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Our work on reforms and inequality

Many public
sectors are
large but not
necessarily
efficient

Tax reforms
can make
governments
more
supportive of
growth or
equity or both

Packages can
improve the
political

economy of
public finance
reforms




Public spending has expanded...

Expenditure excluding interest (i.e. primary) and adjusted for the cycle
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Source: OECD Public Finance Dataset (Bloch et al., 2016), 2018 update.
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No link between size and efficiency

Area where greater size

Area where greater size means lower GDP goes with higher GDP
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Source: Fournier and Johansson (2016) and 2018 update of Bloch et als (2016) database.



4'.:*, Income redistribution has declined

Change in redistribution for the working-age population
Mid-90s to latest available year
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4'-1‘, OECD analysis on tax reforms

Estimate long-term effects of policy reforms on

e Qutput per capita

e Household disposable income by decile allowing to gauge
e Moves relative to other deciles

e Changes in absolute income levels by decile

With econometric regressions

e Production function framework for output
e Estimation by decile

e Long-term effects (after cyclical impacts have played out)

On an internationally comparable dataset

e Covers 35 countries over 1985-2014
e Adjusts for cyclical effects



Reducing net wealth taxes

Estimated long-term change in disposable income after permanently reducing net
wealth tax receipts by 0.1% of GDP while increasing other taxes
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Note: the bounds delineate 90% confidence intervals.

Source: Cournéde, Fournier and Hoeller (2018).



Increasing inheritance taxes

Estimated long-term effect on disposable income of a large tax-mix shift involving
increases in inheritance taxes allowing proportionaly cuts in other taxes

A large tax-mix shift is defined as having a 10% probability of being observed over 20 years

- Lower bound m Estimate - Higher bound

% CHANGE IN INCOME
[

D1 D2 D3 D4 D5 D6 D7 D8 D9 D10
POOREST 10% DECILE OF INCOME DISTRIBUTION RICHEST 10%

Note: the bounds delineate 90% confidence intervals.

Source: Cournéde, Fournier and Hoeller (2018).



» Cutting tax on low-wage earners

Estimated long-term effect on disposable income of reducing the labour tax wedge
applicable at 67% of average income by one percentage point while increasing other
taxes proportionally to compensate the revenue loss
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i » A practical guide to the tax galaxy

Permanent percentage effect on output per capita of a typically observed
long-term change in a public finance instrument while keeping overall
government spending and revenue constant
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Raising recurrent property taxes (0.2 pp of GDP)

Lowering wealth taxes (0.1 pp of GDP) [ !

sing the tax burden on above-average labour earnings (1.7 W‘%&%&%

Pp)
Lowering the CIT effective rate (4.4 pp) _

Increasing inheritance taxes (0.06 pp of GDP)

Easing the labour tax wedge on low earnings (1.7 pp)

Einequality-widening H inequality-narrowing B no identified effect on inequality

Note: A typically observed long-term change in a public finance instrument is defined as the average across countries of
the within-country standard deviation in the tax or spending instrument over time. The brackets show 10% confidence
intervals.

Source: Cournede, Fournier and Hoeller (2018).



@» Political economy of tax reforms

Packages can improve
the political economy of

public finance reforms




Using the proceeds from increases in environmental
taxes to reduce low-income tax wedges

Long-term change in disposable income following a % per
cent of GDP increase in environmental taxes accompanied by 35
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Source: Cournede, Fournier and Hoeller (2018).



Shifting the tax burden from low income earners
to pollution works through two channels

A concrete example: British Columbia’s 2008 carbon tax

* CAD10 per tonne of CO, rising to CAD30 per tonne in 2012
on all fossil fuels
— including but not limited to motor fuels

e 5 percentage point rate reduction for the first two personal
income tax brackets

* Low-income tax credit

e 2 percentage point cut in the provincial rate of corporate
iIncome tax




Coupling subsidy cuts with a reduction on the
low-income tax wedge

Long-term change in disposable income following a % per cent
of GDP cut in subsidies accompanied by a same-sized reduction
in the all-in tax wedge on low-income earners

30

W Bottom quantile A Middle quintile e Top quintile
20

10

ITA e —

ESP  n—
SVK mssDs—m
SWE D
CZE mD—
GRC ms—
NLD s —
FIN s s—
HUN s —

o

NZL mom
CHE wefiem
CHL i
CAN miam
KOR il
IRL
JPN sl
USA =D
DEU e
ISR
AUS e
MEX  mfiom
GBR e
DNK s
|SL  f—
LUX
NOR mmipsmsm
POL b
PRT mDe—
SUN sl

Source: Cournede, Fournier and Hoeller (2018). @) OECD



-

)

Conclusion

Many OECD countries have very large public sectors that
are seen as not highly effective.

There is considerable scope for public finance reform to
support inclusive growth, especially by restructuring the tax
mix

Some revenue-neutral tax reforms boost both growth and
equality:

* Reducing the all-in tax wedge on low-income earners

* Relying more on inheritance taxes

Growth-friendly tax reforms typically increase disposable
incomes for all income groups (or at least leave no group
worse off)

Reform packages, such as coupling environmental tax hikes
with cuts in effective taxes on low-income labour, offer wa
to ensure outcomes that are efficient and inclusive.
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more detail on the analysis
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@» Political economy of tax reforms

» Ease effective marginal tax rates on low-
income earners

* Hike inheritance taxes

Reduce disposable
Income disparities

Leave disposable
income disparities * Increase public investment

oJ(e=Te[\YAV[alelsF-1ale[-Ie I + Raise recurring property taxes

claloRTnfolf)Y[=R= 1o (el (NIl - | ower effective corporate income tax rates
income levels for all

Widen income
disparities, but leave

no group worse off in
tegrms%f absolute * Lighten the tax burden on above-average

 Reduce subsidies,
* Lower wealth taxes

income labour earnings



A number of areas offer scope to make public

finances more growth-friendly in many countries

The results allow quantifying how much potential a
reform of each instrument can offer for each country

The following areas are the four most frequent ones
to arise among the two top candidate reform areas
to boost output per capita:

Increasing recurring property taxes as part of a revenue-neutral
reform: Austria, Czech Republic, Germany, Estonia, Finland,
Ireland, Korea, Luxembourg, Netherlands, Slovenia.

Containing public pension expenditure to make room for other
spending: Austria, Finland, France, Greece, ltaly, Japan, Korea,
Poland.

Expanding public investment as part of a spending shift: Germany,
United Kingdom, Ireland, Israel, Netherlands, Portugal, Spain.

Reducing subsidies to make room for other spending: Austria,
Belgium, Switzerland, Czech Republic, Denmark, Norway




Slightly different areas offer scope to make public

finances more supportive for low income groups

The results allow quantifying how much potential each
reform can offer in each country

 The following areas are the four most frequent ones to
arise among the two top candidate reform areas to boost
disposable income of the bottom 20%:

— Increasing recurring property taxes as part of a revenue-neutral
reform: Austria, Czech Republic, Estonia, Finland, Korea,
Luxembourg, Netherlands, Switzerland.

— Expanding family and childcare support: Czech Republic, Japan,
Korea, Netherlands, Spain, United Kingdom, United States.

— Easing the effective tax burden (and benefit withdrawal) for low
income earners: Belgium, France, Germany, Hungary, Iceland,
Norway, Sweden.

— Expanding public investment as part of a spending shift: Belgium,
Germany, United Kingdom, Ireland, Israel, Portugal, Spain.

@) OECD



The benefits of public investment diminish with
the size of the public capital stock

Long-term output effect of a 1pp increase in the public investment to GDP ratio

20 40 60 80 100 120

Size of the capital stock (ratio to GDP, per cent)

Only Japan has a public capital stock above 90% of GDP, suggesting macro
benefits from expanding net public investment in all other OECD countries

Note: the dotted lines delineate the 95% confidence interval.

Source: Fournier (2016).




Shrinking governments typically involves a growth-

equality trade-off but still leaves most better off

Estimated change in disposable income after permanently reducing government size
by one percent of GDP in countries with median perceived government effectiveness
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Source: Cournéde, Fournier and Hoeller (2018).



Shifting spending away from subsidies boosts

output but only raises above-average incomes

Estimated long-term change in disposable income after permanently reducing
subsidies by 0.1% of GDP while increasing other spending items

= Lower bound mEstimate = Higher bound

4
3 . -
_ T n
wl -
2 2 T T
[ ]
2 T s [ L
[ ]
z | . L
[NH]
) [ ]
=4 L <
< 1 L
0 o 1 -
X Il d
-1
-2
D1 D2 D3 D4 D5 D6 D7 D8 D9 D10
POOREST 10% DECILE OF INCOME DISTRIBUTION RICHEST 10%

Note: the bounds delineate 90% confidence intervals.

Source: Cournéde, Fournier and Hoeller (2018).



Many countries have limited room to hike VAT rates

as a way of funding cuts in more distortive taxes

Panel data econometrics of OECD country experiences over the past three decades
show that the revenue generated by VAT plateaus when the rate reaches a ‘revenue-
maximising’ point, which depends on country characteristics such as openness and

expenditure on tax collection
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Source: Akgun, Bartolini and Cournede (2017).



