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ABSTRACT

Advanced economies have a significantly longer history of using fiscal policy to tackle inequality and
promote inclusive growth than those in developing Asia. Therefore, as developing Asia explores the
more active use of fiscal policy for inclusive purposes, it can learn from the experiences of advanced
countries. Those experiences clearly suggest that fiscal policy can have a significant effect on
inequality which provides some cause for optimism about its equity-promoting potential.
Nevertheless, that optimism should be tempered by the different circumstances of advanced versus
developing economies along with the need for developing Asia to maintain fiscal sustainability and
economic growth.

Keywords: fiscal policy, inequality, inclusive growth, advanced countries, developing Asia

JEL Classification: D31, H20, H50



l. INTRODUCTION

Advanced economies have a much longer history of using fiscal policy to promote inclusive growth
than those in developing Asia. Addressing inequality has traditionally been one of the key strategic
objectives of fiscal policy in the advanced economies which tend to use progressive taxation to
redistribute resources from the rich to the poor via transfers and subsidies. Organisation for Economic
Co-operation and Development (OECD) governments have actively and explicitly sought to
redistribute income to achieve a more equitable income distribution. In contrast, Asian governments
used fiscal policy to lay the foundation for macroeconomic stability and hence, economic growth by
avoiding government budget deficits. Another contribution of fiscal policy to growth in Asia has been
large investments in growth-conducive infrastructure and education that have contributed to the
stock of physical and human capital.

To some extent, the fundamental difference in the perception of the growth-equity trade-off
between the two groups reflects a vast gap in income and development levels. As countries grow richer,
they generally accord a higher priority to the quality of growth, critically including income equality as
opposed to narrowly defined economic growth, i.e., the citizens of high-income countries typically have a
stronger preference for redistributing income to achieve a more equitable income distribution than the
citizens of low-income countries. These differences in preference are consistent with the diminishing
marginal utility of income. Social preferences for redistribution are evident in the relative size of the
government in rich versus poor countries. The higher tax burdens and bigger government size of rich
countries is mainly the result of the larger redistributive role of the government.

Notwithstanding the larger size of the government and the higher priority accorded to income
redistribution in advanced economies, at least some of their experience with using fiscal policy for
equity-promoting purposes is relevant for developing Asia. Above all, their experience can help inform
and guide Asian policymakers as to whether fiscal policy can reduce inequality and thus promote
inclusive growth. Furthermore, that experience will have implications about the relative effectiveness
of public spending versus taxation, along with the relative effectiveness of different types of public
spending—e.g., education versus transfers—and different types of taxes and fiscal revenue sources—
e.g., personal income tax versus value-added tax. Therefore, while we must be careful to take into
account the large differences between the two groups, the experience of the advanced economies can
still inform and guide Asian policymakers.

Those lessons are all the more valuable at this point because the governments of developing Asia
are beginning to recognize the potential of fiscal policy as a powerful tool for fostering more inclusive
growth. That recognition is part of a broader, region-wide trend of visibly greater engagement of public
policy for equity purposes. The Harmonious Society Initiative in the People’s Republic of China (PRC)
and designating inclusive growth as a national strategic objective by the Indian government are just two
examples of the trend. Heightened government activism for equity, in turn, is triggered by rising inequality
in the region. The Asian Development Bank (ADB) (2012) reports that the Gini coefficient rose—i.e,,
inequality grew—from 1990 to 2010 in economies that collectively accounted for over 80% of the
region’s population. Therefore, now is an opportune time for Asia to take stock of the inclusive fiscal
policy experience of the advanced economies and to glean the appropriate lessons.

Section Il of this paper briefly compares the fiscal policies of OECD members with those of
developing Asia. Section Il reviews the different types of welfare models in OECD members while
Section IV takes an in-depth look at fiscal policy for inclusive growth in the OECD. The section
examines various fiscal policy measures—transfers, subsidies, and taxes—and their redistributive
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effects. The same measures can also have regressive effects, an issue explored in Section V that also
takes a look at poverty reduction effects and the growth-poverty trade-off. Section VI brings the paper
to a close with some observations.

. BRIEF COMPARISON OF GOVERNMENT SIZES

It is a well-known, stylized fact that the relative size of the government as measured by standard
indicators, such as the ratio of gross domestic product (GDP) to total tax revenue or total public
expenditure, tends to increase as per capita income rises. The pattern is well established both over time
and across economies. That is, the government tends to expand as an economy grows richer, and richer
economies have bigger governments than poorer ones do. There are a number of possible explanations
for this. For one, the size of the informal sector that does not pay taxes and remains outside the purview
of the government is generally larger in developing economies, while the tax administrations and hence,
the capacity to collect tax revenues are stronger and more effective in advanced economies.
Furthermore, the demand for some public services may grow as income levels rise. For example, cash
transfers to the poor could increase as a result of rising public concerns over inequality.

This suggests that the size of government will be larger in advanced economies than in
developing Asia in light of the huge income gap between the two groups. Their larger size gives the
governments of the advanced economies more resources to invest in public programs that promote
equity like education, healthcare, social protection, transfers, and subsidies. At the same time, the
larger size partly reflects a stronger public demand for equity. Figure T shows the total tax revenue to
GDP ratio in the OECD and developing Asia from 1990 to 1999 and from 2000 to 2010. As might be
expected, there is a huge gap in the relative size of the governments in the two groups. More
specifically, governments were almost three times larger in the OECD than in developing Asia during
both decades, and there was little change in government size in either group over time.

Figure 1: Development of Tax Revenues to Gross Domestic Product
Ratio, Developing Asia and the Organisation for Economic
Co-operation and Development
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GDP = gross domestic product, OECD = Organisation for Economic Co-operation and Development.
Notes: Data are based on simple averages. Developing Asia comprises the People’s Republic of China,
India, Indonesia, the Republic of Korea, Malaysia, Pakistan, the Philippines, Singapore, Sri Lanka, and
Thailand. Following Acosta-Ormaechea and Yoo (2012), data for the OECD refer to general government
owing to significant decentralization in these countries. Data for other countries mainly refer to central
government.

Sources: Acosta-Ormaechea and Yoo 2012; OECD 2013; and World Bank, World Development
Indicators online database. http://data.worldbank.org/data-catalog/world-development-indicators
(accessed 31 January 2014).
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Figure 2 shows the total tax revenue to GDP ratio in 2011 for selected major economies in the
OECD and developing Asia. The relative size of the government is more or less similar for the four
Asian economies. The only noticeable feature is that the ratio is visibly higher for the Republic of Korea
than for the PRC, India, and Indonesia. This is consistent with the positive relationship between per
capita GDP and government size since the Republic of Korea is much richer in per capita terms than
the other three. On the other hand, there are marked differences in government size among OECD
members. In line with the conventional wisdom of large welfare states in Western Europe, France and
Germany have significantly larger governments than the United States (US) and Japan where the role
of the state in the economy is more limited.

Figure 2: Tax Revenues to Gross Domestic Product Ratio for Selected
Countries and Country Groups, 2011

Developing Asia
PRC

India

Indonesia
Republic of Korea
OECD

United States
Japan

Germany

France

%
OECD = Organisation for Economic Co-operation and Development.
Notes: Developing Asia comprises the People’s Republic of China (PRC), India, Indonesia, the Republic
of Korea, Malaysia, Nepal, Pakistan, the Philippines, Singapore, Sri Lanka, and Thailand. Data for the PRC
and Japan refer to 2010.
Sources: IMF 2013b, OECD 2013, World Bank 2014.

An alternative measure of relative government size is the ratio of total public expenditure to
GDP. One would expect a strong positive correlation between the tax revenue to GDP ratio and the
public expenditure to GDP ratio. Figure 3 shows the public expenditure to GDP ratio in the OECD and
developing Asia from 1990 to 2000 and from 2000 to 2010. As expected, there is a huge gap in the
ratio between the two groups; more specifically, the ratio is about twice as large in the OECD. For both
groups, the ratio is more or less the same during the 2 decades. The expenditure ratio is substantially
larger than the tax ratio for both indicating sizable non-tax revenues as well as government borrowing.
Figure 4 shows the total public expenditure to GDP ratio in 2011 for selected major economies in the
OECD and developing Asia. The pattern across countries is similar to that of the tax revenue to GDP
ratio with OECD members, in particular in Western Europe, having larger governments than those in
developing Asia. Overall, the evidence resoundingly confirms the conventional wisdom that the state is
larger in OECD members than in developing Asia.
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Figure 3: Development of Government Expenditures to Gross Domestic
Product, Developing Asia and the Organisation for Economic
Co-operation and Development
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GDP = gross domestic product. OECD = Organisation for Economic Co-operation and Development.
Notes: Data are based on simple averages. Developing Asia comprises the People’s Republic of China,
India, Indonesia, the Republic of Korea, Malaysia, Pakistan, the Philippines, Singapore, Sri Lanka, and
Thailand.

Source: IMF 2013b.

Figure 4: Expenditures to Gross Domestic Product Ratio for Selected
Countries and Country Groups, 2012
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Note: Data refers to general government.
Source: IMF 2013b.
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1. SOCIAL WELFARE MODELS

Different groups of OECD members implement different mixes of policies to address income
inequality and poverty reduction.' Even within the same group, there are significant differences in
terms of the relative importance of various fiscal policies. In order to examine and compare the fiscal
policy regimes of OECD members, we referred to the classification of four social welfare model
systems proposed by Sapir (2006) and Joumard, Pisu, and Bloch (2012) that incorporates the latest
changes in the social welfare policies. The social welfare models are the Nordic, Anglo-Saxon,
Continental European, and Mediterranean and Low Income. Each model is briefly described below.

The Nordic Model (Belgium, Denmark, Finland, Netherlands, and Sweden®) provides the
highest levels of social protection expenditures and universal welfare cash transfers. To redistribute
income, these countries adopt a high level of spending on in-kind transfers and a mix of taxes. This
model features extensive fiscal interventions in labor markets while allowing strong labor unions.
Promoting employment is a key policy objective. The countries that belong to this model combine
economic dynamism with comprehensive social protection and are thus widely viewed as benchmarks
to emulate.

The Anglo-Saxon Model includes Australia, Ireland, Japan, New Zealand, the United Kingdom
(UK), and the US. According to Sapir (2006), the countries in this group provide relatively large levels of
social assistance. Cash transfers are primarily targeted to people of working age. Measures such as
employment benefit schemes that allow access to regular employment are one essential, while weak
unions, wide and increasing wage gaps, and a high incidence of low-paid employment are the main
characteristics of this model. According to Joumard, Pisu, and Bloch (2012), Anglo-Saxon model
countries make relatively less use of cash transfers and taxes to cope with income inequality. Transfers in
Australia and New Zealand are targeted to low-income groups, while Japan and the US are characterized
by limited progressivity in their cash transfers which are mostly spent on old-age pensions.

The Continental European Model* of Austria, France, Germany, and Luxembourg depends
heavily on insurance-based, non-employment benefits, and old-age pension contributions. Labor
unions still remain strong, and regulations are further extended to the collective bargaining system to
include non-union workers (Sapir 2006). Joumard, Pisu, and Bloch (2012) report that these countries
use large cash transfers targeted primarily at old-age pensions and a tax mix that does not prioritize the
promotion of redistribution across individuals. A small role for personal income tax is thus one of the
key elements of this model.

The Mediterranean® and Low-Income Model® includes Greece, Italy, Portugal, and Spain. The
model revolves around social spending on old-age pensions and permits a high segmentation of

According to Joumard, Pisu, and Bloch (2012) welfare systems have three main objectives: (i) redistribution of income
over the lifecycle; (ii) providing income maintenance or insurance to cope with adverse risks; and (iii) avoiding poverty or
a too-wide dispersion in living standards. These benefits can be either universal or means tested.

Joumard, Pisu, and Bloch (2012) added Belgium into this group.

3 Sapir (2006) included Ireland and the United Kingdom; and Joumard, Pisu, and Bloch (2012) added Australia, Japan,
New Zealand, and the United States.

Sapir (2006) included Belgium in this group but we grouped Belgium into the Nordic model referring to Joumard, Pisu,
and Bloch (2012).

Berthold and Brunner (2008) grouped the countries as Nordic = Denmark, Finland, Norway and Sweden; Anglo-Saxon =
Great Britain and Ireland; Continental = Austria, Belgium, the Netherlands, Luxembourg, France, Germany, Switzerland;
and South = Italy and Spain.

We incorporate the two models suggested by Sapir (2006) and Joumard, Pisu, and Bloch (2012).
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entitlements and status. Their social welfare systems feature a high level of employment protection
and early retirement provisions. Their wage structure is sheltered by strong collective bargaining (Sapir
2006). Joumard, Pisu, and Bloch (2012) proposed a new model consisting of lower-income OECD
members, such as Chile and Turkey, where the welfare system is less developed. The levels of transfers
and taxes in those countries rely heavily on consumption taxes for their fiscal revenues and are far
below the OECD average.

V. A REVIEW OF THE LITERATURE

This part takes a closer look at fiscal policy measures for inclusive growth and their effects in OECD
members.

A. Overview of Inclusive, Equity-Promoting Fiscal Policy Measures

Rising income inequality has become one of the central issues of public debate in recent times. A large
body of literature has emerged to discuss the economic and social consequences of growing inequality
along with policy options to tackle the problem. While much of the discussion has centered around the
determinants of rising inequality—globalization, labor market reforms, and technological progress that
favor highly skilled workers—the focus of the literature is shifting to the issue of “what can be done” to
mitigate inequality (Bastagli, Coady and Gupta 2012, OECD 2008, Kierzenkowski and Koske 2012, and
OECD 2011). In this section, we review a number of relevant studies on advanced country policy
experiments designed to promote inclusive growth and reduce inequality.

The single most salient finding that emerges from the existing literature is that fiscal policy—
taxes and transfers—can have a large, significant impact on improving inequality and reducing poverty.
This is especially true for economies with high initial levels of pre-tax and transfer inequality (Bastagli,
Coady and Gupta 2012); however, it remains unclear whether the overriding objective of fiscal policy in
OECD members is income redistribution (OECD 2012a). In terms of the trade-off or complementary
relationship between growth and equity, different types of fiscal policy options had different effects on
economic growth. While the balance of the evidence finds a strong effect of fiscal policy on income
redistribution, some studies find that redistributive taxes and transfers can produce economic
inefficiencies, such as tax avoidance or evasion, rent-seeking behaviors, and disincentives to work.

B. Redistributive Effects of Fiscal Policies

Bastagli, Coady, and Gupta (2012) suggest that in the 25 OECD members studied, there was on
average a 15% decrease in the Gini index of inequality from 1985 to 2005 as a result of direct income
taxes and transfers. Seven economies (Belgium, Denmark, Germany, Italy, Luxembourg, Poland, and
the Slovak Republic) saw their Gini index results reduced by over 20%, while five (the Republic of
Korea, Iceland, Ireland, Switzerland, and the US) achieved approximately 10% decreases through the
successful implementation of fiscal measures. A similar result was presented in the study by Joumard,
Pisu, and Bloch (2012) in which they found that taxes and transfers have helped to reduce the
disposable income gap in OECD members, although the redistributive impact of each policy differs
across members depending on the magnitude and direction of their policy instruments.
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1. Public Cash Transfers and Benefits

Regarding effective policy options, most studies took into account possible variations across countries
due to differing economic and social circumstances, including political economy factors. All other
things equal, the redistribution impact of public cash transfers was double the tax effect in most OECD
members, except for the US” where taxes are more redistributive than transfers (Bastagli, Coady, and
Gupta 2012, Denk et al. 2013, and Krueger 2012). The major tool for public expenditures for
redistribution purposes is non-means-tested transfers,? especially in the Nordic economies and in
Austria, Belgium, Poland, and Hungary.

According to studies on the OECD? (OECD 2012a, OECD 2012b, OECD 2012¢, and Joumard,
Pisu, and Bloch 2012), despite smaller tax bases and welfare systems, countries like Australia have
achieved a level of redistribution that is comparable to countries with much higher taxes and transfers
like Germany, by focusing more on income taxes and means-tested cash transfers. Furthermore, these
studies show an even greater impact of cash transfers than that of Bastagli, Coady, and Gupta (2012).
They reported that the effect of cash transfers was three times greater than the effect of tax
incidence' in reducing the level of dispersion between market income and disposable income (OECD
2012a and Joumard, Pisu, and Bloch 2012). Earlier studies by Wolff and Zacharias (2007) on the
effects of US government expenditures and taxation on household incomes from 1989 to 2000
reached a similar conclusion—compared with taxes, expenditures yielded greater inequality-reducing
results. Among transfers, the progressivity of housing benefits was substantial, but its redistributive
impact was inadequate due to limited magnitude (OECD 2012a, OECD 2012b, and OECD 2012c¢).

Redistributive effects of transfers across countries. In comparing OECD members, the
correlation between the degree of market income inequality and the redistributive impact of transfers
is not obvious. In the Czech Republic, Denmark, Finland, and Sweden where the dispersion of market
income is close to the OECD average, transfers have the greatest redistributive impact. The smallest
redistributive impact of cash transfers was in the Republic of Korea and Chile, followed by Iceland, the
US, and Portugal. Furthermore, countries with a similar dispersion in household market incomes such
as Canada and Finland showed quite divergent effects of cash transfers, as Finland achieved twice the
impact level as Canada (Joumard, Pisu, and Bloch 2012). According to Bastagli, Coady, and Gupta
(2012), the US had the highest level of disposable income inequality among high-income economies in
2000, while central and northern European countries had the lowest income gaps.

Mixed effects of benefits. Cournéde, Goujard, and Pina (2013) found that government
spending on pensions helps to redistribute income. Claus, Martinez-Vazquez, and Vulovic (2012) also
reported that public pension systems are on average progressive, although the extent of the
progressivity varied across OECD members. According to these two studies, in most of the OECD,
except for Ireland, Netherlands, and the UK and to a lesser extent Denmark, public pensions were
superior in terms of income inequality reduction than other fiscal instruments. On the other hand,
reducing replacement rates—the ratio of pension benefits to pre-retirement income—can be
regressive. Declines in unemployment benefits also led to more inequality, even in insurance-based

OECD (2012a) reported that the US nearly achieved a similar redistribution effect through taxes as other countries
achieved with cash transfers.

They include public pensions and universal child benefits.

° OECD (2012a) and Joumard, Pisu, and Bloch (2012).

Tax incidence includes income tax, payroll and social security taxes, corporate income tax, taxes on goods and services,
the incidence of sales taxes, value added and excise taxes, property tax, and export tax.
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systems. In the long-term, however, reducing the level of unemployment benefits generally lifted
employment rates.

The size of cash transfers linked with disability and sickness benefits is large, especially in the
Netherlands and Nordic countries where the level of benefits was close to 3% of GDP in 2007, well
above the average of 2% for other OECD members. Almost 6% of the working-age population across
the OECD was covered by such benefits, and in some countries, the government allocation to
disability and sickness benefits exceeded unemployment benefits (Joumard, Pisu, and Bloch 2012).
Reducing disability benefits would increase inequality since the replacement rate tends to be higher for
low-income earners. On the other hand, poorly targeted disability benefits may increase lifetime
income inequality by reducing income mobility and creating poverty traps (Joumard, Pisu, and Bloch
2012 and Cournéde, Goujard, and Pina 2013).

2. Redistributive and Progressive Effects of Income Taxes

The analysis of tax incidence in terms of who ultimately bears the burden of government taxes and the
assessment as to whether its impact has been redistributive or progressive has been investigated in a
vast body of literature. As is the case with other social benefit analyses, capturing solid evidence on the
impact of different taxes remains challenging due to different economic conditions and social
preferences in each country (OECD 2012a, OECD 2012b, OECD 2012¢, and OECD 2011).
Nonetheless, in terms of overall incidence, income taxes have been found to be the most redistributive
tax in many economies. In some cases, income tax has achieved an even higher impact than that of
means-tested transfers (Bastagli, Coady, and Gupta 2012). Personal income tax was especially
progressive although there were significant differences across countries (OECD 2012a, OECD 2012b,
OECD 2012c¢, and Joumard, Pisu, and Bloch 2012).

Empirical evidence. Studies such as those by Kitao (2010) found that a reduction in income
taxation stimulates an immediate incentive to work and save more, which in turn raises aggregate
output and consumption. Temporary tax cuts and rebates improve the overall welfare of households,
and the rebates are especially beneficial for low-income households. Jara and Tumino (2013) showed
that the tax and benefit systems of 27 European Union (EU) countries have a significant effect on
reducing inequality especially in Belgium, Germany, and Anglo-Saxon countries (the UK and Ireland)
although the size of the effect varied substantially. Immervoll and Richardson (2011) found a similar
result, i.e.,, taxes and benefits significantly reduced inequality. Other studies on income taxes found
that advanced economies have a tendency to raise their tax revenues by imposing higher marginal
rates on the highest income groups. Taxes on capital and wealth are also widely used in the OECD to
promote equity. Changes in personal and corporate income taxes show a significant short-term output
effect (Mertens and Ravn 2013). Furthermore, personal income tax is usually associated with larger
multipliers than corporate income tax (IMF 2013a).

Adverse effects of taxation and tax system design. The International Monetary Fund (IMF)
(2013a) argues that more progressive taxation on higher income groups is needed to mitigate widening
income gaps, but in the era of globalization, the imposition of higher tax rates on wealth and capital can
provoke tax evasion and avoidance. Zucman (2013) showed that almost 8% of the global financial
wealth of households was in the custody of tax haven countries. The OECD (2012a) reported that the
size of the tax revenue to GDP ratio does not always result in the same redistributive impact. The
empirical evidence found a dissimilar impact across countries with similar ratios. Some high-tax
countries showed little progressivity because (i) the tax mix favored consumption taxes and social
security contributions rather than progressive personal income, and wealth and inheritance taxes; (ii)
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the progressivity of tax schedules was limited; or (iii) statutory progressivity was weakened by tax
expenditures that benefitted high-income groups (OECD 2012a).

V. FISCAL POLICIES, POVERTY REDUCTION, AND THE EQUITY-
EFFICIENCY TRADE-OFF

We explore some evidence that fiscal policies have a regressive effect in OECD members and on
poverty reduction as well as the trade-off between equity and efficiency.

A. Regressive Effects of Fiscal Policies

In most OECD members, social security contributions, consumption taxes, and real estate taxes tend
to be regressive (OECD 20123, Joumard, Pisu, and Bloch 2012, and IMF 2013a). Tax exemptions or
credits pertaining to personal income tax were more likely to profit the rich, except for in-work tax
credits (OECD 2012a, and Joumard, Pisu, and Bloch 2012). Similar evidence was found by Muinelo-
Gallo and Roca-Sagalés (2013) for 21 high-income OECD members. Cutting non-redistributive
expenditures was found to be the most effective fiscal policy to simultaneously stimulate GDP growth
and reduce income inequality. Bargain (2012) suggested that in the absence of reforms to income
support and tax credits, inequality and poverty depth would have been amplified, and child poverty
would not have been sharply reduced.

A study by Silva, Carvalho, and Ribeiro (2013) on the magnitude of fiscal multipliers in Europe”
found that the tax multiplier was higher in recessions, while fiscal consolidation had a negative effect
on tax multipliers. Pefialosa and Turnovsky (2011) found that tax reforms that target labor supply will
affect wealth and income distribution, which in turn will either reinforce or offset the redistributive
impact of taxes in the US and European economies. Considering different ways of financing
government expenditure, they found that policies that reduced the labor supply and output also led to
a more equal distribution of after-tax income.

Kuttner and Posen (2002) investigated the effectiveness of Japanese fiscal policy from 1976 to
1999. Expansionary fiscal policies such as tax cuts or increased public expenditure did substantially
stimulate the economy. The results implied that the tax cut multiplier was 25% higher over a 4-year
horizon than the public spending multiplier. An analysis of historical data showed that the
retrenchment of Japanese fiscal policy in the 1990s led to a significant slowdown in growth. Most of
the increase in public debt was associated with declining tax revenues due to the recession. On the
other hand, in an analysis of the impact of the US fiscal policy on inequality, Kenworthy and Smeeding
(2013) found that actual changes in tax or transfer policies did not increase the level of inequality.

B. Fiscal Policy and Poverty Reduction™
Thompson and Smeeding (2013) explored trends in inequality and poverty in the US using both

market income, and after-tax and transfer income between 2008 and 2010. The effects of tax and
transfer policies were not uniform across the population. Poverty declined among the elderly, changed

" The study used tax spending and revenue variables with annual data from 1998 to 2008.

Poverty reduction instruments include price controls on housing rents, minimum wages, and interest rate controls on
deposits and loans, foreign exchange rationing, import quotas, and restrictions on exports (OECD 2012a).



10 | ADB Economics Working Paper Series No. 422

little among children, and rose sharply among the working-age population. Inequality fell across the
entire population, but no change was seen among working-age households.

Gemmell and Morrissey (2005) reviewed the effect of various tax structure reforms on income
distribution and poverty reduction in developing countries. The study suggested that taxes on exports
and necessity goods consumed by the public—especially by the poor—proved to be significantly and
consistently regressive, whereas taxes on luxury goods, such as cars, had a tendency to be progressive.
Sales taxes were more progressive or at least less regressive than import taxes.

The OECD (2008) reported that income poverty among the elderly had declined, while the
poverty level of young adults and families with children had risen. The report suggests that providing an
opportunity to work is one of the most effective tools for tackling poverty. Poverty rates among jobless
families were nearly 6 times higher than those among working families; however, work alone was not
the solution for preventing poverty since more than half of the poor consisted of households with low-
wage workers. In-work benefits that supplement earnings were therefore proposed as a major measure
for reducing in-work poverty among this group. The mixed evidence on the impact of taxation policy
and cash transfers in addressing income inequality and poverty reduction across countries has led to
an investigation of the correlation between equity and efficiency in fiscal policy.

C. Equity and Growth: Trade-off or Complementary?

Among policymakers and academics, there has been a lot of debate about the level of economic
inefficiency caused by income redistribution via tax and benefit systems. The inefficiency arises
because they can produce work disincentives across income distributions. Bastagli, Coady, and Gupta
(2012) suggested that well-designed policies can minimize this equity-efficiency trade-off. They argue
that a large part of the inefficiency is caused by means-tested social benefits due to the diminishing
returns of benefits as earnings increase. More specifically, this refers to the strong disincentives for
low-skilled workers to find employment opportunities (OECD 2012a, OECD 2012b, and OECD
2012c). Despite a vast body of theoretical literature on the link between inequality and growth, no
general consensus has emerged, and the empirical evidence is rather inconclusive (OECD 2012a).

In a recent report, the IMF (2013a) suggests that among major taxes, corporate income taxes
have the most negative effect on growth, followed by personal income taxes, then consumption taxes,
and finally, property taxes. Jara and Tumino (2013) also confirmed the presence of a trade-off
between income inequality and work incentives in the EU based on their analysis of the impact of fiscal
policy across 27 EU member states. Empirical studies such as Berthold and Brunner (2008) found a
persistent trade-off between equity and efficiency as well as a negative effect of social spending on
GDP in their analysis of four different European welfare models.” The preferences of the citizens of
each country and the electoral process determine the level of income redistribution.

D. Designh of Social Welfare Systems and Equity-Efficiency Trade-offs

Various studies suggested that the institutional design of a welfare system to a certain extent can
alleviate the degree of inefficiency (See, e.g., IMF 20133, Bastagli, Coady, and Gupta 2012, and OECD
2012a). Among the four social welfare models, the institutional design of the Nordic system has
proven to be more efficient than the others and therefore faces a smaller trade-off. The OECD

¥ The four models are Nordic (Denmark, Finland, Norway Sweden,); Anglo-Saxon (Great Britain, Ireland); Continental

(Austria, Belgium, the Netherlands, Luxembourg, France, Germany, Switzerland) and South (ltaly, Spain).
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(2012a) reported that some tax reforms have win-win characteristics by simultaneously improving
growth prospects and reducing the income gap. In contrast, many of the reforms may involve trade-
offs depending on their design and targeting. The fiscal policy patterns of OECD members along with
their growth and equity effects are summarized in Table 1 and Table 2. Table 1 groups OECD
members into five categories based on their levels of income inequality, while Table 2 outlines the
growth and equity effects of different fiscal policies in the OECD.

Table 1: Organisation for Economic Co-operation and Development Members'
Fiscal Policy Patterns

Category and Group 1° | Group 2 Group 3 Group 4 | Group 5
Level of Intermediate
Inequality Lower” Inequality Inequality Higher Inequality
Member Denmark Belgium Austria Australia Chile
Iceland Czech Republic Germany Canada Israel
Norway Estonia Greece Ireland® Mexico
Sweden Finland Hungary Netherlands Portugal
Switzerland France® Japan New Zealand Turkey
Italy Republic of Korea United United States
Slovak Republic Luxembourg Kingdom
Slovenia Poland
Spain
Pattern Low dispersion | Average dispersion in Individual labor Above average High
in laborincome | labor income (little income is wage dispersion | concentration of
(high wage variation but concentrated, coupled with a labor, capital and
employment low employment or reflecting above high part-time self-employment
rate and little high part-time rate); | average dispersion rate income
wage Highly concentrated | in wages and a low
dispersion) capital and self- employment or
employment income high part-time
rate
Policy Cash transfers Cash transfers Taxes and Cash transfers | The poverty rate is
tend to be (largely insurance- transfers are not | are targeted and high
universal and based) and taxes are | highly progressive taxes are
taxes are not not highly progressive
highly progressive
progressive
Notes:

a

> “Inequality in household disposable income.”
Source: Figure 5.6 Country groups with similar patterns of inequality, OECD 2012a.

¥ OECD 2012a summarized the policy effects based on Joumard, Pisu, and Bloch 2012.

Organisation for Economic Co-operation and Development (OECD) 2012a used the term cluster instead of group.
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Table 2: Summary of Fiscal Policy Effects of the Organisation for Economic Co-operation and
Development Members

Income
Policy Effects Inequality GDP Growth
Increasing total tax revenues Positive Negative

e The impact of taxes on income distribution depends on the level of taxation, the tax | (in general)
mix, and the use of tax revenues; but if tax systems are progressive overall, equality is
enhanced.

e Taxes dampen incentives to work, save, and invest, and are thus detrimental to growth;
but some taxes have a less adverse effect than others.

Changing the tax mix while keeping total tax revenues constant
Moving from personal income tax to consumption taxes: Negative Positive
e Personal income tax tends to be progressive, while consumption tax is regressive.

e Personal income tax reduces work and saving incentives. A shift from direct to indirect
taxes would raise GDP per capita.

Moving from labor income to property and capital taxes: Ambiguous Positive
1) Wealth, inheritance taxes, and capital taxes.
- Wealth and inheritance taxes tend to be progressive.

- The distributive impact depends on the relative progressivity of income versus
wealth and inheritance tax.

2) Real estate taxes: Negative Positive
e Real estate taxes are often less progressive than personal income tax and can even be
regressive.

e Property taxes are among the least harmful for growth. Moving from income to
property taxes tends to improve incentives to work and invest, and thus raise output at
least in the short- and medium-term.

Cutting tax expenditures and marginal tax rates: Positive in Positive

e Most tax expenditures benefit high-income groups (in-work tax credits and other tax | Most cases

expenditures targeted at low-income groups are the exception). Cutting tax but 1n—w.0|.'k
expenditure would narrow the distribution of disposable income. tax Cr?d't IS
negative
e Cutting marginal rates improves incentives to work, save and invest, and thus lifts the &
GDP per capita
Increasing the progressivity of taxes (but revenue-neutral)
Personal income tax: Positive Ambiguous
In-work tax credits narrow the income distribution and raise incentives to work.
1) Increase in top rates.
e On the other hand, higher top rates may reduce working hours and productivity by | Positive Negative
undermining incentives to work, invest, and innovate.
2) The above measure combined with expanded earned income tax credit schemes or | pgsitive Positive

tax-free allowances.

e The GDP per capitaimpact is thus ambiguous.

GDP = gross domestic product.
Source: Table 5.3 in OECD 2012a.

In order to minimize the equity-efficiency trade-offs of fiscal policies, many OECD members
have implemented in-kind benefits that link the receipt of benefits to employment. Countries have
also extended the use of efficient labor market programs to tighten the rules for continued eligibility for
unemployment benefits, including tougher job search and training requirements; however, designing
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and implementing such policies requires a high level of administrative capacity. Furthermore, the
equity effect of fiscal policies is amplified when indirect taxes and in-kind benefits are supplemented
with other measures (Bastagli, Coady, and Gupta 2012).

VL. POLICY IMPLICATIONS FOR DEVELOPING ASIA

Advanced countries have a much longer history and tradition of using fiscal policy to promote equity
than developing Asia has. As such, their experience can provide some guidance for developing Asia in
its quest for inclusive fiscal policy that contributes to inclusive growth. Given the huge gaps in income
and development levels between the two groups, we must exercise a great deal of caution in making
policy inferences for developing Asia from the experience of the advanced economies.
Notwithstanding this important caveat, the latter’s wealth of experience in inclusive fiscal policy holds
some valuable lessons for the former.

The central objective of this paper was to review that experience in order to draw relevant
policy lessons for Asia. The single biggest overall lesson is that fiscal policy can be a powerful
instrument for tackling inequality and creating a more equitable economy. This should give Asian
governments a measure of confidence that at a very broad level, fiscal policy can be a useful tool for
fostering more inclusive growth in the region. To be sure, overall government size and public
expenditures that can reduce inequality are markedly higher in advanced countries than in developing
Asia. Be that as it may, the significant impact of fiscal policy on inequality in the advanced economies
suggests that developing Asia too can leverage fiscal policy to promote equity.

With respect to the relative effectiveness of different types of fiscal policies, the evidence from
the OECD resoundingly indicates that public spending has a noticeably larger effect on inequality than
taxation and other fiscal revenue policies. In particular, the OECD experience indicates that among the
different components of public spending, transfers can significantly reduce inequality. Given the much
larger level of transfers in advanced economies, it is unclear whether transfers can have the same
equity-promoting impact in developing Asia. Furthermore, it is unlikely that the level of transfers in the
region will rise to OECD levels in the foreseeable future. Nevertheless, the OECD experience suggests
that well-targeted transfers that benefit poor, vulnerable, and disadvantaged groups will be effective
tools for inclusive growth in Asia. For example, more public spending on pensions will protect Asia’s
growing elderly population which faces the risk of widespread old-age poverty.

We saw that the trade-off between efficiency and equity was an important consideration in
designing and implementing equity-promoting fiscal policy measures even in the relatively rich
advanced economies. The trade-off takes on a much greater significance in developing Asia where
there is a much greater need for economic efficiency and growth due to low-income levels and still
widespread poverty. The OECD experience indicates that generous public expenditures often create
inefficiencies such as work disincentives. Its urgent need for sustained rapid growth to lift general living
standards and reduce poverty means that Asia can still afford such inefficiencies. Therefore, it is
advisable for Asian policymakers to take such disincentives fully into account, for example, by pursuing
active labor market policies or measures to encourage work. In this sense, the Nordic model of social
welfare probably contains many useful lessons for Asian economies.

Sustained rapid growth has reduced poverty on a massive scale in developing Asia in the past,
and economic growth will continue to play a key role in reducing poverty. One vital element of Asia’s
sustained growth has been macroeconomic stability underpinned by fiscal prudence. While there are
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exceptions, by and large, Asian governments have been fiscally responsible which has given them fiscal
space, an invaluable asset for both short-term objectives like the fiscal stimulus during the 2008-2009
global crisis, and long-term objectives like inclusive fiscal policy. The contrast with advanced
economies is striking. Partly as a result of large public transfers, their government debt has reached
very high levels compared to that of developing Asian economies (Figure 5). The salient lesson for
Asian governments is that, as they pursue more inclusive fiscal policies, they must tax and spend
efficiently in order to maintain fiscal sustainability and economic growth.

Figure 5: Gross Government Debt to Gross Domestic Product Ratio for
Selected Countries and Country Groups, 2012

Advanced economies i i
Japan | I

United States

France

Germany

Developing Asia
India
Republic of Korea

PRC

Indonesia
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GDP = gross domestic product, PRC = People’s Republic of China.
Note: Weighted by gross domestic product.
Source: IMF Fiscal Monitor Database, October 2013.
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Fiscal Policy and Inclusive Growth in Advanced Countries
Their Experience and Implications for Asia

The study seeks to draw relevant lessons from the advanced economies for developing Asia in using fiscal
policy to tackle inequality. The experience of the advanced economies clearly shows the sizable equity-
promoting potential of fiscal policy. At the same time, developing Asia’s pursuit of more inclusive fiscal policy
must not come at the expense of economic growth or fiscal sustainability.
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