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THE ECONOMIC GROWTH
AND INCOME DISTRIBUTION
IMPLICATIONS OF PUBLIC
SPENDING AND TAX DECISIONS

ZSOLT DARVAS

The level and composition of public expenditures and revenues both have
implications for economic development, as shown by the ‘fiscal multiplier’
and the ‘quality of public finance’ literature. Public finance decisions also
influence the distribution of income. Based on a review of the literature, I
argue for a fair distribution of income as reflected in low income inequality,
not particularly because of the impact of income inequality on long-term
growth (which is a controversial issue), but primarily because income
inequality typically implies inequality of opportunity. European Union
countries have very diverse public finance structures and different levels of
effectiveness and there is room for improvement in the growth and equality
impacts in all countries. A general guideline would be that the most effective
approach comprises progressive taxes and inheritance taxes, spending

on education, health and public infrastructure, and better government
effectiveness. At the height of the 2008 global crisis and the subsequent
European financial and economic crises, the fiscal consolidation strategies
of EU countries largely relied on cutting public investment and social
spending (except pensions), which is the opposite of what is suggested in
the literature. Better fiscal rules and good fiscal institutions are needed to
safeguard growth- and distribution-friendly expenditures in a crisis.
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1 Introduction

Extensive literature shows that both the level and composition of public expenditures and revenues
have implications for economic development. There are two main strands of the literature. The
discussion on the short-term impacts of public finance decisions was especially active after the 2008
global crisis and the subsequent European financial and economic crises, when several countries
implemented fiscal consolidation strategies. This literature is frequently referred as the ‘fiscal
multiplier’ discussion (eg Auerbach and Gorodnichenko, 2012; Blanchard and Leigh, 2013). The other
main relevant theme in the literature focuses on the longer-term impacts of the public finance
structure on the level, or even the growth, of the economy, which can be referred to the ‘quality of
public finance’ discussion (eg European Commission, 2012). The composition of, and changes in, tax
revenues have the greatestimpact when taxes are paid. Thereby, tax compliance and the broadness of
tax bases are similarly important issues, as well as the effectiveness of public sector spending, which
underpins all public sector actions.

In this paper | combine public finance structure and effectiveness issues, which can influence
aggregate economic growth, with their impacts on the distribution of income. Striving for fairness in
income distribution is crucial for societies to be stable and for citizens not to feel disenchanted. The
concept of ‘inclusive growth’ provides a conceptual framework to analyse the social implications of
economic growth. Growth is considered inclusive if it creates opportunities for all segments of the
population and treats them fairlgl. To understand inclusive growth, we must first understand
inequality, which has two crucial categories. The first is the inequality of opportunity in access to
education, jobs, healthcare, finance or the judicial system, for example. The second is inequality of
outcomes, such as income, wealth, health and educational attainment.

While the level of income inequality in European Union (EU) countries is generally lower than in other
advanced and emerging countries, there are large differences between EU member states and recent
changes in the income distribution cannot always be regarded as ‘fair’. For example, as Darvas (2019)
showed, the very rich in Bulgaria doubled their real incomes from the mid-2000s to the mid-2010s,
while the poorest five percent of the society benefitted from only a 20 percent increase — and from
much lower levels. In contrast, in Germany, the poorest five percent benefitted from fasterincome
growth than the richest five percent during the same period. | therefore also consider the reasons why
income distribution developments matter, and how public finance structure decisions can influence
the distribution of income.

Section 2 highlights the importance of fair distribution of income. Section 3 scrutinises the diversity of
fiscal structures of EU member states. Section 4 surveys the literature on the growth and distributional
impacts of public spending and tax decisions. Section 5 offers three concluding remarks.

t https://www.oecd.org/inclusive-growth/.
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2 Why does the fair distribution of income matter?

In our reading of the vast academic literature (see Darvas and Wolff, 2016), the main reason for the
importance of a fairincome distribution is not its impact on long-term economic growth. The literature
about the impact of income inequality on long-term growth is inconclusive. About half of the studies we
surveyed concluded thatincome inequality reduces economic growth, but about a quarter of the works
concluded thatitis in fact good for growth, while another quarter concluded that the impact is not
significant. These varying results originate not just from different methodologies and empirical
samples, but also from theories, which make diverse predictions about the impact of income
inequality on growth.

Greater inequality and financial market imperfections might reduce the capacity of low-income
households to invest in education, lowering economic growth (Galor and Zeira, 1993).
Under-investment in human capital by poorer segments of society might reduce social mobility and
adequate allocation of talent across occupations [Banerjee and Newman, 1993; Fershtman et al,
1996; Owen and Weil, 1998). Greater inequality might also reduce growth if it leads to political
instability and social unrest (Alesina and Perotti, 1996; Keefer and Knack, 2002). If inequality
becomes unacceptable for voters, they might insist on higher taxation and regulation and mistrust
businesses, reducing incentives to invest (Bertola, 1993; Alesina and Rodrick, 1994).

On the other hand, greater inequality could increase growth if it provides incentives to work harder and
take risks in order to capitalise on high rates of return (Mirrlees, 1971). Large differences in rates of
return for education might encourage more people to seek education. Greater inequality could foster
aggregate savings and capital accumulation, because the rich save relatively more (Kaldor, 1957;
Bourguignon, 1981). Fuentes and Leamer (2019) provided theory and evidence that worker effort
played a major role in the increase in income inequality in the United States between 1980 and 2016.

These inconclusive theoretical predictions and empirical results do not allow a firm conclusion to be
drawn on the impact of income inequality on economic growthz. But there are several other economic,
social and political issues which imply that high levels of income inequality should be avoided.

Among economic issues, a high level of inequality might lead households to rely on debt financing to
maintain living standards, a factor that might have been a significant driver of the housing boom in the
pre-crisis period in the US, and the consequent bust (Rajan, 2011; Van Treeck, 2014). Greater
inequality could reduce the level and duration of periods of growth (Berg et al, 2018, and could also
be linked to greater financial instability (Skott, 2013; Vandemoortele, 2009). For the euro area, Darvas
and Wolff (2014) showed that in countries with greater inequality, households tended to borrow more
prior to the crisis, resulting in more subdued consumption growth during the crisis. The resulting high
private debt, high unemployment, poverty and more limited access to education have undermined
long-term growth and social and political stability.

Perhaps the mostimportant reason for a political goal of reducing income inequality is that higher
inequality is found to be associated with less inter-generational (or social] mobility: the children of
poor families tend to stay poor, while the children of rich families tend to stay rich (Corak, 2013;

? There are also some works that can rationalise the diverging empirical results on, and theoretical predictions about, the
relationship between income inequality and economic growth (or economic efficiency). For example, Anderson and
Maibom (2016) found that countries at the frontier of economic performance and income equality face a trade-off between
efficiency and equity, but most countries are behind the frontier and therefore they can improve both. Aghion et al (2015)
found a significant positive correlation between top income inequality and growth in those US states that are close to the
most productive US state (‘frontier growth’], but negative correlation between top income inequality and non-frontier
growth.



Andrews and Leigh, 2009) 3 Thatis, greater inequality tends to be associated with a greater likelihood
that economic advantage/disadvantage will be passed from parents to their children. By studying
wealth inequality in Europe, Darvas and Midges (2020) found that the average gain in wealth due to
inheritance is greater than the gain associated with having a university degree instead of primary
school education, highlighting the crucial role of family background and that education might not fully
compensate for that. While ‘fairness’ is a complex concept, whatever definition is adopted, it cannot be
regarded as ‘fair that two persons reach different outcomes when they have the same talents and
make the same effort, just because of their different family backgrounds. Inequality arising from
different levels of effort or luck should be welcomed, but inequality from unequal opportunity is not.

High income inequality can also influence politics by boosting protest votes in referendums and
elections. Darvas (2016) concluded thatincome inequality boosted the vote for Brexit in the UK’s EU
membership referendum in June 2016. Darvas and Efstathou (2016) concluded thatincome
inequality boosted the vote for Donald Trump in the 2016 US presidential election”. These results can
be regarded as protest votes against the status quo, with profound political implications.

3 The diversity of fiscal structures in EU member states

There is a great variation both in the size and the composition of general government budgets in the EU
(Figure 1). The size in 2018 varied between 26 percent of GDP in Ireland® to 56 percent of GDP in
France, while the EU average was 43 percent. Social spending relative to GDP is particularly high in
France, Belgium and Germany, but rather low in Ireland, Malta, Latvia and Romania. Gross investment
as a share of GDP is by far highest in Cyprus and Hungary, but low in Ireland, Spain and Portugal.
Belgium and France provide the most subsidies relative to GDP, while the compensation of
public-sector employees is clearly highest in Denmark, followed by Sweden, France, Finland and
Belgium. Irish, German and Dutch public sector employees receive the least as a share of GDP. These
large differences likely reflect different societal preferences for the size of public sectorand
corresponding tax rates.

Interest spending relative to GDP is highestin Italy, followed by Portugal, Greece® and Hungary.
Estonia hardly pays any interest due to its very low public debt level (gross public debt was only 8
percent of GDP in 2018). Sweden and Luxembourg also pay less than half a percent of GDP for interest,
and there are seven countries that pay between half and one percent of GDP.

* For example, in some Nordic countries (Finland, Denmark, Norway), where income inequality is relatively low, social
mobility is relatively high. In contrast, in countries where income inequality is relatively high (ltaly, United Kingdom, United
States), social mobility is relatively low. While there are differences in intergenerational mobility in different regions in each
country, Bratberg et al (2016) found that the most socially-mobile region in the US is substantially less socially mobile
than the least mobile regions of Norway and Sweden.

* These studies on the Brexit and Trump votes controlled for various other factors influencing voters, including age,
education, income, unemployment, location, immigration and race.

* Irish GDPis significantly increased by profits of foreign companies booked in Ireland. Therefore the last column of Figure
1 shows spending as a share of GNI in Ireland, which is 33 percent, still the lowest among EU countries.

® The data reported correspond to accrual accounting, but on a cash-flow basis, Greece pays much lower interest, because
most of the interest due on European Financial stability Facility (EFSF) loans has been deferred and the accumulated value
of that deferred interest will be added to the stock of outstanding public debt in 2022.



Figure 1: General government expenditures, 2018 (% GDP)
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Source: Bruegel based on the AMECO dataset, May 2019. Note: All values are expressed as % GDP, except the last column,
which shows % GNI values for Ireland, a country in which GDP is significantly boosted by profits of foreign companies.
‘Social’ is composed of ‘Sacial benefits other than social transfers in kind’ and ‘Social transfers in kind supplied to
households via market producers’; ‘Capital’ includes ‘Gross fixed capital formation’ and ‘Other capital expenditure, including
capital transfers’; ‘Employees’ refer to ‘Compensation of employees’; ‘Intermediate’ refers to ‘Intermediate consumption’;
‘Other’ refers to ‘Other current expenditure’; ‘Interest’ refer to the interest paid by the general government on public debt.

There are also huge differences in tax rates across the EU. The so-called ‘implicit tax’ rate measures the
effective average tax rate, and thereby incorporates the impacts of tax rates and the broadness of the
tax base, including various exemptions. The differences in consumption tax rates (Figure 2), labour tax
rates (Figure 3), corporate income tax rates (Figure 4] and environmental tax rates (Figure 5) are
enormous. In 2018, the implicit consumption tax ranged from 14 percent in Spain to 26 percentin
Hungary, labour taxes (including social security contributions paid by both the employer and the
employee) ranged from 25 percent in Bulgaria to 44 percent in Slovakia, while energy taxes are
three-times higher in Denmark and Italy than in Hungary, Bulgaria and Lithuania. The effective
corporate income tax rate is at or below 10 percent in the three Baltic countries, Cyprus, Luxembourg,
Hungary, the Netherlands and Ireland, while itis over 35 percentin France.

Low corporate taxation, along with lenient regulation, might create conditions similar to tax havens
even within the European Union. By taking a data-driven approach to identify offshore financial centres
(OFCs), based on a dataset covering global corporate ownership networks, in which over 98 million
firms are connected through 71 million ownership relationships, Garcia-Bernardo et al (2017)
concluded that the Netherlands and Ireland (along with the United Kingdom, Switzerland and
Singapore) are conduit-OFCs, which are attractive intermediate destinations in the routing of
international investments and enable the transfer of capital without taxation. They also found that
Luxembourg and Cyprus (along with Malta and 21 non-EU countries) are sink-0FCs, which attract and
retain foreign capital via low taxation and lenient regulation.



Figure 2: Implicit tax rate on consumption, 2006 and 2018 (%)
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Source: Bruegel based on European Commission, data on taxation,

https://ec.europa.eu/taxation customs/business/economic-analysis-taxation/data-taxation en. Note: The implicit tax rate
on consumption is defined as all consumption taxes divided by the final consumption expenditure of private households
on the economic territory (domestic concept).

Figure 3: Implicit tax rate on labour, 2006 and 2018 (%)
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Source: Bruegel based on European Commission, data on taxation,

https://ec.europa.eu/taxation customs/business/economic-analysis-taxation/data-taxation en. Note: The implicit tax rate
on labour is defined as the sum of all direct and indirect taxes and employees’ and employers’ social contributions levied
on employed labour income divided by the total compensation of employees. It is calculated for employed labour only (so
excluding the tax burden falling on social transfers, including pensions).
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Figure 4: Implicit tax rate on corporate income, 2006 and 2018 (%)
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Source: Bruegel based on European Commission, data on taxation,

https://ec.europa.eu/taxation customs/business/economic-analysis-taxation/data-taxation en. Note: The implicit tax rate
on corporate income is defined as the ratio between revenue from taxes on income/profits of corporations (including
holding gains) and all taxable corporate capital and business income. The numerator comprises taxes on corporate income
and the denominator is defined as the sum of the net operating surplus and property income balance of the corporate
sector. A full definition and description of the methodology can be found in Annex B of European Commission (2018b). This
indicator is called the ‘traditional’ version by European Commission (2018b). There is an alternative ‘no dividends’ version,
which excludes all dividends from the denominator, due to the widespread tax exemption for received dividends.
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Figure 5: Implicit tax rate on energy, 2006 and 2018 (energy taxes in euro per tonne of oil
equivalent — TOE)
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Source: Bruegel based on European Commission, data on taxation,

https://ec.europa.eu/taxation customs/business/economic-analysis-taxation/data-taxation en. Note: This indicator is
defined as the ratio between energy tax revenues and final energy consumption calculated for a calendar year. Energy tax
revenues are measured in euro and the final energy consumption as TOE (tonnes of oil equivalent).
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Since my focus is also on the income distribution implications of public spending and tax decisions, |
look at labour taxes for different type of earners based on their income, family status and number of
children (Figure 6). The tax wedge is a measure of the taxes on labour income (including social
security contributions) paid by employees and employers, minus family benefits received, as a
percentage of the labour costs of the employer. The columns A, B and C in Figure 6 compare the tax
wedge for single persons without a child at 67 percent, 100 percent and 167 percent of average
earnings, respectively. Among the six countries included on the chart, in 2019 the tax wedge was
progressive in Belgium, France, Germany and Spain, it was almost flat in Poland and perfectly flatin
Hungary. Having two children reduces the tax wedge in all countries, which can be seen by comparing
column D (single person at 67 percent of average earnings, with two children) with column A (single
person at 67 percent of average earnings, no child). The reduction is especially stark in Poland, when a
single person at 67 percent of average earning with two children benefits from a negative tax wedge,
implying that family benefits received are larger than taxes and social security contributions paid.

The changes since 2005 suggest a general reduction in tax wedges for almost all categories reported
on the chart, with the exception of low earners in Hungary, who faced a higher tax wedge in 2019 than
in 2005. The Hungarian data also shows that Hungary has changed progressive income taxes to flat
taxes, which has particularly benefitted higher-income earners.

Figure 6: Tax wedge of different earners, 2005 and 2019

/0

m 2019
([ ) @ 2005

“ﬂ i 1 o

o2}
o

(Sa]
o

B
o

Average tax wedge (% labour costs)
w
o

20
10
0
10
ABCDE ABCDE ABCDE ABCDE ABCDE ABCDE
Rank Belgium Germany France Hungary Spain Poland
in2019: 1 1 1 4 1 22432 115 3234 3 6131614 1415141011 17222634 28

Source: Bruegel based on OECD Taxing Wages Dataset, https:/stats.oecd.org/Index.aspx?DataSetCode=AWCOMP. Note: The
tax wedge is a measure of the taxes on labour income paid by employees and employers, minus family benefits received,
as a percentage of the labour costs of the employer. A - Single person at 67% of average earnings, no child; B - Single person
at 100% of average earnings, no child; C - Single person at 167% of average earnings, no child; D - Single person at 67% of
average earnings, with two children; E - Two-earner married couple, one at 100% of average earnings and the other at 67%, 2
children. The numbers below the country names indicate the rank among 36 countries in 2018 for each of the earner
categories (low number = high tax wedge).

Finally, | look at the taxation of property. Unfortunately, the implicit tax rate on property is not
calculated, probably due to the difficulties in measuring the value of property, so | report the share of
property tax revenue in GDP (Figure 7). There are again major differences between EU countries.
France and the UK collect about 4.5 percent of GDP in property taxes, closely followed by Belgium and
Greece, while in 16 EU countries the revenue amountto 1.2 percent of GDP or less.
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Figure 7: Property tax revenue, 2006 and 2018 (% GDP)
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Source: Bruegel based on European Commission, data on taxation,
https://ec.europa.eu/taxation customs/business/economic-analysis-taxation/data-taxation en.

The large variation in public expenditure and revenue structures might reflect societal preferences.
Nevertheless, whatever amount is collected by the public sector, it should be spent efficiently. Sapir
(2006) argued that the efficiency of the Mediterranean social model is low and at the same time
inequality levels are high. Darvas and Wolff (2014) corroborated this finding by showing that most
Mediterranean countries, and also some central and eastern European and some western European
countries, achieve comparatively lower reductions of income inequality for any given amount of social
expenditure and for a given level of average personal income taxes. For example, the share of social
expenditure in GDP is similar in Greece, Italy and Finland, but while the Finnish system was able to
reduce income inequality of pre-redistribution gross incomes by more than 45 percent, the Italian and
Greek systems reduced it only by 30 percent’. For countries with less efficient redistribution systems,
a reform of the social model would therefore appear to be a promising avenue. It could reduce
substantially income inequality with the same level of government spending and taxation, or reduce
government spending and taxation without increasing income inequality. For example, Vtyurina
(2020]) analysed spending reviews for Spain and reported that about 80 percent of family benefits are
not means-tested®, implying that more well-off households receive a substantial portion of the
benefits. Furthermore, there are shortcomings in adequacy and coverage. Better targeting the most
vulnerable would make Spanish social spending more effective.

Last but not least, an effective government is indispensable for public-finance decisions to achieve
their desired impact. While it is difficult to measure government effectiveness, the World Bank
developed a useful indicator among its governance indicators. The indicator reflects perceptions of the
quality of public services, the quality of the civil service and the degree of its independence from
political pressures, the quality of policy formulation and implementation, and the credibility of the
government's commitment to such policies. The indicator draws on various sources and is then

’ Acaveatis that some social spending might not be targeted at reducing income inequality, but rather at pursuing other

social goals.
® Means-tested social benefits refer to benefits where entitlement is explicitly or implicitly conditional on the beneficiary's

income/wealth.
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standardised, so the world average is zero and the standard deviation is one. Figure shows thatall EU
countries but Romania achieved a positive score, yet there are notable differences within the EU. The
best performing countries include northern (Denmark, Finland, Sweden) and western (the
Netherlands, Luxembourg, Germany) European countries, while the worst performers are from south
and eastern Europe (Romania, Bulgaria, Greece, Italy, Hungary). Undoubtedly, southern and eastern
EU countries should take decisive steps to improve their government effectiveness.

Figure 8: Government effectiveness, 2005 and 2019
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Source: Bruegel based on World Bank Worldwide Governance Indicators, https://info.worldbank.org/governance/wgi/.

4 Growth and distributional impacts of fiscal structures

After reviewing the large variety of public spending and taxing practices across EU countries, | now
scrutinise the academic literature on the growth and income distribution implications of public
spending and revenue decisions. There has been wide-ranging research on this topic, which is not
always conclusive.

A meta-analysis of 42 studies on the impact of taxes on economic growth in Organisation for Economic
Co-operation and Development countries by Alinaghi and Reed (2018) supports the prediction of
theories: tax policies predicted by growth theory to be growth-retarding, such as the use of
distortionary taxes to fund unproductive expenditures, are significantly associated with lower
economic growth, while tax polices predicted to be growth-enhancing, such as the use of
non-distortionary taxes to fund productive expenditures, are significantly associated with higher
economic growthg.

* Alinaghi and Reed (2018]) also reported a publication bias in results, whereby there is a preference for estimates that are
significant, and/or that accord with theoretical or ideological predispositions in published articles. They corrected for this
bias.

10
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As regards distortionary/non-distortionary taxes and productive/unproductive expenditures, Alinaghi
and Reed (2018) adopted the classification of Kneller et al (1999). Those taxes are considered
distortionary, with effects on the investment decisions of agents (with respect to physical and/or
human capital}, creating tax wedges and hence distorting the steady-state rate of growth.
Non-distortionary taxation does not affect saving/investment decisions because of the assumed
nature of the preference function, and hence has no effect on the rate of growth. In this classification,
distortionary taxes are the various kinds of taxes and social security contributions on income and
profit, as well as taxes on property, while consumption taxes are classified as non-distortionary.

Public expenditures are considered productive if they directly or indirectly influence the production of
private firms and thereby affect the steady-state rate of growth. If they are not then they are classified
as unproductive expenditures. Within this classification, productive public expenditures include
general public services, defence, education, health, housing, transport and communication, while
unproductive expenditures include social security and welfare expenditure, recreation and economic
services.

However, as noted by Alinaghi and Reed (2018], in practice, no tax is truly non-distortionary, so the
distinction hinges on the degree to which the allocation of resources is affected. Similarly, there
cannot be a clear dividing line between productive and unproductive expenditure. For example, social
safety net spending to preserve or even enhance the human capital of unemployed people should
boost growth, while, for example, more spending on public services might not necessarily improve the
efficiency of public administration and thereby cannot be regarded as unambiguously productive.

As regards redistribution, which is related to the size of public budgets, earlier literature typically

concluded that more redistribution and larger public budgets are detrimental to economic growth,
because higher taxes and subsides reduce the incentives to work and invest (Okun, 1975). More

recently, Jaimovich and Rebelo (2017) concluded that low tax rates have a very small impact on

long-run growth rates, but as tax rates rise, their negative impact on growth rises dramatically.

Berg et al (2018) questioned these views. They concluded that fiscal redistribution, unless it is
extreme, may be a win-win policy because of its equality-inducing effects. They do find some mixed
evidence that very large-scale redistribution may have direct negative effects on growth duration, but
for non-extreme redistributions, there is no evidence of any adverse direct effect.

A comprehensive study by Cournéde et al (2018) presented a very useful analysis of both the growth
and distributional impacts of public finance decisions. They considered both the direct impacts (eg
change in a certain tax rate) and indirect impacts (behavioural change because of the change in a tax
rate) of such decisions. In order to provide comparable scenarios, they considered fiscally-neutral
changes, such as raising a certain tax rate while cutting all other tax rates proportionally. They
presented econometric estimates for the effects of public finance structure on real output per capita
and the distribution of real household disposable income, which were then combined in simulations to
quantify disposable income impacts for each income decile group. Some of their most interesting
findings were the following:

e Boosts growth and reduces income inequality: lower tax wedge on low-income earners, higher
inheritance and gift taxes, greater government effectiveness;

e Boosts growth, while no significant impact on income inequality: higher public investment, lower
public pension expenditure, higher recurrent property taxes, higher quality education, lower
corporate income tax;

e Boosts growth and widens income inequality: lower total public spending, lower public subsidies,
lower wealth taxes, lower labour tax wedge on above-average income earners;
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e No growth impact but reduces income inequality: higher child and family benefits *°, lower
environment taxes; however, shifting taxation away from low-paid labour towards environmental
taxes can generate economic and distributional benefits, and improve the environment;

e No majorimpact: value added tax.

Cournéde et al (2018) also noted that there are limits to the reallocation of the tax burden from more
towards less distortive taxes such as value-added taxes. Many European countries seem close to the
point where higher rates reduce revenue by generating significant economic distortions and strong
disincentives for compliance. Broadening the tax base and improving collection should be favoured
instead.

The need for progressive taxes was also supported by Diamond and Saez (2011}, who critically
assessed the academic research on optimal taxation. Their three main conclusions are: first, very high
earners should be subject to high and rising marginal tax rates on earnings; second, low-income
families should be encouraged to work with earnings subsidies, which should then be phased-out with
high implicit marginal tax rates; and third, capital income should be taxed.

The case for inheritance taxes in a theoretical optimal taxation framework was made by Piketty and
Saez (2013], who concluded that the optimal tax rate is positive and quantitatively large if the
elasticity of bequests to the tax rate is low, bequest concentration is high, and society cares mostly
about those receiving little inheritance. In contrast, the optimal tax rate can be negative when society
cares mostly about inheritors.

5 Concluding remarks
Instead of a detailed summary, let me close with three key take-aways.

First, public finance structure and effectiveness matter for economic growth and income inequality.
The literature provides useful guidelines on the most growth- and equality-friendly composition of
taxes and expenditure, and emphasises the need to broaden taxes bases and improve tax compliance.

Second, EU countries have very diverse public finance structures and different levels of effectiveness.
While each country’s situation should be analysed considering its special circumstances, there is
room for improvement in terms of the growth and equality impacts in all countries. A general guideline
would be that there should be progressive taxes and inheritance taxes, spending on education, health
and public infrastructure, and better government effectiveness.

Third, despite the conclusions of academic research, at the height of the 2008 global crisis and the
subsequent European financial and economic crises, the fiscal consolidation strategies of EU
countries largely relied on cutting public investment and social spending, except pensions (see
Darvas and Wolff, 2016}, thereby worsening both the growth outlook and income inequality. Better
fiscal rules and good fiscal institutions are needed to safeguard growth- and distribution-friendly
expenditures in a crisis.

1o European Commission (2018a, Part 1) also concluded that education and health spending, as well as sickness,
disability, family and child benefits, significantly reduced income inequality in the EU on average from 1980 to 2014.
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