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ABSTRACT

This mper assesses whether limitedistributive effect of fiscal policy in the Dominican Republic has slowed
improvements in poverty and inequality during a period of strong economic growth. Departing from the Commitment

to Equity methodology for fiscal ineitte analysis (Lustig and Higgins, 28is3)paper introduces new methodological
considerations and addresses the time gap between the current fiscal structure (2013) and the latest available householc
survey (2007) by deflating public revenue and spettatin to 2007 prices. Results show that fiscal policy in the
Dominican Republic is overall progressive given that, compared to other countries, the fiscal system achieves
intermediate levels of inequality reduction (5 Gini points) through direct sl tiaxkys, transfers and subsidies, and it
generates very little horizontal inequality. At the same time, the impact of direct transfers on poverty reduction is
modest, due to the limited cash amounts granted, and there seems to be scope to boostiagdrendamcing

progressivity by revising tax exemptions and indirect electricity subsidies.
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1. Introduction

In spite of sustained economic growtbrdhe past two decades, the population in the Dominican
Republic did not achieve significant welfare improvements until recently. Economic growth
averaged 5.7 percent a year in-2023, among the highest rates in the region. This performance
enabled caut r y6s GNI per capita (US$5,520 in 2012)
Latin America and the Caribbean (LAC) regiono
in income inequality occurred, with the Gini index falling from 0.5481tbh Disaggregation by

area suggests that most of the inequality reduction took place in the rural parts of the country;
inequality in urban areas did not decline significantly (World Bank, 2014a).

After a sharp rise in the early 2000s, poverty rates lsbaw falling in recent yeasd one

possible explanation is that fiscal policy may not be redistributive. é3asegh on the official

poverty measurement methodology for the Dominican Republic (ONE and MEPyD, 2012),
moderate poverty incidence soarethf32 percent in 2000 to almost 50 percent in 2004, a period

that included a severe banking crisis. It then declined gradually to around 41 percent in 2013 and to
about 35 percent by October 2014. Rapid poverty reductioninra2@dar of 7.3 percenbaomic

growth, has been attributed to rising wages, increased employment in school construction, public
support to agriculture, credit to small and medium enterprises, and allocating more public
investment to disadvantaged areas.

At least until recentlyhe pace of poverty reduction has been slower in the Dominican Republic
than in other countries with similar growth rates. Several studies have tried to expl2lithe pre
puzzle of slow poverty reduction at a time of rapid growth. Aristy (2016) amiadthes the

typical consumption basket for the poor differs significantly from that used to calculate the general
consumer price index and the GDP deflator, but it does not find statistical distortions in the
measure of poverty headcount. Other hypotlesesle: (i) stagnant real wages (real earnings per
hour of both selemployed and privasector wage workers were about 27 percent lower in 2011
than in 2000) despite rising labor productivity (around 30 percent increase between 2000 and 2010,
see Abdulev and Estevao, 2013); (ii) the enclave nature of the economy, with activity in Special
Economic Zones and tourist poles relatively isolated from the rest of the country; and (iii) the lack
of redistributive capacity of the public sector (Carneiro2&tl&l), To explore the latter hypothesis,

this paperuses the Commitment to Equity (CEQ) methodology (Lustig and Higgin$tad2013)
perform a fiscahcidence analysis on the poverty and equity implications of the Dominican
Republ i cds f ingcorenttasey subsalies, and overall puldlic spending.

The Dominican Republicds tax policy has becol
averaged 14.3 percent of GDP in 2D@Awith tax collections at 13.4 percent of GDP, below the

1 According to ONE and MEPyD, poverty headcount index fell from 41.2% in 2013 to 35.8% in 2014.

2] ed by Nora Lustig since 2008, the Commitment to Equity (CEQ) project is an initiative of therQetetefriterican Policy

and Research (CIPR) and the Department of Economics, both at Tulane University, along with the Center for Global Development
and the InteAmerican Dialogue. The CEQ project is housed in the Commitment to Equity Institute aFdufaoee details visit
www.commitmentoequity.org.
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LAC averagé.lt is worth noting that the Government responded to a fall in fiscal revenues (partly
related to declining trade taxes in the context € BIRTA implementation) by adopting a total of

six tax reforms between 2004 and 2012. Annex described thalaetain changes introduced by

these different tax reforms. A country heavily dependent on indirect taxation, the Dominican
Republic repeatedly increased VAT fiabesn 12 percent to 16 percent (Law-28Band then to

18 percent (Law 282). This, togther with the introduction of selective taxes on
telecommunication services, have been the mosaéhing reforms. However, the tax bases have
remained narrow, and extensive tax exemptions have persisted to erode the effective revenue base,
since a lge portion of the population (including both individuals and Special Economic Zones)
have so far opposed an integral fiscal reform (World Bank, 2014b). Despite recent improvement, at
15.1 percent of GDP in 2014, fiscal revenues remain below their BO@Y i(i6.6 percent).
Revenue collection capacity is partly hampered by high levels of informality and existing tax
exemptions, with tax expenditure amounting an estimate of 6.6 percent of GDP in 2014, including
3.2 percent of GDP in VAT exemptions (DGD]12).

The Dominican Republic has made notable efforts to increase social spending. As mandated by law
and demanded by the citizenry, public outlays for education doubled in reéefrogearsund

2.2 percent of GDP in 2011 to close to 4 percent in RD&3ocial security reform, some health
services were privatized and lower income households began to receive insurance under a subsidizec
scheme. However, a large part of the population remains uninsured. In edidi6otsubsidies

on electricitygnd technical and commercial losses) take a big toll on the public budget, equaling
about 2 percent of GDP. Finally, a relatively large humkemgefedsocial assistance programs
represent around 0.5 percent of GDRe structure of revenue and expenditn the Dominican

Republic is presented in more detail in the Annex to this paper.

A few existing fiscal incidence studies are relevtdr® @ominican RepubliSantana and Rathe

(1992, Lindert, Skoufias, and Shapiro (2086)1 Barreix, Béand Roca (2009)indert et al.

(2006) find low levels of social spending in the Dominication Republic. Their paper measures the
extent to which social assistance and social security spending, consumption subsidies, and educatior
and health spending fawbe poor in eight LAC countries. For the Dominican Republic, the paper

uses théNational Survey on Living Conditions (ENCOVI) for 2004. At that time, the country had

the lowest levels of social spending in the sample, and social insurance had negligible po
impacts. The results reflect a combination of factors: (i) some programs had relatively low (net) unit
subsides and weak targeting and coverage of the poor and vulnerable and (ii) social assistance
programs like the schdmsed TAHransfer and sclbfeeding ranked fairly high in terms of social

welfare impact per dollar spent but were quite small in terms of budget and subsidy per person.

The paper bBarreix et al. (2009) examines the impact of fiscal policy (social spending and taxation)
on inequality, finding Dominican fiscal policy progressive in 20@34based on a collection of

3When both tax and neax revenue are considered, the Dominican Republic trails only Guatemala for the lowest revenue level in
Latin America, according to ECLAC Statistics. When social security comdrigmet excluded, Dominican Republic tax revenue is

similar to the regional average.

4This study wused 1989 household income data and found O0a deg
and Gupta, page 38).
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studies for Central America and the Dominican Republic written by various authors who followed a
common methodologyThe analysis uses ENCOVI 2004 and covers dinectndirect taxes;

spending on education, health, and social assistance programs; and subsidies on electricity and gas
The paperfinds that fiscal policy in 2004 was progressive, and inequality was overall reduced thanks
to a progressive social spegditespite regressive tax system at that time. In addition, health and
education spending was 4paor, i.e. progressive in absolute térfBeme social assistance
programs, like the general subsidies on elecRicigydma de Reduccion de)Apatidt@pas that

were in place prior to the shift to targeted subsidies in 2008 (Gallina et al, 2015), were ‘progressive.

In January 2013, a series of microsimulation exercises looked at the impact of selected fiscal policy
tools on poverty and inequalitye ttesults were mixed. The analysis found: (i) the tax reform of
November 2012 (Law 282) had a neutral impact on poverty and inequality; (ii) the freezing of the
lower exemption threshold on individual income taxes had a positive impact in terms of
redigribution; and (iii) the VAT rate increases were regreddiveyD, 2013). A parallel
microsimulation exercise showed that an RD$125 increase in the amount allocated to beneficiaries
under theComer es Princeraditional cash transfer (CCT) program wrsdlt in a 0.22 percent
reduction in moderate poverty and a 0.0013 reduction in inequality (Gini index). Similarly, the
expansion in the number of beneficiaries of the subsidized health regime would contribute to better
equity outcomes.

Thispapergoes Byond previous exercises. It analyzes the impact of fiscah @Ity using the

CEQ methodology that includes several fiscal instruments and social programs targeting the poor
(direct and indirect taxes, transfers, CCTs, public services in edanadtr@adth). Some taxes (like

the CIT) and public spending categories (like some infrastructure and rural development items) are
not included due to the difficulty of assessing their effects on the disposable income of citizens,
specially the poor.

Thepper s main contributions are: First, under
affect income distribution in the Dominican Repubfientroducing an innovative approach to
address the time gap between the current fiscal structure (2@i8)yaad of the latest household

survey (2007 e cond, comparing the Dominican Republ i
which the Commitment to Equity methodology has been applied, including some with similar
incomes per capita such as Costa (S8&mama & Trejos, 201a)d PeryJaramillo, 2013Yhird,

discussing a series of alternative scenarios that would help enhance the redistributive capacity of the
state.

5Forthe Dominica Republ i cds analysis, the background study was prepa
6 A transfer will be progressive in absolute terms if the per capita amount received decreases as income rises &, itB% Higgin
7Progressive in relative terms: subsidyaiseseas a percentage of income but per capita subsidy decline as income rises.

8 The common methodology is describddustig and Higgins (2013)
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2. Methodology and sources of  information

2.1. CEQ methodology

This paperds goal is to estimate the i mpact o
the Dominican Republi®Ve use the CEQ methodology, applymgfiscal incidencanalysis
describedn LustigandHiggins(2013)Thi s st arts with the adddi vi dt
transfers and btracts taxes in different stagegufe1).

Market income is a measure of-taseincome that does not include the effects aérgment
policies.It is composed opretax wages, salaries, -ealployed income, income from capital
(dividend, interestand rent)and pensiondt is worth mentioning that the question asked in
household survey ENIGH 2007 is ababbr income gross taxes

We estimate three scenariokhe difference between tBenchmark and Sensitivity Analysis
scenarios is that, in order éstimate the impact of the significant increase in public education
expenditures in 2018n alternativ&ensitivity Angsis 2 featuring the lower expenditure level of
2011 is builtSince there is no theoretical consensus on whether contributory pensions are part of
the market income or a government transfer, in the sc8aasibivity Analysisdbesnot include

public gnsionsn marketincome making them insteadtransfer contained disposabléncome

in contrast with Benchmark and Sensitivity Analysis 2, in which contributory pensions are consider
to be part of market income.

Net market income subtracts direct $aRersonaincometaxeson wages, dividendmd interest
are included in the analySish e Do mi ni c a mpublikpepsiom dystem dvas provatjsed
social security contributioage not includedsdirect tars Disposable income adds direchcasd
food transfers to net market incorAs.explainedn the previous sectiowe include CGSIfor
nutrition and education, n@onditional cash transfers, getdnsfers like food, shoemiforms,
and backpacks, atitealphabetization progra@Quisgeya Aprende Contigo

Postfiscal income adds implicit subsidies on electricity and subtracts indireChégeekevies
include theTax on the Transfer of Industrialized Goods and SefVi&d$), a valueadded tax
applied on domestic and imported goadd services, or VAdnd excises on alcoholic beverages,
beer, tobacc@and oil derivates.

Final income includes-knd transfersThese are measured by thenetized value of public
expenditurein health (Ministry of Healtlpcialsecurity and o#rs) and education (gehool,
primary, lower secondary, upper secondadytertiary)lt is important to take into consideration
that contributive health insurance is not included in the analysis, sincedeviaots a private
insurance.
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Figurel. Income concepts used in fiscal incidence analysis

Market Income
Wages and salaries, income from capital, private transfef

TRANSFERS before government taxes, social security contributions ar TAXES
transfers; benchmark (seitivity analysis 1) includes (does
not include) contributory pensions

Directtaxes (personal income
taxes)

| E—

Net Market Income

Direct transfers (CCT +
transfers, food transfers,
scholarships, ety

Disposable Income

Indirect subsidies +
(electricity)

- Indired taxes (ITBIS, excise|
taxes on beverages, tobaccd

\l/ oil)

PostHscal Income

In-kind transfers (free or
subsidized government

services in education and
health) \L

Final Income

Source: Lustig & Higgins (2013).

2.2. Data sources

This fiscaincidence analysis uses several sources of inforriaBomainone is the National

Survey oHouseholdncome and Expenditur200607 (ENIGH). This survey was collectedhmsy

National Office of Statistics (ONE) between January 2007 and January 2008 for 22,000 households
and 80,131 individualk. is representativet ghe national level and for four main domains:
Metropolitan or Ozama, North or Cibao, South and East. ENIGH contains data on income,
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expenditures, autmnsumption, remittangeand use of educational serviceBo account for
changes in health coverage,camplement ENIGH with théemographic and Health Survey
(ENDESA 2013) This survey has a nationally representative sainidli@l64 households, 9,372
women ages 49, and 10,306 men age$935

Additionally, dta ongovernment revenues were obtained ffem&General Directorate for Internal
Taxationand the Ministry of Finandeata on direct transfers come from ADE&®8Ministry of
Financeandthe Ministry of Education. Informahn on electricity subsidies was facilitated by the
Ministry of Finance. Rally, data on public health expendituere obtained frorthe Ministry of
Financethe Ministry of HealthandSENASA

2.3. Main assumptions

Compared toother countries studies with the CEQ methodology, the Dominican Republic is
especially challenging hesae t he 0 d e p amosturegcenthopseholditrcomé antd h e
expenditure survegates to 200T is necessary to consider thatmerous policgdecsions were
adoptedbetween 2007 and 20i&luding the modification of thetes and basef the maitaxes

(e.g., ITBISISR, ISC). Furthermortere has been a notable expansion in the coverage of direct
transfers (e.gSomer es Primero, Bonogas Hogar, Bonogas Chofer)eaatliof certainin-kind
transfers, such as education, has been expanded.

In the light of these changes, the methodology applied the tax and public expenditure structures of
2013 to ENIGH 20070n the tax sidaates and definitions of tA@13 tax base were us@d the
expenditure side, the value of the 2013 wasdeflated byhe change in theonsumer price index

(CP) between 2007 and 2013 other words, the public revenues and spendingsvet&013

were usedo calculatencomepovetyfi but in 2007 priceExpenditures weradjusted only for

inflation andnot by GDPgrowth. This isbecause the majority of the recorded pspkading
variations were below the growth mueingthe period.Overall, theobjecive was to adaphe

CEQ methodolody garious definitions of income using the ENI@BD7andthe publicrevenue

and expenditure struge of 2013, expressed in 2007 prices. We opted for this alternative (instead of
inflating to 2013 the variables of the ENIGH 2007) because, besides inflation between 2007 and
2013, relative prices of production factors, structurenpiioyment and size of households in
Dominican Republic could have experimented important changes in income distribution, that we
otherwise would not have been able to replicate with available inforfhatiadjustment factor

was 42.5 percent, i.e. inflatbetween June 2007, date of the survey, and December 2013.

It is worth noting that the following analysis only evaluates the tax system along onefditaension
impact on equityt does not assess other important features of a tax, systlras itsfieciencyi

which measures the amount collected given tlfie ateyancy (i.e. response of tax collections to
economic growthgimplicity, and easéadministration
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An estimation of direct taxes was made by applying statutory rates and income bra2ké® fro

(in 2007 prices) to the salaries and wages declared in ENIGHh@0@Qluals have tpay direct

taxes out of markenhgome.Because income tax payments in 2013 were made taking into
consideration income from 2012, we deflate from 2012 to 2@/ pue to the fact that income
brackets were adjusted by inflation from 2008 to 2012, mismatch between effective income brackets
is expected to be minimal. As pointed out by Dominican authaaitievaision among the self
employed is considered sigaific while we were unable t@ccess to profiles of payments of
independent business official estimations of evasion; thes we do not calculate personal
income taxe$or those groupsin addition, we do not use assumptions on informality of wage
earnes or other assumptions on tax evasion on personal incane deder to ensure incidence
analysis is not detached from reality due to assumptions, we contrasted simulated collections
applying statutory tax rates and actual collections, and disculisedlitteshe tax authority in the
Dominican Republic to ensure consistency.

The personal income tax is levied on individuals with income above the exemption tiiteshold.
system usdhree ratethat rise withax backets: 15 percent, 20 percent,2&npercentDividends

and interest income are taxdO percent It is assumed that informal sa&tiployedvorkersdo

not payincometaxes The @rporate income tax &sonot included in the analysisvo caveats

apply: (i) using statutory rates dostsmeasurée ax es actually paid and (
simulated total income tax payment is similar to actual collection, the incidence by quintile could be
over or under the estimated val\Més.assume the household survey includes labor incesefgro

taxes, because ENIGH 2007 survey fskgross salary without deductions (see details in Annex)

Indirect taxes were estimated using the simulation m¥fleoohclude ITBISexcisesa tax on
telecommunicationandtheinsurance tax. ENIGH 20079 detailed list dfousehold purchases
of goods and servigesategorizedccording tothe Classification of Individual Consumption
According to Purpose (COICOR)e separate each good or serviceane ofthree groups: (i)
those exemph 2007 and 2@31(ii) those exemph 2007 but not in 201&nd(iii) those taxablby
both ITBIS andexcises

Within ITBIS, it was necessary to distinguish between goods that were and were ndtoexempt.
avoid overestimatinthe taxes paid by low income earnees deided after discussion with
authoritiesto include tax evasion in all scenara$ractice that follows previous CEQ pap¥es
incorporatd the assumptiorof tax evasion bgreaing four groups of goods and services: (i) high
propensityfor evasion; (iihigh propensity to pay ITBIS; (iii) products with estimated compliance
rates, according téhe General Directorate for Internal Taxati@md (iv)productson which the

VAT was paidas acondition of purchasé€ Indirect taxes were dovgoaled to prevent
overestimation, using the method in Lustig and Higgins (2013). For example, we adjust VAT
payments to equalize the ratio of total VAT to disposable iicdineesurveyo the ratio oVAT

9 See http://unstats.un.org/unsd/cr/registry/regcst.asp?CI=5.
10DGII provided a list with estimated compliance rates forp&gients.
11We estimated a detailed list of goods and services according to these assumptions.
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collection to private consumptiam the national accounts 20B. Also, we take into account
exemptions and reduced rates on each kind of good and services according to statutory rates.

Direct transfers received were assigned if the household fell into a SIUBEN category that indicates
eligibility for each progrdire.qg , categories oOpoor ¢6CofnerasPdmerd®p o 0 r
Ultimately beneficiariesere randoly selecte@dsa subgroup ofthe householdbased owsoverage

statistics. A series of steps were takeadj(¥t the population of ADESS benefiesarn 2013

taking ino consideration the variation the populationbetween 2007 and 2013; ¢a)culate

transfers aR007prices; (iijadjust the coverage in terms of SIUBEN categories to reproduce the
number of beneficiaries and coverage as a pefdbetpopulation Whenthe household survey

andthe national accounwiffered onthe ratio of direct transfers to national income, we -down

scald the value of the transfer to mdkeratios comparable. Othegansfers, like those ohnogs,

uniforms, ard backpacksplus the alphabetization program, were imputed using average cost
estimated by the Ministry of Education and UNIKBRce again, 2013 values adjusted to 2007
prices.

Implicit electricity transfers were calculated by applying existing Uanifgs.2007prices, we
estimated the implicit kveonsimed by each household and apfitiecdubsidy to usezensuming
less than 700 kwh a monHor thosein the ENIGH survey who consume electricity dedlare
not to paythe bill, an implicitly standasdbsidy is calculated.

Education benefits depend on the number of students and the average cost of étacatioey
identifiesindividuas who attend schooltheir leves of educationand whethethe schod are
private or public. The education bénisf based on the cost per student by,legsémated by
UNESCO and the Dominican Republic Ministry of EducatWéa adjust #sefigures to 2007
prices.FollowingLustig and Higgins (2013)e prevent overestimatiby adjusting the ratio of
education xpenditurs to disposable incomenaking it equal the ratio calculated using national
accounts.

An alternative analysis examines the impact of larger budget for public ed@lacatioount for
the significant increase in public education expendit@@s3ifrom 1.9 percent of GDP in 2011
to 3.8 of GDP in 2013ye estimatethe alternativéSensitivity Analysis 2, featuring the lower
expenditure level of 2011. Becagisess coverage ratéid not significantly change primary
schoaos and changed littlén elematary and secondary schaméween 2007 through 201i3e
different scenari@ssumeoverage did not change.

Finally, we account for-kind health transfers by estimating the impact of the subsidized social
security regime only, which is ffeethe poor and vulnerable, and not the contributory regime,
which works as a private insurafid®e usethe Demographics and Health Sur¢ENDESA

2013 to determinevhetherindividuals with health insurariedongin socal security's subsidized

12The rise in spending mostly went for construction and repairing classrooms, extension of school hours from fivéago eight, hig
salaries for teachers, aivihly new teachers.

13The contributive system is actuarially fair. In the case of the subsidized regime, workers do not make contribgiioes. This re
financed by the Dominican state, covers themgloyed, disabled, and the extreme poor (as defittelrational poverty line).
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regime For the uninsured, we identifgnly those who uséhe services of publibospitals or
ambulatory centers. It is also possibldantify those who are insuredthy Dominican Institute

of Social Security (IDSSyinally, public spending under tBRssentl Medicines Program
(PROMESE is also computed; thiscludes spending to purchase medicines and medical supplies
for public health institutioress well as the distribution safbsidized medicines ttee population.
Drawing from information in the ENDESZ013 surveywe use matchirggore analysis to identify
beneficiaries ithe ENIGH 2007 survey.

For beneficiaries of the subsidized regime, we impute an insurance value based on the average
transfer by insured (per capita) from the government to SEIRAISIDSS affiliatesve estimated

an average insurance véyelividingthe government transfer iye total number of insured. For

the unnsuredwho report usingpublic facilities, we impute an average cost peatisspital and
ambulatory center#t is estimatedy dividingtotal expenditure on each level of health services
from National Health Accounts (Ministry of Health, 2013) by users of health public services in the
survey, identified using matchatgre analysis froEBNDESA 2013. FOolPROMESE once we
selected the beneficiaries of this program, we estimaaterage benefity di vi di ng t he
expenditurgein 2013 bythe number olisers reported IENDESA 2013.As with educationthe

ratio of health expenditure to disposable income timelesurvey is adjusted to match the ratio
calculatedsing national accounts

In sum, counting with a dated household survey in the Dominican Republic implied a number of
additional assumptions when applying the CEQ method@oegyall, the validity of salts

depends on the fact that changes in income distribution between 2007 and 2013 have been observed
but are not dramatic (e.g. a decline in GINI from 0.487 to 0.471, according to World Development
Indicators); this is the most relevant caveat in olys@sndn the case of education, since no
significant change in enroliment is observed between 2007 and 2013 (excejptifoaryre
education), and given that the team accessed official data detailing the cost of delivery of education
services, we are diment that incidence analysis for this sector is relatively precise. In the case of
health services, having counted with ENDESA 2013, a specialized survey collected during the year
of analysis that details information on the insurance beneficiariésctind eke of health services

by income level, helps ensuring the robustness of results. In addition, a matching scores technique
has been applied, and results should be thus as robust as those in other CEQ exercises using a
specialized health survey. WMigspect to conditional cash transfers, a careful revision of the
indicators was performed to ensure consistency with actual population coverage, transfers per capita,
and budget for the different programs in 2013. In the case of indirect electridigs subsults

should be interpreted with caution, since administrative registries do not adequately identify
beneficiaries, and the analysis was performed on the basis of a profile of beneficiaries described by
authorities of the sector.

Some mitigatiomeasures on potential caveats include the use of additional sources of information
to the household survey, discussions with authorities, and revision of results by the developers of
the CEQ methodologyDiscussions with authoritiégelpedensure resultare consistent with
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existing evidence and knowleddps includes discussiomsh theGeneral Directorate for Internal
Taxation, the Ministry of Finance ahd Electridy Distribution Holding (CDEEE)he Social

Cabinet and the ADESS, the Ministry dti€ation, the Mistry of Health, and SENASRinally,
estimations have gone through two thorough review rounds by Tulane University, to verify results,
correct for mistakes, and ensure the consistency with CEQ methodology (Lustig ang0Ha)gins,

and tke comparability to similar analyses.

3. Main results

As a departure point for the fiscal incidence analysis, population and income shares in total market
income by socioeconomic group are presefgedlustrated in the table, the 5.7 percent of total
popuation lives below US$1.25 ppp a day, and has a share of only 0.5 percent of total market
income. Around 19.5 percent of the population in 2013 lived below US$ 2.5 ppp at 2005 prices.
The poor totals about 37 percent of the population, whereas 40 pktisentopulation remains
vulnerable according to the World Bank definition used in the Middle Class flagship for Latin
America of 2013.

Table 1L Benchmark scenario: Population and Income shares of market income

Group % Populatior| % Incane
Ultra Poory < 1.25 5.7% 0.5%
Extreme Poorl(25 <=y < 2.5 13.8% 3.1%
Moderate Poor2(50 <=y < 4.0D 17.4% 6.6%

Vulnerable Poor(00 <=y < 10.00 40.0% 29.6%
Middle Classlp.00 <=y < 50.00 21.6% 46.6%

Upper Class$0.00 <=y 14% 13.6%
Total 100.0% 100.0%
Source: Aut horsdo estimates based on ENI GH 2(

Note: income definition is USD PPP at 2005 prices.

3.1. The re-distributional impact of taxes

The Dominican Republic imposes a variety of taxes that affect final income uril@rahalgsis.

As previously mentionethe country depended adndirect taxes for 6Bercentof total tax
revenues (88ercentof GDP) in 2013? The most important source®re thdTBIS (4.4percent

of GDP), a valuadded tax on the transfer of indusigal goods and services, and the excise tax
on oil derivatives (1gercentof GDP). Excise tagson alcoholic beverages, beerd tobacco
added to 0.9 percentof GDP. Direct taxes onlymmunted to 5.2 percentof GDP. Corporate
income ta&s (2.4 percentof GDP) werethe principal direct tax. Taxes on wages and personal
income represesd 1.3 percentof GDP and other direct taxes, including property taxes and taxes
on lottery, accouatfor 1.5percenof GDP.

14This figure includes taxes on imported goods, which are not included in the incidence analysis on poverty and itiaome distribu

10
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According to the results of the CEQ analgsid,using the Lorenz curves estimates, both direct and
indirect taxes appear to be progressi®shown imogressivéhanindirect taxes.

Figure 2, the concentration curves for direct and indirect taxeddie bee Lorenz curve fonarket
income. As expectatirect taxes are much moregressive than indirect taxes.

Figure2. Progressivity of direct and indirect taxes: concentration curves and Lorenz curve for market income

100%
80%
60%
40%
20%

0%

0% 20% 40% 60% 80% 100%
Market Income Indirect taxes
Population Direct taxes

Soure : Aut horso estimates based on ENIGH 2007.

Direct taxes only have a significant average incidence on the market income of individuals in the
middle and upper classes, although it is perhaps smaller than what might be Tatpgeg)edl (

Direct taxes reduce the market income of the upper class (per capitalmeedS$50 PPP a

day) by 4.1 percent.

Indirect taxes reduce the market income of the total population, but the incidence is progressive in
absolute term3hemarket incomef the ultrapooris reluced 4.7 percent, while the uppesed
income is reduced by 1@drcent This is explainebly thehigher levels of consumptiby the
upper class, especially on goods that are outside the basic consashgtigouorently exempt).

15A tax is everywhere progressive (regressive) if its concentration curve lies ebelywheal®mve) the market income Lorenz
curve.

16 For Benchmark and Sensitivity Analysis 2, the results are the same and for Sensitivity Analysis 1 are very seaian,ee this
include only the Benchmark results.

11
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Table 2. Benchmark scenario: Incidence of direct and indirect taxes by socioeconomic group (% of market

income)
Direct taxes Indirect taxes
Ultra Poor (<1.25 USD PPP) 0.0% 4.7%
Extreme Poor (1.25-2.5 USD PPP) 0.0% 5.4%
Moderate Poor (2.5-4 USD PPP) 0.0% 5.4%
Vulnerable (4-10 USD PPP) 0.0% 6.3%
Middle Class (10-50 USD PPP) 1.6% 7.8%
Upper Class (>50 USD PPP) 4.1% 10.4%
1.3% 7.5%

Source: Aut horsd esti mates based on ENIGH 2007.
Note: income definition is USD PPP at 200&es

3.1.1. Direct taxes

Direct taxes (i.e., taxes on wages and personal income, interest income, and dividends) are found to
be progressivéigure3). Theyrepresent 1.Bercentof total market income. Concetita shares

show that the top decitd the populationpays92 percentof direct taxesyhile itreceives 40.5
percentof total market income. Direct taxtecreasenarket income Bercentfor the top decite

they only decreashe market income of the seth decileby 0.1 percent In terms of
socioeconomic groups, middlass households (per capita income between US$10 and US$50 a
day)pay56.3percenpf direct taxesnd the richest (above US$50 a day per capita ipey42)b
percentlt is importahto take into account that the middle cies®unts foR1.6percentof total
population and 46@ercentof market income. Meanwhile, the richest group represepésckndt

of population and 13ercentof market income. This means that the relsivéurden is much

higher among the rich.

Figure 3. Progressivity of direct taxes: Concentration curves and Lorenz curve for market income

100.0%
80.0%
60.0%
40.0%

20.0%

0.0%
0.0% 20.0% 40.0% 60.0% 80.0% 100.0%

=@ \arket INncome Personal Income ===~ Population

Interest —@— Dividends

Sour ce: Aut horsdo esti mates based on ENI GH
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Figured. Directtaxes concentration shares per socioeconomic groups

100%
80%
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40%
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Personal Income tax  Interest tax Dividend tax

m Extreme Poor (y <2.5) B Moderate Poor (2.5<y<4)
Vulnerable (4<y<10) m Middle Class (10<y<50)
Upper Class (y>50)

Source: Authorsd estimates based on ENI GH
Note:ymeans income; for example, y<2.5 means income lower than 2.5 USD PPP at 2005 prices.

Personal income taRewhich account for 90.6 percent oé thirect taxes in the anafysise

highly progressive in the Dominican Republic. Tteess.Personal income tsreducethe

market incomef the top decildy 2.75percentand the ninth deciley 0.46percent In terms of
socioeconomic groups, persanabme tagsreduce the average matkebme of the middle class

by 1.5 percent and the richest segment of the population by 3.6 percent. The middle class represent
58.3 percent of total personal income tax payments and the-ihagimest group 41.6 pente

(Figured). 1t is worth noting that the mean dividend tax in upper class is higher than middle class
but, since the second group has more individuals, share of tax paid by the middle class over total
collectioss is larger. In addition there could be some under reporting of income dividends in the
household survey by high income individuals.

The tax on interest income affects the middle and upper socioeconomic groups. Established by the
November 2012 tax reforitiis tax represents 7.8 percent of total direct tax revenues. It reduces

t he market income of the population by O0.09
percent due to the 10 percent tax on interest earnings. The middle class paysRasl pdrite

total interest tax and the upper class 65.9 percent. In terms of socioeconomic groups, the data show
that some people within the vulnerable population are paying tax on interest, resulting in a 0.02
percent reduction of their market income.

13
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Table3. Benchmark scenario: Incidence of personal income, interest, and dividend taxes by socioeconomic group (% of

Market incomye

Personal Income tax Interest tax |Dividend tax
Ultra Poor (<1.25 USD PPP) 0.00% 0.00% 0.00%
Extreme Poor (1.25-2.5 USD PPP) 0.00% 0.01% 0.00%
Moderate Poor (2.5-4 USD PPP) 0.00% 0.01% 0.01%
Vulnerable (4-10 USD PPP) 0.01% 0.02% 0.02%
Middle Class (10-50 USD PPP) 1.49% 0.06% 0.04%
Upper Class (>50 USD PPP) 3.65% 0.45% 0.01%
1.19% 0.09% 0.03%
Source: Authorsd estimates based on ENI GH
Note: income definition is USD PPP at 200¢epr
Figureb. Direct taxes concentration shares per decile, country comparison
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(% <& \)lb < ‘—}
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Source: Author sd est CEQsStaedard ladicdpsinumddr of guthers.  a | (2013
Dividendtax payments reduce the average Domt an s mar ket i The opne by

three deciles account for 8@eédcentof total dividend tax payments. In terms of socioeconomic
groups, the middle class pays fér8entof dividend taxess much higher proportion than the
richest populatn (6.3percent Those taxes reduttee market income of the middle class by 0.04
percent, while the toll on the richest population was only 0.01 pEabéa8)(

Figure5 suggests that direct taxes could be more progressive in the Dominican Republic than in
other countries. Of the selected cases, Jordan, and Peru have similar or higher progressivity. Low
income households in other countries, such as Armenia, Brakitugndy, pay much higher
percentages of their market income as direct taxes. At the same time, it is worth noting that the
Domi ni can Republicds high exemption threshol d

14
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among surveyed countries. A deeréasnformality, which currently accounts for 56 percent of

labor activity, could also have a positive effect on personal income tax revenues. Nonetheless, the
high amounts of foregone revenue can probably be explained by evasion among the richest. All
these crossountry comparisons are based on a same estimation methodology (Lustig, 2013);
nonetheless, since the taxes, rates, and exemptions may differ across countries, results should be
interpreted with caution.

3.1.2. Indirect taxes

The analysis includesetITBIS and several excises paid by Dominican Republic residents. The
indirect taxes are subtracted from disposable income (i.e., net market income plus direct government
transfers) to calculate péistal incomes (once indirect subsidies are also.added)direct taxes
considered in the analysis are: the ITBIS; excise taxes on alcoholic beverages, beer, and cigarettes
and excise taxes on oil products, telecommunications, insurance services, and several other imported
goods.

Rates vary on the Domine n Republ i cds i ndir adedtak,akichdad Th e
two tax rates in 2013. The general tax rate was 18 percent and the reduced tax rate, levied on a groug
of primary goods, was 8 percéifhe excise taxes on consumption are a siagesales tax. The

excise taxes on alcoholic beverages, beer, and cigarettes include specific taxes and ad'¥alorem taxes
Telecommunications services are taxed at 10 percent and insurance services at 16 percent.

In terms of concentration, the sharendiirect tax payments of the first eight deciles (35.3 percent)

is below their share of market income (43.5 percent). By socioeconomic groups, the concentration
share of those living on less than US$4 a day is lower for indirect taxes (7.3 percentatkan for
income (10.2 percent). The middle class (per capita income between US$10 and U3%E0aa day)
higher share in indirect taxes (48.9 percent) than market income (46.6 percent).

Indirect taxes have reduced the market income across all ddedesgrae time, their incidence is

higher on the richer deciles, which makes these taxes progressive. Indirect taxes reduce the market
income of the poorest decile by 5.1 percent, compared to 9.0 percent in the top decile. In terms of
the socioeconomic gnos, indirect taxes reduce middle class market income (per capita income
between US$10 and US$50 a day) by 7.8 percent.

17Law No. 25312 of November 2012a¢es that the reduced tax rates would be increasing annually until 16 percent in 2016. It was
also stated that the general tax rates would be reduced to 16 percent if the tax income achieve 16 percent of GDP in 2015.

18 See Title IV of the Law No. -BR Tax Code of the Dominican Republic. Ad valorem taxes are 10 percent on alcoholic beverages

and beer and 20 percent on cigarettes. In this analysis, only ad valorem excise taxes are included because there is not enoug
information to map fixed excise taxe®a@onsumption of alcoholic beverages and cigarettes.

19For a definition of middle class specific to the Dominican Republic, please see Guzman (2011).
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Figure6. Progressivity of indirect taxes: Concentration curves and Lorenz curve for market income
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Table 4. Benchmark scenario: Incidence of ITBIS and excises taxes by socioeconomic group (% of market

income)

ITBIS Excises
Ultra Poor (<1.25 USD PPP) 3.50% 1.19%
Extreme Poor (1.25-2.5 USD PPP) 3.95% 1.48%
Moderate Poor (2.5-4 USD PPP) 4.06% 1.36%
Vulnerable (4-10 USD PPP) 4.38% 1.92%
Middle Class (10-50 USD PPP) 4.45% 3.39%
Upper Class (>50 USD PPP) 4.47% 5.91%

4.38% 3.09%

Source: Authorsod estimates based on ENI GH

Note: income definition is USD PRt 2005 prices.

Figure 7. Indirect taxes concentration shares per socioeconomic groups
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Note: Socieeconomic income groups are defined in USD PPP at 2005 prices.

Box 1. Including VAT evasion assumptions in the Dominican Republic

Valueadded tax (VAT) evasion is a problem in the Dominican Republic. According to General Dired
Internal Taxation (DGII) estimates for 2010, about 29.7 percent of this tax was evadew, Ttheesfémportan
to include an adjustment for evasion in estimating the CEQ.

In consultation with DGII experts, estimates of actual tax payments for a limited group of products werg
It was necessary to make assumptions of tax evasion fioodhets not covered by DGII data. The evide
suggests that taxes on some goods are either regularly evaded or paid in full, while evasion or paymer
place of purchase for another group of goods. With this in mind, goods were clustdia@bwiriggfour groups:

1. Highly probable that no tax is paid (100 percent evasion on the purchases of these goods).
2. Highly probably that taxes are paid (0 percent evasion on the purchases of these goods).
3. On those which the DGII has information ba proportion of tax paid, the effective tax rate was applied.

4. On those which it is assumed that tax payments are conditional on place of purchase, a different eva|
applied to urban and rural consumers.

To make these adjustments, we craatedauxiliary files. The first includes each of the goods contained
ENIGH 2007 that were classified in one of the four categories described above (product code and prod
The second defines whether the tax on the product is evadedamrcpaiiihg to the place of purchase for th
cases where evasion is conditional.

With the information m tax evasion, and taking into account the nominal tax rate for 2007 (16 perc
calculated the VAT tax base for each household, given the reushption for each good in 2007. Then
applied the nominal tax rates for 2013 (18 percent and a reduced rate of 8 percent for some goods) for
good, adjusted by evasion levels. This allowed us to estimate the VAT payment for eachugusmt mg
households in the survey.

Excise taxeaccount for 41.4 percent of the indirect taxes included in this paper. These taxes are
more progressive than ITBIS. Almost 60 percent of excise taxes are paid by the top decile of the
population. In terms of socioeconomic groups, the middle class Ag6iypescent of total market

income and pays 51.1 percent of excise faixgese(7). The 1.4 percent richest population (per

capita incomabove US$50 PPP a day) accounts for 13.6 percent of total marketrnidgoays a

26 percent of excise taxes. Excise taxes reduce the market income received by the upper class by 5.!
percent, which is significantly higher than the reduction for theoadatrél.2 percent).

As a percentage of GDP, the Dominican Republivescerelatively high level of revenue through
indirect taxes. Compared with selected countries, walkeevenues are higher in the Dominican
Republic than in Mexico, Indonesia, Guatemala, Sri Lanka, Peru, and Ethiopia. At the same time, it
isworth mt i ng that the Dominican Republicds VAT

17
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international standaréldn addition, the Dominican Republic is one of the few countries (for
example, Peru) with progressive indirect taxes. This is mostly due to theypdistmssied
progressivity of excise taxes.

Figure 8. Indirect taxes, concentration shares per decile
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20The average nominal VAT rate in Latin America is around 15.6 percent.
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Table 5. Progressivity indices fo direct and indirect taxes, country comparison

Kakwani Direct Kakwani Indirect
noexlor IMEST Rsnec R SES2S Rsindex
taxes GDP taxes GDP
® @ 00 &) @ 100
Armenia (2011) 0.23 5.2% 1.19 -0.04 12% -0.48
Bolivia (2009) -0.13 11% -1.46
Brazil (2009) 0.27 4.2% 1.13 -0.03 14% -0.46
Costa Rica( 2010) 0.00 0.00
Dominican Republic (2013) 0.42 1.3% 0.54 0.05 7% 0.37
El Savador ( 2011) 0.00 0.00
Ethiopia (2011) 0.28 3.9% 111 0.06 8% 0.50
Indonesia (2012) -0.05 4% -0.22
Jordan (2010) 0.63 3.3% 2.09 -0.06 11% -0.60
Mexico (2010) 0.30 3.9% 1.14 0.01 4% 0.05
Peru (2009) 0.43 1.5% 0.65 0.02 7% 0.4
South Africa (2010) 0.13 14.3% 1.79 -0.08 10% -0.86
Sri Lanka (2009) 0.53 2.9% 1.52 0.00 7% 0.02
Uruguay (2009) 0.25 4.7% 1.18 -0.05 7% -0.37

Sources: Armenia (Younger et al., 2014), Bolivia (Paz et al., 2014), Brazir(tHigginga, 2014), Ethiopia (H
et al., 2014), Indonesia (Jellema et al., 2014), Jordan (Serajuddin et al., 2014), Mexico (Scott, 2014), P
2014), Sri Lanka (Arunatilake et al ., fo2 Doiihigan
Republic.

Tax progressivity in the Dominican Republic is high compared to other developing d@lntéries.

5 shows the Kakwani indexes for direct and indirect taxes in selected countriesugslkawing
compare the progressivity of taxes. This index is equal to the difference between the concentration
coefficients of a particular tax and the Gini coefficient of the reference income. When the Kakwani
index is above zero, the tax is progressivas lb&low zero, the tax is regressive. And if it is equal

to zero, the tax is neutral. The Reyn8lislensky (RS) Index shows the difference in value of Gini
coefficient after Direct or Indirect Taxes. Among the selected countries, the Dominican Republi
has one of most progressive direct taxes, with a Kakwani index of 0.42. Only Jordan, Sri Lanka, and
Peru have more progressive ditectsystems. In the Dominican Republic, indirect taxes are slightly
progressive, with a Kakwani index of 0.05. Intenatpractice dictates that a Kakwani index
between0.1 and 0.1 could be considered neutral; however, looking at this group of countries, we
conclude that the Dominican Republic has the second most progressive indirect tax system, just
behind Ethiopia.
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3.2. Social spending in the Dominican Republic

This section assesses the incidence of direct transfers. These include the conditional cash transfer
(CCT) food progranComer es Prim@&OT programs related to education, targeted transfers for

LPG and electity consumption, transfers to policemen and marines, indirect subsidies (mainly on
electricity), and health and education services. The aim is to gain a better understanding of the extent
to which Dominican social spending is progressive, using otheresoas a benchmark for
comparison.

3.2.1. Direct transfers

Total concentration shares from the fiswatlence analysis show that some of the Dominican
Republicds direct transfer daAroubde52 peecentdchdran ot
public ependiture underComer es Primeaches poor households (per capita income below US$4

a day), 38 percegweso the vulnerable (between US$4 and US$10 a day), and less than 10 percent
benefis middleclass households (above US$10 a day per ¢apid®nogas Hogad Bond uz

more than60 percent of total spending goes to the-poor (earningnore thanUS$4 a day); as
previouslyexplained, this relates to the fact that, unlike the CCTs, a group of -fftmmmon
according to the SIUBEN life qualitdéx can be beneficiariesthese programs. This makes
Bonogas HogadBond uzthe only programgrogressiven relative term@~igure9, left panel). In
contrastComer BEmerand the aggregate of otheedirtransfers are progressiveadth relative

and absoluteterms since, apart from representing a larger share of market income for poor
households than for nggoor households, total transferred amount in aggregate terms are also
larger for the formerrgup. The CCT incentivizing school attendance, |LW&uld be the most
progressive direct transfer program in tbeiDicarRepublic
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Figure 9. Distribution of direct transfer spending by level (percentages)
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Source: authorsladoration using the CEQ methodology.
Note: Socieeconomic income groups are defined in USD PPP at 2005 prices

In terms of incidenc&omer es Primaold be the program with the largest impact. These direct
transfers represent 5.5 percent of marketrie among the ultmoor (less than US$1.25 a day) and

2.1 percent for the extremely poor (below US$2.50 dallgh)]. This has to do with the amount

of the transfer, which is significantly largeCfumer Bsimerthan forlLAE ; the latter is included

in the Other Direct Transfers category. The inciden&ormdgas Hogar, Bono Luz, and Quisqueya
Aprende Contiganore limited due to the relatively modest amount transferred and the fact that
some the fundgo to the norpoor population.

Table 6. Incidence of direct transfer programs on socioeconomic class income (percentages)

Comer ey Quisqueya Bono Gas| Other Direct

. Bono Luz | Aprende
Primero . Hogares Transfers

Contigo
Ultra-poor (<125 USD PPP) 5.55% 1.14% 1.15% 1.18% 5.92%
Extreme Poor (1.28.5 USD PPP) 2.15% 0.51% 0.57% 0.52% 2.29%
Moderate Poor (24 USD PPP) 1.00% 0.28% 0.31% 0.27% 1.15%
Vulnerable (40 USD PPP) 0.39% 0.16% 0.17% 0.11% 0.32%
Middle Class (380 USD PPP) 006% 0.05% 0.05% 0.03% 0.04%
Upper Class (>50 USD PPP) 0.00% 0.00% 0.01% 0.00% 0.00%
0.31% 0.11% 0.12% 0.09% 0.29%

Sour ce: Aut horsdé estimates based on ENI GH

Note: income definition is USD PPP at 2005 prices.
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Al t hough t he Do mechtraocstens ardk grqgredsive] iotérsatiordhli comparisons
suggest more could be done to help the poor. The Dominican Republic exhibits declining
concentration shares for direct transfers by deciles, indicating that public spending in this category
was progessive in relative terms in 2013 (unlike in Bolivia or Brazil in 2009). Nonetheless, as
observed irrigurelQ, the decline in shares from the poorest to the richest decile is less steep than
in the rest of the caries® This suggests that there would be room for a more pronounced income
redistribution strategy using this fiscal policy tool.

Figure 1Q Concentration shares of direct transfers, by deciles, country comparison
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Source: CE@orking papers (http://www.commitmentoequity.org), Tulane University and World Bank staff
calculations.

The Dominican Republic is less able to reduce inequality through direct transfer programs than
most of these other countries. The incidence of diesddférs as a share of market income for
individuals in the first decile (11 percent) is similar in the Dominican Republic and Peru, although
the Andean country invests only a third of t
smaller in the Domioan Republic than in Argentina (247 percent), Brazil (107.3 percent), Uruguay
(61.9 percent), Bolivia (33.2 percent), or México (31.4 percent). The main explanation is that half of
t he Dominican Republicds spendpoorg on direct t

Overall, the amounts granted under CCTs and other targeted and untargeted programs in the
Dominican Republic are relatively modest. On one hand, this would help limit discouraging job
search. On the other hand, small CCT amounts may be insufficretjate a sharp economic

shock. In a microsimulation exercise, Valderrama et al. (2013) assessdtesglanned increase

in monthly Solidaridagrants from RD$700 to RD$830 (around US$3 more). According to the

21 These crossountry comparis are based on the same estimation methodology (Lustig, 2013); nonetheless, results need to be
interpreted with caution because taxes, rates, and exemptions may differ across countries.
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results, this would have resulted ohecrease of 0.22 percent in moderate poverty and 0.65 percent
in extreme poverty.

Summarizing, cash transfers in the Dominican Republic are generally well targeted and benefit the
poor and vulnerable more than proportionately. Most direct trarjeasrps are built on three
transparent mechanisms or institutions: Sleéidaridadebit card, the SIUBEN census of
beneficiaries, and ADESS as independent administrator for transferringdmedses Prinaeid

Incentivo a la Asistencia Eseolatly progressive programs. On the other hand, 60 percent of
public spending oBono LuandBonogas Hogaes to the nepoor (vulnerable and middle class),

making them barely progressive. Compared to other countries, the impact of direct transfers on
poverty and equity is modest due to the fact that, while coverage has noticeably expanded over the
past eight years, the amount of individual transfers is relatively small, and part of public spending is
directed to the nepoor.

3.2.2. Indirect subsidies

In addtion to targeted direct transfer mechanisms, generalized subsidies remaii fior place
electricity. As previously mentioned, both subsidies have in common a structure of explicit (tariffs
below costs) and implicit (irregular connections, fraughayomenjtcomponents. Given this partly
informal nature, few studies have analyzed the distributional impact of utility subsidies in the
Dominican Republic. In what is probably the most comprehensive of them, Actis (2012) estimated
that 83 percent of electricitybsidies were directed to roor households. Following a similar
approach, an analysis consistent with the CEQ methodology has been prepared (Box 2).

Results confirm that around 81 percent of total spending on electricity in 2013 bengftied non
individuals. As in many countries, indirect subsidies were only progressive in relative terms
(improving the distribution relative to market income), but are regressive in absolute terms (remain
below the 45 degree line kigure 11, left panel). Most spending on indirect subsidies is
concentrated on the vulnerable and middle class. Nonetheless, indirect subsidies represent 4.4
percent of the market income of the yttwar and around 2.5 percent of the market incortie of

extreme poor Higure 11, right panel). So eliminating these subsidies, if feasible, would need
compensatory mechanisms to shield the poor from a deterioration in their purchasing power. This
could be done thrgin weltargeted and formally established mechanisms, 8aitodsuz
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Figure 11 Distribution of indirect subsidies spending (left) and incidence on market income by level (right)
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Note: Socieeconomic income groups are defined in USD PPP at 2005 prices.

Box 2. Electricity subsidy estimation approach

The Dominican Republic has a fixed electricity fee, applied to households that have not been yet pro
meter, and a electricity tariff for metered househdlds. official reference table of the Dominid
Superintendence for Electricity established different tariffs by energy consumption intervals, and it
determine consumption.

The ENIGH 2007 survey distinguishes between these two groups of househadsr, it does not provid
information on the consumption of those declaring to be subject to the variable tariff. For this ang
following method was developed to estimate energy consumption: (i) depart from the official referen
the Dominican Superintendence for Electricity containing consumption intervals and tariffs to be applie
the value of the electricity invoice of the household (data in ENIGH 2007); (iii) apphier miglirithm that
divides the value of the inge paid by the household by the tariff in each of the different consumption ir
(the tariff varies as kwh consumption increases); (iv) make calculations for both the fixed and variable
the Superintendence for Electricity.

Given thatnot all households report paying for electricity, energy consumption was applied to house
have not paid for service. The average consumption of households paying for electricity was appli
individuals, depending on their SIUBEN lifedithons category.

Once consumption estimates were computed for all households, the electricity subsidy was estimn
energy cost per kwh minus the average tariff according to the consumption interval. The assigned enq
RD$8.75 per kwh 2013, or RD$6.16 per kwh in 2007 prices.

Finally, to monetize the subsidy at the household level, the subsidy per kwh was multiplied by
consumption of the household.
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Figurel2 Concentration shares (left) and incidence of indirect subsidies (right) in comparable countries
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calculations.

Indirect subsidies are also regressive in absolute terms in these othef axoepe$or Brazil,
where concentration shares decline toward the richer (fegles 12 left panel)ln Jordan,
Mexicq and Sri Lankathese subsidies helly improving the income of the bottom deciles
significantly more than the rest of the distributiigufe 12, right panel). In the Dominican
Republic, witha similar level of spending to GDiRe incidence on the bottom deciles is more
modest?

3.2.3. In kind -transfers: education and health

While the effect on inequality of taxes, direct transfers, and sutesdiesen small in the
Dominican Republic, public expenditures in education and health seem to have greater
contributions in terms of inequality reduction. This is because both categories of social spending are
progressive in absolute tefims., the per pita amount received declines as income increases. As

a result, the accumulated shares of public expenditure in health or education is higher than their
accumulated percentage of the total populdtignrél3d). In fact, the bottom 40 percent of the
population receives around 52 percent of spending for education and 58 percent for health.

We estimate the incidence of education spending on inequality at its 2013 level and simulate an
alternative scenario to tryassess a counterfactual with spending levels remaining at 2011 levels. By
contrasting the impact of these two different levels of spending on poverty and inequality, we
conclude that the size of social spending matters. In the benchmark scenario|udeshheac

22These crossountry comparisons are based on the same estimativodology (Lustig, 2013); nonetheless, results need to be
interpreted with caution because taxes, rates, and exemptions differ across countries.
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increased education expenditures (to 3.8 percent of GDR)p&fimientinequality was reduced

by 5.6 points. This reduction compares favorably with a scenario where public education
expenditures stay at the 2011 level of 1.9 percent of BD8ini would be reduced by only 4.5

points. Using the same logic, the impact of health spending in reducing inequality is lower because
health spending levels are half those for education, even if health spending is more progressive.

Figure 13. Progressivity of health and education spending: concentration curves and Lorenz
curve for market income

100%
90%
80%
70%
60%
50%
40%
30%
20%
10%

0%

0% 20% 40% 60% 80% 100%
Market Income Education Population Health
Source: Authorsd estimates based on ENI GH

The monetized value ofkind transfers is more significant for the lower inconta. dEducation

spending increases overall market income by 3.3 percent; however, the effect of education is
equivalent to more than 10 percent of income for the extremely and moderately poor. In Sensitivity
Analysis 2, the scenario of lower spending ofatdicit is important to note that benefits
increased by a greater proportion for poor housefi@te (7) The impact on market income is

lower for health spending than for education, and these expenditures do not significantly affect the
middle classnd upper classes.

Progressivity benefits the poorest segments of population, but it could be an indicator of other
social trends in education and health care. Those with higher incomes might be opting out for
private education and, in the case of healthicipate in contributive health insurance schemes. For
example, more than 90 percent of ydbar or extremg@oor children in primary school (ages 7 to

12 years) went to public schools. In contrast, around 33 percent ofclagddthildren went to

public schools (see the discussion in Sahtadin and Senderowitsch (2012), pe0
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Table 7. Distribution of health and education spending by socioeconomic group (% of Market income)

Education 2011 Education 201] Health
Ultra-poor (<1.25 USD PPP) 25.2% 50.9% 28.4%
Extreme Poor (1.28.5 USD PPP 9.9% 19.9% 12.0%
Moderate Poor (26 USD PPP) | 5.5% 11.1% 6.4%
Vulnerable (40 USD PPP) 2.1% 4.2% 2.2%
Middle Class (B0 USD PPP) | 0.5% 0.9% 0.3%
Upper Class (>50 USD PPP) | 00% 0.1% 0.0%
Note: * Sensitivity Analysis 2 | 1.7% 3.3% 1.7%
Source: Authorsod estimates based on ENI GH

Note: income definition is USD PPP at 2005 prices.

Education

Total public education expenditures are progressive in absolute terms, #ued@@&Qganalysis,

but only preschool, primary, and lower secondary levels achieve this standard of progressivity. For
these levels, the bottom 40 percent of the population receives closghtod$waf spending
(Figurel4, left). Upper secondary income is progressive in relative terms and almost proportional to
population, which means that the proportion received in relation to market income decreases with
income. As in other countries, tertiary education leakeprogressive, with more that 20 percent

of public spending going to nrpoor students.

Educational failure and epat reduce participation of the poor in higher levels of education. In
lower levels, like psehool and primary, almost 60 percentotdl expenditures go to poor
households. The share shrinks to 40 percent for secondary levels and less than 20 percent for
tertiary levelsFgure 14, right panel). This may be caused by quality concerns ablkat pu
education, which leads to those who can afford it opting out form the public system and into private
schools. SGnhchdtar t 2 n and Senderowitsch (2012, p. 13)
DR presents faulty public service delivery, vanigimates a private offer that is more of a reactive
upshot to deficiencies in state education tha

For the poor, the benefits of education are high for primary schooling but not at othEirg&yvels
Figurel5 showsthat almosall childrenfrom extreméy poor householdsreenrolled inprimary
education. Thideclinego two-thirds in secondary education, less than a quartersichpag and

only 6 percentin university?> Second,public primarnschool enrollment declines as income
increases; in increasesserondargchooland university. For the lower levels, it could be the result
of opt-out to private schools for quality concerns. Finalhscpo®l enrollment is low in public
schoolsAround three quarters of students go to public sctiboiaever close to 90 percent of

23 According to the Ministry of Education, using a different classification, net enrollment rate$3irw2e424.0 percent for
Inicial, 92.6 percent for Basico, and 54.1 percent for Medio.

24 According to administrative records, this figure is 75 perdgsiod studemd 77 percent dfledio studeims2012201. In our
analysis, 74 percent of studeofBasicand 70 percent dledigo to public schools.
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students of first quintile go to public schools, compared to 34 percent and 42 percent of fifth
quintile students in BasiaudaMedio, respectively.

Figure 14 Distribution of education spending by level (percentages)
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Note: Socieeconomic incme groups are defined in USD PPP at 2005 prices.

Figure 15 Enroliment in public education by level for school aged children (percentages)
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At more than 30 percent, the monetized value of primary education is large compared to market
income for the ultraoor Figurel6 left panel). It is smaller for the extreme @oor moderate

poor but still important. However, it is almost negligible for the vulnerakgearpmiddle, and

upper classes for two reasons: they attend less primary arsg:doweary public education, and

the impact of public spending per capitawsrélative to their income level. Tertiary education has
only a small impact on income, and it is almost proportional or neutral in relation to income.
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Because prechool has low coverage, it has a lower impact than secondary education, even though
both ae progressivé-igurel right panel). In particular, upjgecondary incidence is significant
for the vulnerable ngmoor population, even more important than lower secondary ssuthpog

The middle and ujgp classes make up around 23 percent of the population, and they hardly use the
public education services, with the exception of higher education and upper secondary. However,
education refornmtroduced extended school days. This program not only isseasel hours

but also provides breakfast, lunch, and snacks. Education reform also includes improvements in
education infrastructure, postgraduate programs for teachers, innovative teaching practices, foreign
languages, and technology (OECD, 2015)résubt, publieducation use probably will increase in
nonpoor households, especially among vulnerable and middle class in the near future.

Figure 16 Incidence of education expenditures by level for school aged children (perceges)
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Note: Socieeconomic income groups are defined in USD PPP at 2005 prices.
Figure 17 Incidence of education expenditure by level for school aged children (percentages)
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The Dominican Republic compares favorably wit
on the income of the poorest deciles. For ebeangpuntries with similar levels of education
spending, like Indonesia and Armenia, have smaller income impacts on the poorEgjulecile (

17). In contrast, education expenditures have a higher incidenceoordisé deciles in Uruguay

than in the Dominican Republic. Peru spends less on education, but it has almost the same spending
incidence as the Dominican Republic.

Health

Health expenditures are even more progressive than education, accordingQaréiseltSEDue

to the limited resources devoted to health, however, the redistributive effect is lower. All
components of public health in the analysis are progressive in absolute terms. Subsidized health
insurance covers a large portion of the extrenre gru norcontributive programs (hospital and
outpatient care) reach a big portion of the moderate poor. In contrast, the Essential Medicines
Program (PROMESE), which includes spending to purchase medicines and medical supplies for
public health instituths as well as the distribution of subsidized medicines, is just barely progressive
(Figurel8 left panel).

Figure 18 Distribution of health spending by level (percentages)
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Despite the progressivity, many people in thénlmwne strata are still navered by subsidized
or noncontributive health insurandggure19 showscoverage is low in poor households. The
finding is consistent with information from ENDESA 2013 (CESDEM, 2014), where the poorest

25These crossountry comparisons are based on the same estimation methodology (Lustig, 2013); nonetheless, the results need to be
interpreted with caution because taxes, rates, and exemptidiffeneyoss countries.
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two quintles had coverage of less than 25 percent in the subsidized regime and less than 21 percent
in the norcontributive regne In thelowestquintile, twethirds of the population doesot report
havinghealth insurance. Hence, substantial challenges reteaisiofincreasing heakimsurance

coverage. Despitihe progressalreadymade, further increaseould benefit por households.
Valderrama, etl.g§2012) analyze the impacttloé projected increase 8ENASAcoveragdo 4

million in 2016Usingthe ENFT household survey to simuldteimpact on income, they conclude

that this policy could reduce extreme povertyp@rt@nto 1.18percent

Figure 19 Individuals who live in beneficiary households by health program and se@&conomic ranking
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The incidence of necontributive health is the most important of this category. This is bbeause t
amount of the health insurance granted under theambributive health regime is six times larger
than the subsidized scheme. As designed, the subsidized regime does not bengfibthendon
moderate poor, only the extreme poor and -pitoa (Figure 20. Finally, PROMESE
expenditurds related to cheaper medicines that can be acquired by poor -podmanthe so
calledBoticas Popufaiessmall compared to market income. However, pharmaceutical products are
very important, accounting for 2.6qeet of household budget (CPI basket).
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Figure 20 Incidence of health expenditures by coverage regime
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Note: Socieeconomic income groups are defined in USD PPP at 2005 prices.

In the Dominican Republic, spending policies vary greatly in their impact on tfie betier
understand the effects of the different lines of social spending onFeguig21 adds tothe
previously pres&rd concentration curvdsy presentingoncentration coefficients for edddcal
instrument® Most social programs are progressive in absolute terms, with a coefficieft below

This includes most components of education expenditexxespt for tertigreducation, which is
regressive, as in most countries. All hepthding components are also progressive in absolute
terms. The most progressive cash transfer imdastivo a la Asistencia Estélgrfollowed by
Bonogas Chafedt Comer es PraméBonogas Hogad Bond.uzare practically neutral in terms of
redistribution;incentivo a la Marmaegressive. Both the indirect electricity subsidy and the tax
expenditure are highly regressive in the sense that they contribute to incredisipgsaite

income per capita of the wealthier proportionately more than they benefit the poor. We include also
contributory pensions (analyzed in Sensitivity Analysis 2), whose incidence is almost neutral (very
close to Gini of Market Income), and amalgENVAT tax expenditure, whichdistailed in section

5.1 Alternative VAT scenarios for a Fiscal Impact Pact

26 Concentration coefficients are calculated in the same manner as the Gini; when the concentration coefficient ig@taye the dia
the difference between the triangle of perfect equality and the area under the cunve édeggetnding is progressive in absolute
terms (i.e., the size of the transfer per capita falls with per capita income).
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Figure 21 Concentration coeffigents with respect to market income, by fiscal instrument
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4. Net impact of the fiscal system on income redistribution in the Dominican
Republic

This section builds on the earlier analysis to take a m@eelcensive look at the Dominican
Republicbds fiscal Ssystem. 't assesses the ove
well as such related aspects as vertical and horizontal equity, efficiency, and coverage of public
spending.

4.1. Fiscal p olicy instruments, poverty, and  inequality in the Dominican Republic

Dominican Republic fiscal policy contributes to reducing market income inequality. Using income
per capita as the welfare indicator, fiscal policy in 2013 reduced the market inoo®icsnt

from 0.514 to 0.458a decline of 5 Gini poiritswhen all taxes and transfers examined in the
previous section are taken into account (including CCTs, indirect subsidies, and the monetized value
of education and health). Excluding the monetiakee \of education and health services, the
improvement in inequality is still significant, with the Gini falling from 0.514 to 0.492.

The incidence of extreme poverty declines, whereas moderate poverty would remain slightly higher
after indirect taxes, bounder the national and international definitions. The headcount poverty
rate for the ultr@oor (below $1.25 per day) drops from 5.7 percent to 4.9 percent, whereas the rate
for the moderately poor (below $4 per day) increases to 37.6 feokaf).( This is partly
explained by the ultpoor benefiting more in relative terms from indirect subsidies, and consuming
mainly basic food products that are exempt from VAT. The analysis includes the combined effect of
all taxes and transfers but nekimd services such as education and health. It is also more common

to see the incidence of poverty calculated with disposable income (before ITBIS); in this case, direct
taxes and transfers reduce moderate poverty seigeabout fiercentage point.

The analysis allows us to measure thefipost income on income. In monetary terms, people in

the first decile see their per capita incomes increase from RD$9,456 to RD$10,251 a year (an 8.4
percent increase), stilt feom the average market income per capita of the second decile. Netting

out the impact of indirect taxes would take-fisxstl income to RD$10,45able9). Fiscal policy

reduces incomes for 8 deciles becéasburden of progressive direct and indirect taxes rises with
income, and direct transfers are concentrated in lower deciles. It modestly raises incomes for only
two deciles because of the limited amounts granted under direct transfers.
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Table 8. Dominican Republic: Poverty and inequality indicators at each income concept

Market Net market Disposable Postfiscal Final
income income income income income
-1 -2 -3 -4 -5
(2) =(1)- (3)=(2)+Cash (4)= (3)- 5=4 +In
Direct taxes transfers Indirect taxe kind transfel
Inequality indicators
Gini coefficient 0.514 0.509 0.502 0.42 0.8
Theil index 0.521 0.506 0.495 0.%8 041
90/10 10.41 10.34 9.69 9.28 7.13
Headcount poverty indicators
National extreme poverty line* 13.8% 13.8% 12.5% 13.2%6 o
National moderate poverty line* 41.2% 41.2% 40.1% 42.3% 0
US$1.25 PPP per day 5.7% 5.7% 4.7% 49% o
US$2.50 PPP per day 19.5% 19.5% 18.2% 19% o
US$4.0 PPP per day 37.0% 37.0% 35.9% 37686 ©

Sour ce: Aut horsodo estimates based in ENIGH 2007.

* Official poverty estimates based in ONE and MEPyD (2012). The lower bound poverty line was set at RD$1,397
2005/06 using March 2006 prices for urban areas and RD$1,458 for urbBineaugp®r bound poverty line was s&2$2,883
per month in 2005/06 using March 2006 prices for rural areas and RD$3,238 for urban assmmoBucidncome groups &
defined in USD PPP at 2005 prices.

Table 9. Average per cpita income in each market income decile, in Dominican pesos a year

pecte  Marketincome LTS e icome.
&) ®) (4)
Poorest 9,456 9,456 10,454 10251
2 17,977 17,972 18,924 18361
3 25,507 25,503 26,339 25429
4 32,515 32,512 33,282 32066
5 40,341 40,334 41,033 39387
6 49,635 49,628 50,251 47,934
7 62,468 62,447 63,047 60021
8 80,991 80,941 81,466 77,422
9 117,220 116,510 116,953 109930
Richest 296,428 287,676 287,939 263,070

Source: A ueb Ibased im ENI@Hs200i7.m a
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4.2. Is fiscal policy more or less redistributive and pro -poor than in other countries?

Compared to other countries, the Dominican Republic achieves a modest poverty reduction,
although it performs better once education and lesakhare included. One of the advantages of
applying the CEQ methodology is that it allows for international comparison (Lustig and Higgins,
2013). This helps to understand how the Dominican Republic compares to othénaoidele
countries in fiscal restiiibution. Direct taxes, cash transfers, indirect taxes, and health and education
spending all contribute to inequality reduction, a desirable result. Relative to its peers, when looking
at disposable income, fiscal policy in the Dominican Republis attamodest reduction in
inequalitii a drop of 0.012 in the Gini. The results are similar to those in Bolivia, Peru, and Sri
Lanka and only higher than Guatemala and Indofégiae22. Once irkind education and

health spending are monetized, the Dominican Republic compares much more favorably in terms of
inequality reduction (0.056) because public spending is much larger than the budgeted for direct
transfers, and the poor are more likely to use these pultiesséBvazil, Costa Rica, and South
Africa, the countries with the most redistributive fiscal policies, achieve their inequality reductions
through significantly higher levels social spending than the Dominican Republic. In addition, South
Africa has the ost equitable fiscal policy in the sarfiple.

Figure 22 Change in inequality: Disposable and final income versus market income (in Gini points)
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Source: CEQ working papers (http://www.commitmentoequity.org), Tulane Universityoddd
Bank staff calculatians

27These crossountry comparisons are based on the same estimation methodology (Lustig, 2013); nonetheless, results need to be
interpreted with caution because taxes, rates, and exemptions may differ across countries.
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Poverty incidence, using the standard of $2.50 per day, does not significantly change when
considering posiscal income in the Dominican Republiable10). In other countries, em in

countries where the incidence of direct taxes and cash transfers on poverty reduction is slightly
below average, indirect taxes have a lower incidence on the income of the poor. For example, in
Brazil or Bolivia is significantly reduce poverty mogdéhrough cash transfers; however, when
looking at postiscal income (after indirect taxes), extreme poverty incidence has increased in those
countries.

Table 1Q Poverty headcount rate for the US$2.50 PPP a day for each incawmecept

Net variation ~ Net variation

s Mdamat Oponle Fostul postiscato (dsposablet
1) (2 3) (4)
2= 1-Direct 3=2 +Cash 4=3Indirect a1 —31
Taxes Transfers Taxes

Armenia (211) 31.3% 32.0% 28.9% 34.9% 3.6% -2.4%
Bolivia (2009) 19.6% 19.6% 17.6% 20.2% 0.6% -2.0%
Brazil (2009) 15.1% 15.7% 11.2% 16.3% 1.2% -3.9%
Costa Rica (2010) 5.4% 5.7% 3.9% 4.2% -1.2% -1.5%
Dominican Republic (2013) 19.5% 19.5% 18.2% 19.%% 0.0% -1.3%
El Salvador (2011) 14.7% 15.1% 12.9% 14.4% -0.2% -1.8%
Ethiopia (2011) 81.7% 82.7% 82.4% 84.2% 2.6% 0.7%
Guatemala ( 2010) 35.9% 36.2% 34.6% 36.5% 0.6% -1.3%
Indonesia (2012) 56.4% 56.4% 55.9% 54.8% -1.6% -0.5%
Jordan (2010) 4.2% 4.2% 2.4% 1.8% -2.4% -1.8%
Mexico (2010) 12.6% 12.6% 10.7% 10.7% -1.9% -1.9%
Peru (2009) 15.2% 15.2% 14.0% 14.5% -0.7% -1.1%
South Africa (2010) 46.2% 46.4% 33.4% 39.0% -1.2% -12.8%

Notes: Year of the survey in parenthesis. Bolivia and Indonesia include indirect ta:
Source: CEQ working papers (http://www.commitmentoequity.org), Tulane Univers
World Bank staff calculations.

Fiscal policy reduces poverty in the Dominican Republic. Overall, when lookingfistapost
income in the Dominican Republic, we olesar decline in the share of population living on less

than US$1.25 a day, while the percentages of extremely poor, moderately poor, and vulnerable
increase. At the same time, we see a reduction in the size of the middle and uppeguiasses (

23). Nonetheless, it is worth noting that poverty incidence figures do not give a sense of the total
impact on the poor. When using the-aopnymous measure of fiscal impoverishment, 27 percent

of the posffiscal poor werenpoverished using the US$1.25 line (poor made poorer apdanon

made poor). However, these results do not consider the effects the monetized v&ing of in
education and health services would have on household income (final income).
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It is also impdant to understand the extent to which fiscal policy boosts the income of the poor. In
the Dominican Republic, households in the poorest decile receive transfers and indirect subsidies
that are worth 9.2 percent of their market income, which is rellmivetpmpared to most
countriesKigure24, left panel). This may be due to two causes: the lowest decile in terms of market
income per capita is not as poor in the Dominican Republic as in other countriesyadoty, e

amounts granted under CCT programs are smaller than in Brazil, South Africa, or Uruguay.
Including monetized value of public spending in health and education, households in the poorest
decile see an increase of 68 percent relative to mankeg,iabout half the average for the selected
group of countries, excluding South Affiegure24, right panel).

Figure 23 Percentage of population by socioeconomic class in the Dominicd&epublic
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Source: Authorsd estimates based in ENIGH 2007,
Note: Socieeconomic income groups are defined in USD PPP at 2005 prices.
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Figure 24. Post fiscal (left) and final income (right) as a sharef market income
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Dominican Republic than for similar countries reflects an overall lower income per capita
redistribution across deciles. Once the monetized valddraf 8pending oaducation and health
are included, only the top 30 percent are net contributors in fiscal terms in the Dominican Republic.
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4. 3 Income redistribution: vertical and horizontal equity, effectiveness indicators.

A fiscal system can generate horizontqlityeby generating different impacts on the disposable

i ncome of similar househol ds (Duclos and Ar a
individuals, A and B, with similar consumption patterns. The market income is just 100 Dominican
pesos highdor B than that of A. Both households should be entitled to conditional cash transfers,

but B does not receive these benefits due to limitations in coverage of the social programs. As a
result, disposable income after intervemtiirbe lower for B thafor A. In this hypothetical case,

the fiscal system would be generating horizontal inequality.

Table 11 Taxes, transfers and subsidies: Overall redistributive effect* (Decline in Gini Points; shown as
positive)

South Africa Bolivia Brazil DR Indonesia
(2010) (2009) (2009) (2013) (2012)

Gini (Market income’ 0.771 0.503 0.579 0.514 0.418
Gini (Postfiscal income) 0.695 0.503 0.546 0.H2 0.416
Redistributive Effe&t 0.077 0.000 0.033 0.023 0.002
Vertical Equity (VI 0.083 0.003 0.048 0.@®5 0.007
Reranking Effect (RR) 0.006 0.003 0.014 0.001 0.005
RR/VE 0.075 1.000 0.300 0026 0.706

Source: Lustig(2013).
Notes: 1. Redistributive Effect calculated as the difference between market income-fesudl pestme Gini. 2.
ReynoldsSmolensky Index. 3. AtkinsBiotnick Index.

Fiscal policyds overall redistributive effect
and indirect taxes as well as direct transfers and subsidies. This efieatecamposed into

vertical equity and-ranking effects. The latter postulates that thésped policy income ranking

of individuals should be preserved. If not, there is a loss of horizontal equity. Results for five
middleincome countries are presshinTablell An extreme case of horizontal inequity induced

by fiscal policy is Bolivia, where thearking of individuals completely wipes out the reduction in
vertical inequity. In the Dominican Republie fiscal system achieves intermediate levels of
inequality reduction through direct and indirect taxes and transfers and subsidies, and it generates
very | ittle hor i zon+aaking ds a proparéoh of veytical ineduality s byu nt r
far the lowest among the five countriegure 25 shows, disposable and plistal income

incidence curves in the Dominican Republic hardly vary whenahkimg effect is considered. It

is worth noting that aeges of geographical disparities in income distribution in the Dominican
Republic are observed, while they remain beyond the scope of this analysis.

Effectiveness indicators (Beckerman 1979; Immervol 2009) suggest the Dominican Republic has
space to immve the effectiveness of direct transfers and focus them on the extreme poor.
According torablel2, the share of direct transfers that contribute to eliminating extreme poverty is
lowit 8 percent for US$1.25 PPP, @9cent for US$2.50 PPP, and 20.7 percent for extreme

28Based on Higgins and Pereira (2014), Jellema et al. (2014), Paz Aré2@d4gt michauste et @015). Indonesia is the only
country in which the analysis fabwed a consumptidmased definition of income. Market income includes contributory pensions
in all cases except for the Dominican Republic.
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national povert§.The effectiveness for moderate poverty is better because vertical efficiency and
poverty reduction efficiency increase with the level of the poverty line. Although direct teansfers a
not very good at reducing extreme poverty, the spillover index shows there are few impacts on the
nonpoor. In moderate poverty, only 2 percent of direct transfers received by poor raise their
incomes above the povelitye threshold. In contrast, diré@nsfers reduce a bigger share of the
poverty gap in extreme poverty (19.2 percent for US$1.25 PPP, 10.9 percent for US$2.50 PPP, and
13.5 percent for extreme national poverty) than in moderate poverty (less than 6 percent).

Figure 25 Fiscal incidence curves and fiscal mobility profiles by deciles
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Table 12 Beckerman and Immervoll et al. effectiveness indicators

$1.25 PPF $2.50 PPP $4.00 PPP National Extreme National Moderate

per day per day per day PL PL
Vertical Expenditure 0.088 0.289 0.503 0.207 0.549
Efficiency
Poverty Reduction 0.059 0.243 0.469 0.162 0.515
Efficiency
Spillover Index 0.128 0.049 0.026 0.063 0.020
Poverty Gap Efficiency 0.192 0.109 0.062 0.135 0.056

Source: Authorsd estimates based in ENIGH 2007,
Note: Socieeconomic income groups are defined in USD PPP at 2005 prices.

29The extreme poverty line under the official poverty measurement methodology (ONE and MEPyD, 2012) BRJS#207P
urban households and US$2.00 PPP a day for rural ones.
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4.4 Resource needs to fill in coverage gaps

The relatively high efficiency of Dominican public education and health expenditures in reducing
inequality has to do with their high levels of progressiveness in terms of coverage. The Dominican
Republic has a subsidized health regime targeted to thi¢ isoestimated that 90 percent of the

extreme poor and 83 percent of the moderately poor benefit from public health services. Compared
with other countries, the Dominican middle and upper classes participate less in subsidized health
care because thegually benefit from the contributory health regime or private health insurance. As

a result, the percentage of beneficiaries declines markedly by socioeconomic strata as daily market
income increaseBigure26 Idt panel). This is a distinguishing feature of the Dominican Republic
when compared with the other surveyed countries.

Turning to education expenditures, markedly declining percentages of beneficiaries by
socioeconomic strata are more common as dailgtnres@me increasdsiqure26, right panel).

Yet, only about 65 percent of the extreme poor in the Dominican Republic benefit from public
education spendifiga low figure compared to other middieome countrieof which results are
available. This may be due to the perceived low quality of public education, which compels
household heads (even in poor families) to send their children to private schoolsM&dhthez

and Senderowitsch, 2012). It is worth notiag this optingput behavior may have declined with

the significant increases of education expenditures after 2012. This would, of course, not be
reflected in the ENIGH 2007 survey used in this analysis.

Figure 26. Percentage ofndividuals benefiting from health(left) and public education (right) services, by daily

income
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Source: CEQ working papers (http://www.commitmentoequity.org), Tulane University and World Bank staff
calculations.
Note: income definition is USD PPP at®pfices.
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Table 13 Estimated resource needs to close existing social gaps in the Dominican Republic

Spending orRevenues in millions of

Income
Gap

Poverty

Education
Coverage Gap

Health Coverage
Gap

Human Capital
Gap

Overall Poverty
Gap

LCU

$2.5 PPP
per day

$4 PPP
per day

$2.5 PPP
per day

$4 PPP
per day

$2.5 PPP
per day

$4 PPP
per day

$2.5 PPP
per day

$4 PPP
per day

$2.5 PPP
per day

$4 PPP
per day

Sour ce:

Gap in millions
of LCU 2013

18,325

65,941

7,757

14,608

6,864

13,778

14,621

28,386

32,946

94,327

Total Spending Primary

Spending

515,562 391,884
3.6% 4.7%
12.8% 16.8%
1.5% 2.0%
2.8% 3.7%
1.3% 1.8%
2.7% 3.5%
2.8% 3.7%
5.5% 7.2%
6.4% 8.4%
18.3% 24.1%

estimates

Aut hor so
Note: income definition is USD PPP at 2005 prices

Required increase to close gap

Gov. Revenue

370,573

4.9%

17.8%

2.1%

3.9%

1.9%

3.7%

3.9%

7.2

8.9%

25.5%

based

2013 GDP

2,558,585

0.7%

2.6%

0.3%

0.6%

0.3%

0.5%

0.6%

1.1%

1.3%

3.7%

n ENI

GH 2007,
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Using calculations from applying the CEQ methodology, it is possible to quantify the resources that
would be needed to lift all Dominicans out of poverty and cover education and health coverage
gaps. Closing the extreme poverty gap (below US$2.50 PRiRgardzsy) would require from an
additional RD$18.3 billion in cash transfers, the equivalent to 4.9 percent of government revenue
and 0.7 percent of GDP in 20T2lple13). This would mean doubling the currevgllef spending

on direct transfers. Closing the huoapital gap, defined by public education and health coverage
needs for the moderately poor (US$4 PPP a day), would require RD$28.4 billion, or 1.1 percent of
2013 GDP. To fill in the overall poverty §aS$4 PPP a day), additional resources equivalent to a
qguarter of total government revenue would be needed, other policies (e.g. taxation) equal. These
results are in Dominican Pesos of 2013, and take into account population growth since 2007. One
caveatthis exercise assumes that the Government has the capacity to manage and efficiently allocate
the higher funding, which may not be always the case because of administrative bottlenecks
encountered when scating public spending.

5. Options to enhance the  equity outcomes of fiscal policy in the Dominican
Republic

5.1. Alternative VAT scenarios for a Fiscal Impact Pact

Dependence on indirect taxes remains a challenge for the Dominican Republic. As previously mentioned, tax
expenditures derived from ITBIS exéoms amount to around 3 percent of GDP in the Dominican
Republic (DGII, 2015). The estimationd-igure27 suggest that the bulk of total tax expenditures (88
percent) benefits ngroor households. The share af expenditures hold by the poor (US$4 a day PPP
definition) would be largest in the case of exemptions relating to food (around 20 percent) and household
furnishings (16 percent).

Taking as a starting point the analysis of the World Bank (2006), ate edtimative ITBIS reform

scenarios, with thurpose oexploringthe likely effects on revenue collection, poverty, and inequality that
would follow total or partial elimination of ITBIS exemptions. As a caveat, it is important to note that this is
based on a static incidence analysis, and simulations do not consider potential changes in the behavior of
taxpayers due to the changes in ITBIS. The four scenarios simulated are: (i) total elimination of ITBIS
exemptions; (ii) elimination of all exemptiersept for health, education, and electricity; (iii) partial
elimination of exemptions, preserving those on the basic basket of goods and services; (iv) finally, partial
elimination of exemptions except for electricity, health, education, and ba$ia goodsnation of ii and

ii.

In the first scenario, we simulate the elimination of all exemptions; i.e., all exempted goods and
those with reduced rate would pay a rate of 18 percent. This exercise also takes into account ITBIS
tax evasion, drawing fronfammation by the General Directorate of Internal Taxation for 2010 by
different product lines (Box 1). So we assume that tax payments on ITBIS goods that had been
exempted will have an average evasion rate about 29.7 percent in 2010, equal to wizded/as esti

by DGII (2015).
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The second scenario retains exemptions for some products. The World Bank (2006) warns that
some goods and services are hard to tax for political and efficiency reasons, like educational, health,
and electricity supply services. Huemid simulation is also ambitious in broadening the tax base by
eliminating all exemptions except for those relating to these sectors.

Figure 27. Beneficiaries of VAT tax expenditure for different product categories
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Note: Socieeconomic income groups are defined in USD PPP at 2005 prices.

In the third scenario, only exemptions on the basic basket products will remain. In cooperation with
publicsector institutions aniditernational agencies, ONE drafted a report identifying the basic
basket of goods (ONE 2012), and we use it to select the goods that remain exempt goods in this
scenarid® The final scenario for dealing with ITBIS combines the previous two. We estimate a
more conservative scenario that maintains exemptions on politically sensible goods and the basic
basket of consumptidh.

The simulations show that ITBIS changes would not have a significant impact on the Gini
coefficient. Elimination of all exemptionghgly increases inequality. However, the second scenario

30See annex 5 in ONE (2012).
31The World Bank (2006) considered a fourth scenario with reduced rates for basic food. However, we do not consiider this scenar
because Dominican Republisbeen phasing out reduced rates.
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