education and health service
the poor is noenough. As long as the quality of schooling and healthcare provided by the government i
low, distortive patterns (e.g., mostly the middéses and the rich benefitting from free tertiary
education)® such as those observed in Brazil and South Afiitahe a major obstacle to the
equalization of opportunities. However, with the existing information, one cannot disentangle to whe
extent the progressivity or gyoorness of education and health spending is a result of differences in
family compositio (i.e., the poor have more children and, therefore, poor households receive highel
benefits in the form of basic education transfers) or frequency of illness (i.e., the poor have worst hea
than the nonpoor) versus the Oopbin of the middieasses and the rich.

35Among the reasons for this outcome is the fact that children of poor households tend to drop adhafdhigiore and
the richchildren who receive enough quality (often private) education are better equipped to pass the entrance examination.
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Table 2: Progressivity and pro-poorness of education and health spending. summary of results

Education Totg Preschool Primary| Secondar| Tertiary | Health
A|B|C|A|BIC|A|IB|IC|A|B|C|A|B|C|D|A|B|C
Argentina (2012) + + - - T T
Armenia (2011) + + + + +
Bolivia (2009) + + + + + +
Brazil (2009) + + + + + +
Chile (2013) + + + + + +
Colombia (2010) -- + + + + _
Costa Rica (2010) -- + + + + -
Dominican Republic (201 + + + + +
Ecuador (2011) + -- + + | -- +
El Salvador (2011) + + + + + +
Ethiopia (2011) + | - + + + +
Georgia (2013) + + - - ¥ ¥
Ghana (2013) - + + + + +
Guatemala (2011) + + + + + ¥
Honduras (2011) + + + + + +
Indonesia (2012) + + + + +
Jordan (2010) + + + + + +
Mexico (2010) + + + + + +
Peru (2009) + + + + + +
Russia (2010) - - - - - -
South Africa (2010) + + + + + +
Sri Lanka (2010) + - - - + ¥
Tanzania (2011) - + + + + +
Tunisia (2010) + - - - ¥ "
Uruguay (2009) + + + + + +

Source: CEQnstituteOBata Center on Fiscal Redistribution. Based on the following Master Workbooks of Results.
Argentina: Rossignolo, 2016; Armenia: Younger and Khachatryan, 2014; Bdlrdac®&tz al., 2014; Brazil: Higgins

and Pereir&016; Chile: Mart'néguilar and Ortiduarez, 2016; Colombia: Melendez and Mart’'nez, 2015; Costa Rica:
Sauma and Trejos, 2014; Dominican Republic:-Bsstyer et al., 2016; Ecuador: Llerena et al., 2014; El Salvador:
Beneke et al., 2014; Ethiopial Efi al., 2014; Georgia: Cancho and Bondarenko, 2015; Ghana: Younger et al., 2016;
Guatemala: Cabrera and Morfn, 2015; Honduras: Casta—eda and Espino, 2015; Indonesia: Jellema et al., 2015; Jc
AbdelHalim et al., 2016; Mexico: Scott, 2013; Permillay2015; Russia: Malytsin and Popova, 2016; South Africa:
Inchauste et al., 2016; Sri Lanka: Arunatilake et al., 2016; Tanzania: Younger et al., 2016; Tunisia: Shimeles et al.,
Uruguay: Bucheli et al., 2014.

Notes:

A = Pro-poor, concentration cligient is negative. B = Same per capita for all, concentration coefficient equals zero. C
= Progressive, concentration coefficient positive but lower than market income plus contributory pensions Gini. D =
Regressive, concentration coefficient posiitvdigher than market income plus contributory pensions Gini.

--is not available

If the Concentration Coefficient is higher or equdl.fEobut not higher than 0.5, it was considered equal to 0.
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The scenario for South Africa assumed free basic sewideed transfers.

7 CONCLUSIONS

In this paper, | examine the redistributive impact of fiscal policy infiwendyv and middle income
countries. In particular, | address the following questions: What is the impact of itigcah pol
inequality and poverty? What is the contribution of direct taxes and transfers, indirect taxes ar
subsidies, and spending on education and health to the overall reduction in inequality¥odio pro
spending on education and health?

In order toanalyze the impact of fiscal policy on income inequality it is useful to separate the Ocasl
portion of the system (direct and indirect taxes, direct transfers and indirect subsidies) from the Oin kir
portion (the monetized value of the use of governedeication and health services). The results show
that the reduction in inequality induced by the cash portion of the fiscal system is quite heterogeneo!
with South Africa redistributing the most and Ethiopia the least. Redistributive success is broad
determined primarily by the amount of resources and their combined progressivity.

While the cash portion of the net fiscal system is always equalizing, the same cannot be said for pove
In Armenia, Bolivia, Ethiopia, Ghana, Guatemala, Honduras, idaamdnSri Lanka the headcount

ratio measured with the international extreme poverty line of US$2.50 (PPP 2005 per day) is higher
consumable income than for market income. In these countries, fiscalgreasgsverty, meaning

that a significanmtumber of the market income poor (nonpoor) are made poorer (poor) by taxes and
transfers (Higgins and Lustig, op. cit.). This startling result is primarily the consequence of hig
consumption taxes on basic goods.

Using as indicator the marginal contidioy direct transfers are always equalizing and direct taxes are
equalizing except in Colombia, Ghana and Tanzania. The marginal contribution of direct transfers
higher than the marginal contribution of direct taxes in most countries except foic@pstadan,

Mexico and Peru. Indirect taxes are more often equalizing than not (which may come as a surprise).
effect of indirect taxes is unequalizing in Colombia, Georgia, Indonesia, Jordan, Russia but equalizing
Bolivia, Brazil, Chile, Costa®&iEcuador, El Salvador, Ghana, Mexico, Peru, South Africa, Tanzania, Sri
Lanka, and Uruguay and neutral in Armenia. In Chile, indirect taxes are regressive, and yet equaliz
That is, in this country one finds the coumitiitive result uncovered bgmbert (2001): a regressive

tax is not always unequalizing because its effect depends on the distribution of all the other fisc
interventions combined. Indirect subsidies are equalizing except in Armenia, Ghana, and Tanzania, :
education and healthespling are always equalizing except health spending in Jordan. Measured wit
respect to market income, the marginal contribution of contributory social seeagiypadsions is
equalizing in Argentina, Armenia, Brazil, Chile, Costa Rica, Ecuadasiddiordan, Russia and
Uruguay, neutral in Dominican Republic and unequalizing in Bolivia, Colombia, El Salvador, Guatema
Honduras, Mexico, Peru and Tunisia.

Turning now to the Hkind portion of the fiscal system, with the exception of health amJdnd
marginal contribution of spending on education and health is equalizing and rather large. This result
not surprising given that the use of government services is monetized at a value equal to aver:
government cost. While the results concemhimglistribution of the benefits ofkind services in
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education and health are encouraging from the equity point of view, it is important to note that they me
be due to factors one would prefer to avoid. The more intensive use of services inatlbathtth

on the part of the poorer portions of the population, for example, may be caused by the fact that, in the
quest for quality, the middilasses (and, of course, the rich) chose to use private providers. This
situation leaves the poor with @sce® seconthte services. In addition, if the mididesses opt out of

public services, they may be much more reluctant to pay the taxes needed to improve both the cover
and quality of services than they would be if services were used universally.

There are a few lessons that emerge from the analysis. LetOs start with those pertaining to the diagn
of fiscal redistribution. First, the fact that specific fiscal interventions can have countervailing effect
underscores the importance of taking ardboated view of both taxation and spending rather than
pursuing a piecemeal analysis. Efficient regressive taxes (such as the VAT) when combined w
generous welargeted transfers can result in a net fiscal system that is equalizing. Evenusera, beca
net fiscal system with a regressive tax could be more equalizing than without it (LambertOs conundrt
policy recommendatidisuch as eliminating the regressiveb@sed on a piecemeal analysis could be
flatly wrong. Second, to assess the impaoe discal system on peopleOs standard of living, it is crucial
to measure the effect of taxation and spending not only on inequality but also on poverty: the net fisc
system can be equalizing but povadseasing.

Regarding policy prescriptions, tumedamental lesson emerges: governments should design their tax
and transfers system so that the after taxes and transfers incomes (or consumption) of the poor are
lower than their incomes (or consumption) before fiscal interventions. Leavikgndutamsfers, the
so-called cash portion of the fiscal system should not impoverish the poor (or makeadbe poor).

The results indicate that the ultra poor in Ghana and Tanzania, the extreme poor in Armenia, Ethiop
and Guatemala and the modegdor in Sri Lanka, Peru, El Salvador, Dominican Republic, Honduras
and Bolivia are net payers into the fiscal system. In the case of Brazil, the cause is the high consump
taxes paid on staple goods. In the case of Peru, cash transfers are tcocosnpahsate for what the

poor pay in taxes. Furthermore, as shown in Higgins and Lustig (op. cit.), fiscal impoverishment can
quite pervasive and, in laweome countries, larger in magnitude than fiscal gains to the poor.

The current policy discumsi(and the literature) focuses primarily on the power of fiscal policy to reduce
inequality and much less (and often not at all) on the impact of fiscal policy on the standard of living «
the poor. If the policy community is seriously committed t@&iadiincome poverty, governments

will need to explore ways to redesign taxation and transfers so that the poor do not end up as net pay
This could become an overriding principle in the design of fiscal systems that could be explicitly added
the fameworks proposed by Atkinson (2015) and Stiglitz (2012) to build more equitable societies.
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