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The main abfectfve. of this paper fs to put Lnto perspective the 

possibilit5es f o r  poor co~nt i ies  to use their fiscal systems for ~ e d i s t e i -  

I butfve purposes, 3 0s~ of the discussion will be cearorad on the tzixation 

I side of the Eiscal equaricn. The conclmsions esi~ergi .g frm it w i l l  probabiy 

be disheartening eo thsse who believe that a mjor assaulr on the problem of 

I ine3uality can be effectuated by f i sca l  m e a n s .  But th i s  does not mean that 

I tax palicy can be of no help a t  a l l  in  promotfng greater equity. Indeed, 

though i t s  l2xaltatkot.s are severe when judged against the goal of a najor 

improvement Ia the meraf l distribution of income, ths possibilities for 

I significant achievments lsok Ear brighter when vrewgd in Eem sf the 

more l imi ted  objective of bringing about -a more equitable dfstxibution of 

I the fiscal burden itself. fn fact, if there is aily single message to emerge 

I fmm this  paper, Lt f s  that when we 1003s a t  a rax system w i t h  the d f s t r i -  

I burion issue in m i d ,  IJB are far better advised to t h i r k  i zz  terms of 

I bringing about a fnfrer dfstrfbution of the tax  burden than in  terms of 

I having a major impact: on the overall dfstribueion of inconre in  the society 

I in question. 

1. The Madn GonstraZnes on Tax Folicy 

I Frequently, when the incame distribution problem fa & X ' S  is d i s c s s e d ,  

statements Like the follerr~in~ emerge: '"the top quiarils of the incame 

I disfs ibution a m  gets h l f  of Eke existing total  .after-tax incme, while ttxe 

borron quiatile gers only 5 percent. Thus Lf only an additional tenth of the 
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top @0kaps8 share were taken 2%Jby an? givcc ZQ the buttmi g z . . ? ~ ~ ,  6be 

latter's share a u l d  ie dcubled.*' This k:nd of ar%t:-cctzc, ;~..>I-,es ~ i - ' ~ d  fodder 

fcr semhats,  but does nct do much for policy,  as i r :  pnpers over: aLL o f  the 

problem inv~lved in effeccuat5ng the sort of change itcor.templates. 

Basically, these prcblms. fell into ffve classes: 

a) The affected factors 05 pmductSo11, may leave the country. 

b )  The affected factors of producrion may shift  to other act iv i t tes  

(in c?bfch Zwer taxes are p S d )  w i th in  the muntzy. 

c] The taxes ir. ques r lm nay be evaded. 

d) The taxes in q-aesticm nay not be Eevied fr: the first place. 

e )  The taxes m y  k. levfed - but not have the desired effect. 

There foilw s q e  brief raments on each of these item. 

a) On factors of prodaetfon leaving the cowtry.. This may at first 

glance appear to be o pofnt of l i t t le  practical ?Impor$ance, given the 

constraints that exist  in today's world with respect t o  international mf gra- 

Eiarr .  Nonetheless, f th3x?.de such a judgment 59 wwarranced, especially 

in the context of redtstribucive f iacal @icy messutes. The facts, f believe, 

are that the strongest barriers to inrerx~~loml migration bear against the 

poorest strata af t : . ~  - ncaae diqtributtoa tn fSCrS, while tke p 6 s i b i f  2 . t3ca  

for mfgration by rhe upper strata a# quFte real fviz. the large fractions 

of the output 0: +r.-tors by f t l i p i w  amc ;:s;ambP medf cal schools tht 

have ended up prs,, !cine; in the C. 5., a%.. the large numbers of Indian 

social scientists teaching in U, S., Canadian, and a, K. uxxLvlersities.) 

. I4uch marc L.,p-rtant than Labor migration, however, i s  that of capital.  

There can be lict le doubt t t i a t  most wealthy people, in any less-deueloped 

comtty in the world,  can aca do: find ways of hsvlng bank accounts and 

sacrt:itie~ ,.ortf a3ios abrozd. In may cases, the capital-market wvenents 

fnvalved are pergectly Legal; in others the black market fs used as a vehicle 

for transferring funds, Bue La aay event, the funds do get abrcad, where 



people in most LEG'S Saim yields on their fareign holdings equal t o  the 

norainal y i e l d s  an those invesm-ents minus w"nata,vzr tares map be withheld a t  

the source by t3c host co:~ctry .  These are the yields which they compre 

ri' with what rhey can esrr, a t  home.- li zhe ecoamfc retzm t o  capital  

becmes mre urrfsvorable Ecr 'n--country Lnves-nt, thfs w i l l .  carry as a 

consegueace a greater f l a w  of funds overseas, where it will &e beyond the 

effective reach of the LEE t a x  net. Any discusioa of redistribution by 

fiscal. wsns wbfcil does nor recopfze  tb existence and importance of t h i s  

avenue of escape f rom focal taxatiam aust be characterized as hopelessly 

unrealistfc . 
b) Tax "sheliters" within the ceuntrv. R e a L l s n  a lso  d i c t a t e s  thar 

one recognize the existence (and probable inev i t~bfh5ty)  of areas withkn 

lnos t LDC. economfes where factor incomes are taxed; sc effectively lower 

rates than in other areas. As f a r  as capf r a l  is conceraed, there i s  usually 

a relatively high rate o f  taxation of corporate profits, s lower. rate of tax 

ZI It should be noted tnat the m e  of the black narker as a whic=Ie far the - 
transfer of funds does not 5.a itself laver the y i e l d  perceived by the LDC 
investor. If rhe officiaz exchange rare is Rs. 7.5 to the dollar, and tba 
black wrkt rate Rs. 11.25, it  is true that it takes 50 percent more 
rupees to buy a hZzck izarket GTalIar than ex cf fbc ia l  one, k t  if tke 51afk 
narket dollar is invested abroad at a yield 05 8 percent, and if the 
proceeds of the investment are then transferred back to the country of orf~tn 
at the black tnarket rate, the y i e l d  in rupeet is aZso 8 percent. BXacl: 
market transsctfons run r i sks  of 2etection (thocgh in fact the likelihood 
f &  spall) a33 of changes fn the relevaat exchange rste brtweea the tine of 
lsirjlal h m e s ~ n t  a d  the the t h a t  furrcis a w  repatsirited, but: the fnvefit- 
merit yield itself 5s unzffected by the use ef the black market tu transfer 
funds. 
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applying t o  m a ~ y  zor,-ccrrparate e c t 2 v i t i . e ~  (a , g ,  fsm:z:;, ;:??~i; ingj,  s n i  

no tax ac a11 a;.: the  bpured inccne fzon ovxe:r-occ~oled hazsing, 

In addftfor, theere are ~ f t . 2 ~  spdc5ai t a x  iricenti-ye srhenes ab.ed st attracttag 

4unds to bachh;czrd regicr.~ :e.g. Gorebeast Brazil) or to specif %ad activitfes 

(e.8. law-bcme rent21 Fomingj. 

With respect to Iabcr irrcone, such special provisioas zre far less 

c m n ,  Sur substantzisZ differences ia the effecti-~e burderr of taxation 

arise through differential evasion, Tbarg taxation, a t  the source, of 

salary incomes thw g%ves rise ts prsr"ession;rl services being carried on 

mder specfa; cnztzsccs ~ r r t s i d e  the forn;il salary strcctuze of the firm. 

Sini larly,  heavy taxes 0~2 wage incomes lead t o  thc subcantracting of simple 

ziaoufacearring prockszcs r c  sr;lal: supplier f i m s  which are ia a better 

position than large ca~.~panies to avoid or evade such taxes. Eaen where 

direct subconrracting is not =dertaken, i t  appears tFat :he relatrve'tg . 

heavy t e a t i o n  BE wage tnc2 salary Racones i n  "organized" i d u s t r y  (e.g. 

modern tezztfle firccs, superejrkets, dopartzent stores, etc.) is a key factor 

Zn the suavivaZ of cmpetitfve activities (e.g. hafidicraft textiles, smell 

retail shops) in the f ' ~ ~ o r ~ a n i z e J "  sector. 

c) Tax evasion clearly plzys a role in the processes discussed under 

a) 3118 b3 above. 'Lz m e r i t s  a separate heading zaainly to underline-fEs 

ubiquLcy a d  ioevitabf lf ty. Thfs fr nat to sap thorc. efforts to aztack tax 

evssfon are i n  vain--quite t o  the contrary, srrch eSforts are utterly essential 

far any rcasoa5le degree of e.qui&y inn taxation. But 1 do feel t h e  a frank 

recognltio~ of the phenomenon oP e-~aasion is required for the d e s i g n  of an 

equitable tax sys t a .  To gretlead ttha t famers , shapkecpors , and independent 

professionals pay izcmze tzxes 7dth aqthfng like the same f i d e l i t y  as wage 

a d  salary tzoricers ssb fect ta v-rithlzoldtng only leads re a% exaggerated 

reiiance bsfag placed on personal incme tsxatiorr as a revenue source, and 

tc a consequently greater  degree 05 horizontal lnequity between those wha 
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. - ~3n;lr~t e v ~ d  :.rk$ :. ? .  . : . . , .... I -. S I P  tax and the other groups - :::: . - 5 i e r  

~ ~ r , e ~ s  f ; ~  evaa<s*z --,:fi:~r. - -  * r 2 e  :2.,;~-~ gf w j g d a  for ~ Q . E +  :-" "' <S 2~ cczbfne 

a d lwers i f  Led :ax p3rrfalSo (so that those groups w h l c b c a n  evade a gartfcufar 

t a x  are a t  lcsst piekei up on o t k r  taxes ia "e pckege) u f t h  maderere 

rate structures { t a  Z i n L t  tbe izceati* to evade] and energetic enforcement 

(to 1imf .z  ehe deg~se af response 50 ahazever incentive exists).  There can 

ba no doubt, h=e;ar, t h a t  this strategy has the effecZ c;5 biuntSng the 

apparent ~ s s i b i l i t i e s  for strongly radistribc~ive taxation--a conclusion 

vhich, in my vizi-i, should be takeii as a Eacr, ar' Life. 

d? P'oX5tPcaI cor.streints Ps ~robabk-f the best term uzder which t o  

summaries the reascns why strongly redistributive taxes may not be levied in 

t h e  first p laca .  Yhe C. S., is able  c , ~  have marginal income tax rates of 

50 pxcent  on personal fncoms of, asy,  e t h s  the per captta GIG?. Such 

rates sre evaded to s m e  extent azd by ecm.e grorrgs, bus they are  paid  Sa 

full by srrl~ried vorkers subfect to wfthholdfng and by others. Sut whor can 

be taxe6 fn the U. S. our of incomes of S50,OW per year and nore, carmot be 

done in Zndia at.. iacows of  $890 p e t  year an2 up, or in Central Bwrica on 

incomes Fx extess of $&,GOO or S5,00Q, Part of  the reason why it cannot: be 

done lies in r e a l  fsctors like those mntioned under a) and b) above. But 

a very h p r t a n t  part Lfes directly in  pol%tieaL factors ,  Put very s h p l y ,  

hesvy taxation of incones above zhe InZiea ted ff p r e s  souid d i r e t c l y  hit the 

very cfvfL sexvants who desigrs and admlnistet the tex structure, and a l s o  

the legislators who put it iato Law. Ir. s p i t e  of the fact thzt  their incomes 

put r3ee Ln the top ~erceati le  or two of the izcme distrtbutlan, these 

groups, %y and large, do l o t  ccnrLdsr themseZvos as rich, bur rather as 

pert of 3 strrrggliztg aibdLe class, Their t a s t e s  an2 consuntpk%on habits ere 

not extravagant by LnternztionsL r t o ~ d a r d s ,  or even In terms OT the t r a d i t i o n s  

of the e l i t e  in their own countries, Tbe f a c t  that these people are 

demonstrably a ?art of the very upper s t r a r m  o f  society in t h e t r  awn 



h y r i s h e d  natians does not uaks ehes any : s ra  eager or willing to hpse 

- .  new, heavy, tax burden? e:, L:i::,, -.<-. long as this  rttkituda prevails, 

and es loag as the groups Fn qceselon hewe the pol;,rszl cLeze Ca z ~ k e  it 

stickr ecmn 'J. S. -style progressivi", yfr. incme ra::zticn v i l i  rmafn our of 

 he raa@ o f  possibillrg f ~ r  The L33C 'S i=1 qrxer'Sfor., 

e) The incidence ~uc\st5on is in a sew@ 6 h p h y  the reflectfon of rhe 

Eorces referre4 t;o aboi;s. Tn very brbsd car,= caz Be swmarfzed w i t h  the 

comment tha t  t a x  structures are Tf$zLy in f a c t  to be a Tot less progressive 

than Ebey Look. If, 5c;r exaqile, the axners of cap'lral in an L X  have access 

tc sutIeta for their  5 ~ : Z s  In the c.;osid capital  rsarket a t  yields of 8 percent, 

efforts to tax the I A S ~  C Z  those funds a t  home will have the effect of a 

further capital  outf;cw. Er: a i l  Etkeljlfiood, the zCPnaL result will be that 

capital  invested 32 h~);39 sill st i l l  have 3% afrer-tax yield af 8 percent 

(or whatever is jud3eci by the investors to be reasoznabLy comparable w i t h  

the yfnhds obtazrabie oc the internatforel mirket] . kf ihe taxation of 

income from capital ar home is light, lots of fuads vi.11 stay a t  hme, and 

w i l l  produce a before-tax y l c l d  of, say, LO percent. If the relevant taxa-  

~;7n is heavy, noze czpftal. will 5 Zsw abroad, and that which seays a t  home 

may end up w t t b  3 before-tzz ylet,d ef, sey, P6 pereerie. In both of these 

cases the P9C wmrs of capt ta l  are really in c'ne saae fzscome position-- 

earnfag 8 percent a 2 M r  taxes cn the+r rcves tseaes . But La the f i t s t  

case they appear to be bearing hrxr* rsxcc, and ia the second t o  be beating 

high taxes. In fact ,  at the exarzple was Zrsmd, the burden af raxarlon erz 

inkcme fron capita's. is in both cases passed orn in the fom of higher reel 

product prices or laver r e a l  wsges or both. Zts u l l h t e  incideace w i l l  

depcrtd sn the bi.strlbt?tion aaoag I:: - o m  grcqs  =rf tile consumptioz or" the 

affected products, end on the degree *;tf sebstituta'ailfty of labar for 

capital fn the  affected aceivieles.  8ut reasonable values for the relevant 

parsmeters covering these aspeers of Lnciciz?nce would swely lead to the tax  



belag effectively mere Like 2 consmpciozi t a x  s d / o r  a general wage t ax  

than a tax which truXy reduces the r e a l  t z c a e  r-C -9pttal  owners by the 

amounts collected. 

me incidence effects of taxes work siailarly when labor migration is 

izvolved. f f  some rrresbers cf the affected groDp save out of the country 

as a consequence of the t a x  structure, the before-tax rewards of those who 

reslaia a r e  fncreased, so chat ?ptZents ( f o r  exaxFlej end up paying part of 

the tax burden nominally falling on doctors. 

Where the reallocat5o;d induced by the t a x  sgstes take place wi th in  

the economy ( L e .  by a resbuff ILng of facto* f rorn heavbr-to If ghter-taxed 

activities) racber thgn by a ner uut-nigrseion of labor or capital, the 

altuatSoa is stmewhat different.  &re the nost dfrectly traceable effect 

of heavier taxation af a factor ir. sane activfeies 59 t o  Xwer the real 

rewards earned by the s m e  factor in lighter-taxed activities. Thus, for 

example, the heavier taxatioa of corwrate earnings operates (in the  absence 

of out-migration of capftal   fro^ the country) to drive dawn the rasardrds 

earned by capital in ncn-corporate uses, S h i l a r l y ,  the heavier taxation of 

the earnings of salarfed professSowls works %a the direction of lawerifig 

those of professionals in fndependent practice. 'Jnder certain circumstances 

(the so-called Cobb-Douglas case is the best example), this process simply 

works as a tax-spreading device--the tax oa the income of corporate 'capftal 

fal ls  i n  the final analysis on the income of a13 <i.e, corporate plus now 

corpqrate) cepitaL, and the tax on the earr.ings af salaried accountants is 

spread ultimately amng a11 (i.e. salaried plus self -enployed) accountants. 

This "tax-spreadhg" effect, which means that when a parsfculat factor 

fs subject t o  higher taxaticla i a  some activirAes than in others, the effect 

of this  higher taxation is felt by similar factors in e l l  activfties (even 

those subject to little or no eaxatforr) is the clearest impLfcation of 

incidence theory when out-migration is not a sfgnificant el-nt in the 



picture. Brt chere my be other effects as well--czrssfng h p a c t s  on consumer8 

- .  as a group or on zhe reel esmfngs c r  :z:,L-- wr~odurtivG. faergrs. I shall not 

go i n to  those effecrs here, hmever, siace one cz;:s;,c-t gerters iize even about 

their direetfon w t t b c i t t  ka=Ledge of the parciculers of =he case a t  hand. 

TI. Sme RedZs~ributfoml FPsca l P93icy  Exercf ses 

The discessiotr of t5e preceZing secciun can best be viered as a 

spxfngbsard far the snaPysfs s!:cs= so 59 2resexted. It is a springboard in 

the sense that ,  to pass frm the ;revi~t.s section to the exercises we are 

about to engnge k, a cestsZn Leap is involv~d--t5a exercises are not the 

logical cortsegwsce of %%at weaz before, but are, I hope, motivatehnc! made 

plausible by f r. 

The paxticufzs =at Chat 2 ~ 0 u l d  like to extract from the previous 

section for use ftr what is to f c l b .  is the jtd-nt that ctrese sre stzong 

grounds for  c a u z i m  and deliberation in the 5es.l- cf zax setustvrcd. :a 

particuZar, crude arit*=ticai exercises piirprting "r'2 show 2he r e d i s t r ~ ~ u t i * ~  

potcr;tial o f  the 18x syetexu should be v i e w e d  wft"l skeptiefsa .  I hope that 

enough skepticianr has been implanted fo the n 1 d s  of zy mrleade~a thar sheg 

will be willing to accept: the follawing self -imposed  rule^ for judging whist 

can plsus%bly be do= by progressive taxation i r n  an J9C caatext. 

A.  We w i l l  tonst6er progressive eaxaticn to k g i a  at a live1 equal 

to the average per-fa~ily {or per-earner) incone of the country. 

3. We w i l l  cons5der applying only moderate rates of t a x  (say 10 t o  25 

percent) to incones Lmnediately in excess of the average described 

in A. Thus, earnings 2x1 excess of the average, 5ut less chan 

1 1/2 times ft would be taxed a t  rates no gceater than, say, 

10 percent; and earnings between L 112 and 2 1/2 times the average 

would be taxed at ratcs EQ greater than, say,  20 percent. 
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6 .  For ineclnes substosntially tra excess of the average, higher rates 

can be zppXied, but '.,keg shou?.d only gradzzally approach a 'Limit of, 

say, $0 percent, anc? t3is l ir~ft  should cme in to  play a t  incomes in 

excess of, say, f ive as s l x  times the Gverage as d e f i n e d  in  A ,  

These rules e w  in fzct quite  i'~ptllmis+,ic" ones, \when it comes to 

assessing the redisenibutive potential 04 taxes in an D C  envizoment. 

Pecban and Okner, in a receaf mo~agragh have azsafysed the entire U. S. 

tax systen (federal, state,  and local) under eight different sets  ( v a r f a ~ t s )  

of incidence assmprions. Uzder none of these sets does the average rate 

05 t a x  of the 95th preenri le  of the L n r m  distribution exceed 25 percent, 

or that of the 99th percent i le  exceed 30 percent, or that of the top 

percentile exceed 40 Fercent.U Our " s h d a t i o n s q t  for IDC's, m shall see, 

come quire close EU these figures, when ca&Lared w i t h  a '%ase4' of proportional 

taxation (such as might be prmide6 by saSes or value-added  axa at ion) 

striktng a11 ir.sme groups a t  a rate  of around I0 percent. 

We start  with a hypothetical UX. fpccae dfetribution which i s ,  in 

relattve tern, a b f t  amre equal than t'mt reported by %er,kmaa end Okaer 

{Table 4-2, pa 46) fez the 3. S ,  ~ o l d & L Q  a d  (2) of Table Ia present 

this distribution. X a  Col- (3) the average iacane of each fractile, 

relatfve to  the overall n a t i ~ s a l  aversge, is caEculated. Where t h t e  relation 

exceeds unity, the excess over one represents what ruLe A would pe+t ea 

be tapped for progressive taxation, This excess i s  sbcwn in CoZennn C4). 

Column ( 5 )  gLves the margSnal tax rates which were a p p l h d  t o  each group's 

incmie, fn accordance with ru're -8 and C. 

The derivation o f  the average tax per wit fn the fxact i le  group, 

presented ,in Column (63, was done as follows: for the fourth quinrl:~, the 

2 /  See Joseph A. Pecfrman and Benjamin A ,  O k ~ e r  Who Bears The Tax Burden? - 
(Washington; The BrookLngs Institution, 1974) Table 4-4, p, 53.. 
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rate of 10 percastr uss applied to the tax  base of 0.25 "av~rcerpe incoraes,'bhm 

in Golunn (4). For 6bs r~Q:%h. decile , : . : ~ f , " a  a taxable fnco~. of 0.50 

f r m  Coltnnn (431, the first 0.25 was tauen to be tzxed a t  the rate of 

'LO perceat, a d  the secmd 0.25 vas assumed CO be taxed a: a rats  sf I6 

percent, the total  resulting tax being .065 f a  ( . 25 j  x (.I) -E ( - 2 5 )  x (,I631 

"average incomes." The rest of Coftarn (6) is built up in the sane way. 

Far the 91st - 95th decite, "taxabl,e LEDOP~~" i s  2.00 "averag. %x~comes ." 
The ff rs t 0.53 of this  would carry s tax oE .065 (3s calculated above), t o  

which would be added a t a x  of 20% or. the seconrji 0.53, yieldlag a totai  tax 

sf ,165 "average h c m e s . "  

In C02lan?l ( 7 )  t5s zwrsge tax  rate for each group is fotmd by div fd fng  

the calculated tax E @ o ~ m a  (613 by the average Income of gRe group f 602umxk (233 . 
Finallys i s  CoZmm ( T I ,  the t o t a l  t a x  of each group is ca1cuB%6sdS as a 

percent of total  income, by multiplying the average rates of t a x  frm 

Cohmn (6) by the percentege shares [ from Golstrpn (2)l  of each group Ir; 

tota,l income. 

The global total  of Pax collections under rha hypotbetieal setup 

BepPcred in Table Xa Es 6.3 percent of the t o t a l  incarre of a31 groups taken 

together, This is a sLzeab2e sum, viewed i s  f iscal  policy terms. And be is 

to 3e emphasized that: the tax system fn question (vfe~~ctd as the progressive 

component to be added t o  sme pl~op~rtionaE base) i s  signLficantly.more 

progressive rhaa $he U. S, t a x  system under any cf the incidence variants 

oxploxeci by Pechrnan and Ukner. I t  is thus probably qui te  unrealistic to 

expect this strong i a t a x  performance from a typicaP LBC. Baa: we shal l  

explore its consequences nanetheless, wlth the aim sf setting outstde l h i e s  

WwidLess to say, Ehe tax sLde OE the fascal rquotlora 00-4 not by %ts= lX  

tffesr;uslre a i r s l l  rediotributilon, P& &is the expenditure s i d e  must also be 

taken into account. Thfs is done in Table fb, where the assumpf ion I s  made 
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that the benefits assoklatad  tit!^ the axpendituze side ere distributed 

LntEong gstol~ps fn proportton t o  t!:eiz inconos. Tfia net gs:cins and lasses 

accruing t o  t h e  different incone groups d e r  these assmptfopzs are shown 

in Colerina ( 5 )  of Table Ib. The most notable feature of this Table i s  the 

relatively s m l l  degree of beneftt received by the Lwet Lncme group, In 

spire of the qulce progressive eax ~cructure.  

t This draws aetenrloi t o  the obvious pofnt that the expzditurr side has 

a very important inf Iuence an the ultimate redis tri5ueive properties of the 

f i s c a l  aystew. 

7:iifortunately: OUF cagacit y £or  quantifying incidence T:i- i~ctnne group 

Is even a w e  ' l*h i ted  or, the expenditure than an ebe rax sfi,, so f shall. only 

make a few general statements here. A great many government ourlays go for 

general purposes (administratfsn, police, the courrs , na tiona 1 dafense) whose 

assfgmenr: as Senefgts ta particular income groups is necessarily quite 

arbitrary. The 3 l l c t h - i  thaf; these benefits aw roughly proportio~tal ta income 

and/or wealth, however, seem a t  least t o  be a plausible apprcxhatf on. 

APlacati~n in accordance with 'income also  s e a s  t o  be a sensible basis for 

goverI:ment expenditu~es on such items as highways a d  other fnfrastrrtcs.uare 

twesments, insofar as their costs are not covered by dZrecr Jser charges 

(whf ch far present purposes should nor be counted as taxes) . T&en one asks 

wha5 are the expenditures that can reascrrably be allocated on a per-ilspita ar 

per-family-unia: basis, they ruza out to be relatively few: prinary educn2lan, 

publicly dispensed nedicai sel~ ice?; ,  and family allmances [in smlr countries) 

seem :o be the best candidates here. (Actcally, many famZly-a2lm?ance setups 

apply on3.y to certain categories of veskers, ;?hf..ish exclude the very poor; and 

public secondary and higher education has b e n e f i t s  which aL least in WC9S are 

cnncentrated d + ~ ;  ropsrtlonately among the r;~ell-to-do .) Expenditures zhat 

are truly concentraced toward the botEm e d  of the income distributLon are 



TABLE l a  
Wypothe?ical- Pattern of Income Distribution With Progressive Taxes (u, 3,-Type Distribution) 

Fractile of 
Incomo 
Distribution 

Percentage Average Excess of Marginal Colcul.atec Average Tota 1 Ta:t 
Share of Income Froctile Tax Rate Tax Per Rote of In Frac- 
T o t a l  Income in Frocti le ,  Average Applied Unit in Tax i n  t i le ,  as 
Received As % of Income Over F r a c t i l u  Pract i l e  % uf 

Wa t iona 1 Ifa t: tono 1 1 =(6) (3)] Toto 1 
Average Income Average f ncme 

-111- 
I I =(7)x (2 5 1 . *& - 

Lowest quirktile (20) 5 

, Second quintiie (20) 10 

Third quint i l e  (20) 15 

Pottrth quintf l e  (20) 2 5. 

Ninth r dacila (10) 15 1 .SO 

91s t-95rtl percentile ( 5 )  10 2.00 

96th-99th percentile ( 4 )  12 3.00 2.00 .30 ,465 .I55 1.860 

Top percentile (1) 8 - 
TOTAL * 100 



Group Gains and Costs of Pzogressive Taxes Ccrm Propcrriona l Expend irures 

(1) - (21 131 (4) (5) 

. Fractile of Percentage Costs of Ga ins Net Gains {+) 
f ncome Share of Progressive From or Costs (-1 
Distribution Tota 1 Taxes Bropovtiona 1 

Income @ X O ~  Expend itures 
Received Table Ia. 

Col. 8 )  - 
Lowest Qulntile (20)  5 -- +. 325 +.3L5 

Second quintLle (20) 20 - - +.630 +.630 

9Pst-95th percentile ( 5 )  10 - .830 + .630 - .ZOO 

96th-99th percentile {4] 12 -1.860 + .759 -1.101 - 

, Top perceaiile (1) 8 -2.465 + ,501 -1,964 



even harder to find. %is category could %nclude welfare payants %I? 

developed countries, k c ,  few TUX'S beve direct welfare programs. Within the 

1W36'S only a few cases can be found (sach as Endfa's famfne relief and 

rural works progrms) fn wh%c.fh the benefits of govermerrt outlays accrue 

predominantly to the paor. 

Thus I believe tbat the type of redistribttS.cn implied by Table Ib can 

probably be taken as an optimistic asseemnt of what fiscal policy is 

l ike ly  t o  be able to do for incorne distributfon in most ZDC'S. The effect 

2s certainly small, f f on@ starts with gracdiose hopes of a major fplpac2. . 

The G%ni coefficient for the d f  stribution of incorae represented by 

Columns (1) and (2) of Table Ia is .402. That result when Coltmn (2 )  is ad- 

justed for the transfers shown in Column ( 5 )  af Table Ib is .372--only a 

nodes t change. 

If the above gives a realistic picture of the possibilities of 

f f sea 1 policy, based on the assumptioa chat expenditure incidence is 

proportional, one may perhaps bnpuire as t o  what would happen i f  the moneys 

raised from raxatgon were spenr mrcb more equally. A n  attempt .in th is  

dtrection is reflected in Table 'PC, where the asswptian is made that the 

sam amount of revenue as 5s ixtvolved in Ctre tax explored in Table 5a 

Ls Znstead raised by proportional taxation but spent 5n such a way .that each 

unit (Pndividuel or gamily, as the case may be) benefits equally. . This 

last is an absurdly opt%mist%c asstamption, Exom the point of view o f  

redis tritiution, but we explore its consequences none2heless. Its implied 

effect. on income distribution is given in  Column (51 of Table LC, Here I t  

is seen, as should be expected, that the lowest income strata are more 

s t r ~ r & ~  benefited than is the case with the h p l i c i t  transfer explored in 

Table Ib. But nonetheless the overall change in incame distrfbution is 

again modest, wLth the &in% coefficient being r@duced from .402 to .3w 



TABLE Xc 

Group Gakns an2 Costs of Proportional Taxes Cm. Equal Expenditures Per Unit 

FracEile of 
Income 
Distribution 

Lowesr quint i l e  (20 )  

Secorid quintire (20; 

Thfrd quinrlle (20) 

Fourth quint5le (20) 

Ninth 1 decf'le (10) 

91s t-95th percentile 

96th- 99th percenti Ze 

Top pexcentile (I) 

Percentage Costs of Gains from N e t  Gains (+) 
Share of Proportional Equal Outlay or Costs  I-) 
Total Taxes Per Unit 
Income 
Received 
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TabLes IIa, XIb, and I f c  are pzttemed after ?I.; - n t r e synd fcg  Tables I, 

the only dffferecce 3eTrrg that the a s s w e d  Incmie 6is"cribttsiu:l is nore 

u ~ e q ~ a l ,  more clcsely c . ~ ~ r c - x i ~ a t i n g  present-day reality i n  m ~ s  t L X  'S. 

Together with the strerzking 05 the upper ta i l  cf the incme d i s t r ibut ion ,  rhere 

is a correspoading sttetchiag of tbe range over which the assuned t a x  

races apply, hut the general F t t e m  cf rise of nzrgiriai rztes from 10 

psrcenz t o  4.0 perce-t .L; siaflas to C52nat in Table Ia. =e shi f t  in 

assu~ptions between the Tables of set I and those of s e t  11 has very l i tt le  

effect on the  overell conclasizns to be dram from the exerclse, With the 

more unequal. d t s t r i b c t l o ~  s f  Tables 11, a s o m ~ r ' h ~ t  larger fraction (8.5 

versus 6 . 3  percent) of to~3: knccme 5s raised by the assused progressive 

tax pattern. The ztet redis t rLbutfon revealed 5 3  Table I fb ,  where the 

progressive tax i s  joined t o  a proportiora2 expenliture pattern, is a l s o  

sonewtrat larger than that  emerging frm Table Zb; but the basic picture of 

a very modest h p ~ c r  on the lowest: quintiles of the distribution remafns. 

The Gin% coefficient f a l l s  from .A98 to -662 as the distribution of 

Colztmn (2) of Table IXa is modified by the transfers shown in Column (5) 

o f  Table ILb. 

fie distr ibut ioxl  s h i f t  eatailed i n  sh l fZ ing  f r o m  outlays pro'porrional 

to i ncme to equal outlays p r  u n i t ,  is (as ~ h ~ l t l d *  be expected) no?e masked 

when the underlying distriburion 0-5 income is more unequal. The transfers 

sha? in Colum9 <5) of Table 3Ic teveal this ,  5 ~ t  the Gin5 meeFciect is st i l l  

, -/ re*l::ced  fro^ .49em to .<>a. Ace the sLgni?iccycz o< ?-+-en t>is fall 3zst bc 

vi;..yr "=-T'.are.J by the  ~ e i d i z a t i o n  thz% %he i ? s s :x~~t io~  of -ec_iial p n r , - ~ + t  e q e z d i t w e  

incidezee (for .z slgniFican5 :k.actlan of tczal 3 ~ b l i c  outlays ) is +Listinctly 

.r?xtrcm, 





Group Gzirs and CosCs of Pzogrcssive Taxes Cum f roporziona l Expenditures 
(LX-Type Dfstribu2ion) 

SractLTc of - rncone 
Dis t  tibution 

Pcrcesiase Costs of Gains Net Gains (+) 
Share oT Zed i s  tr ibuz ive From Or Casts  (-3 
Total Taxes Proport iona l 
'incom Expen6itur.e 
Received 

Second qutntile (20) 8 - - . GaC -;- .680 

Third qcintlle (20)  12 - - 1.021 s-2.021 

91st-95th percentile (3) 12.5 -1.200 1.063 - ,137 
96th-93th percentile (4) 16 -2.460 1.361 -1.599 

Top percentile (1) 



Group Gains an3 Costs of Proportional Taxes CUR Equal Expecdifures Per Unit 
( I iDC-typ Distribution) 

Frsctile of 
Incoae 
Distribution 

fercentage Costs oE Gains fron Xet Gains (4-f 
Share of Proportions i E q a i  o a ~ i a y  or C a s t s  (-1 
T o t a l  M iaxes Per Errit  
Inco:e 
2ece Lved 

Lowest  quintile {2$] 4 - ,340 -:I. 701 i-1.361 

Second quintile (20) 8 - .680 41.731 +1.021 

Third qufntiie (20) 12 -1.021 +1.70i - ,680 

Fourth quint i l e  (2C) 23 -1.701 +I. 701 - - 

%st-95th percentile (5) 12.5 -1.953 .426 - .5?? 

96th-99th percentile ( 4 )  16 -1.361 ,340 -1.021 

Top percentile (1) 11.5 - ,978 .085 - ,893 
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1x1. Dbservaiions on The Stru~zle for Grearer Equality 

The - 3 3  Z ~ S G Q T ~  eizerging frm the preceding sectici;; is = h a t  thcse i.:ho 

are striving to inprove the dgstribut2on of Cncorne fn LDC 'S should 5s prepred 

for a long, arduous, demaading, and oftez frustrating straggle. The 

reaLfEles of ~negual income distributions are stark, bu; the limitations and 

constraiats that  stand in the way of fmprowaent are equally strong a d  real. 

There i s  no sizple trick or touchstone, short af totallq- uprooting the 

exksting econonic, social, and political structure, riist i ~ i l l  wirh cne o r  

two or three strokes substaatially alter the distribut5caal pic ture  that we 

now observe. The challenge is one of mustering the forces for an essentially 

permanent struggle, w i t h  many batt les  that are  purely defensfve, and others 

that gatn ground b i t  by bit as a result of hard and crratinuous effort. 

To give a sense of the directions that such a szruggfe c ighr  take, I 

present below an i l lustrative listing of some p o s s i b l e  measures to &prove 

the distribution picture : 

a )  Elbinate  the income-tax exemption of bputed  rer-t on ov:xer-occupied 

dt7el l in~s.  There i s  probably rto single f i s c t l  area i n  which the 

cause of equalfty could be more directly and surely pronoted than 

this  one. Countries in which the very poor s l e e p  in the s t ree ts  

are nonetheless implicitly subs i d  &zing the hornrag oi zne. ;real thy 

to the tune of thetr marginal income-tax rates tiws the inglicft 

rental i n  their d w e l l h g s  (often two or three per family). This fact 

is clear, yet the polPtica1 resistance to t h i s  parfleular r e f o m  is 

fncredFbly strong, and comer fro3 hmemers of a l l  ir.ccme Levels, 

and even from those rho, though they do not a m  mvr: 'nauses, hope asd 

plan sme day to do so. 

b )  Shift part  of the weight of progressive SaxatLon from the income t a x  t o  

a progressive cons~~~~t ion-exaenditure  tax.  T b f s  , so my knewledge, is 



the bes t  way t o  inscce the re;ratrf 7'' -: PC :apf:e l he'd abroad by 

narioaals o f  the cocntry in qocstfoa: ee d e t e r  f c r e h z i  capital our- 

f l f f ~ ~ ,  azd to captcre vithin ;kt lots i *.,, --x net t he  expenditures made 

by natbnals  traveling sbrozd {aa L,,-,porrsnt cztegory of luxury  spending 

3 i i n  nearly all coxsxtrles, but p~rriculsr! .y  so for :he smaller ones).- 

c) 1n;pro~e assessment procedures f t r  prcpzrty zsx FurFoses, preferablv, 

by shiftlriti: to a self-assessmnt ac i r~e - .  The property tax ,  as 

presently adninistered, i s  shot thxoiigk w i t k  Fcequities . Assessed 

valces a i f f er  from market v a ! ~ ~ s  2x grossly d%ffel-ent d e p e e s  on 

diffiiren: properties; inflation texds :c 5t reflected in assessxents 

only ~ L i e r  incredibly long lags;  araJ corrcptfon is rife in the 

assessment process i t s e l f  In =any coucrries. A self -assessment 

schene (particalarly the market-enforced ~ s r i e t y )  v c x l d  go far  t c  

0 ;  
rectify a l l  chase deficiencies.-' 

d) Cate~oricslLy eliminate subs id  t z e b  h=:siz: for those above the  

mediaa incone. It is ny general ic,sreas :an that aost bsnef ieiasies of 

public  housing in LDC'S are i2 farz i~ :ks =?per hz l f  of the iacome 

discribrzt ion. 

e) InstLtute eleetricitv rate strrrctures r f iat  reflect the t rce  econcziic 

cost of pdrcx  qenexatior.. T5ere csr. be ;:r:le jodL.t t f s t  tile cross- 

sectional d e n a d  for electric power i s  income e l a s t i c ,  yet th i s  is 

one of the aose ubiquitously subsidized p u b l i c  services. 

f) I n s t i t u t e  substant ia l  tuitron cbrngzs for oub iFc higher education, 

with s p e c i a l  provision for t he  f 5nazcfnq of tke educetion of poorer 

students v ia  Loans.) ?his-is c f  part icular  importance 

3.  For elaboration on these pai~ts, see ay '*The Tsnananfan Iccome Tax System: 
A Heterodox View" ( m i i i o ,  June i973). 

4 .  F o r  more on self-assessment, see "lssues cf Tax P.eEom. for Lat in  America," 
in my a t f o n  and Welfare (Boston: Little,  5rwn d Co., 1914). 
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in LDC'S where f ree  or nearly-f reo- rznfvtassitv edrzcz ?ion is give?, 

predominantly tu t h e  children of the r i c k .  

g) Where cmenpiofment ST:? .~.nGeremp?o~en~ 2-2 SLY l ous  prcblems , 5r.s tirute 

pronram in which the government serves a s  cr, "explover of l a s t  

resort." The govem'ilent, in such cases, can perform a trrrly positive 

function by beiog a "bad" employer, 5.t. by standing ready to cr;zploy 

those who would o t h e w i s e  be destitute, on 2em.s and coxd i t i cas  such 

that no serious conpet it ion with "reg~lar'hnployrosnts is involved. 

Suck programs ha:~e great potential for e n s ~ r i n g  soxe o ~ p o r t u n i t p  t o  

the very worst-off sepents of society Car least those oh0 ars 

able-bodied), and they can also serve a useful fnf oma t ive function 

in giving direct fnformztion on the nature sad exter.c of the ?overt? 

problem. 

h) The goverment should avoid .  in i t s  own ernnlo-vent practices ancI ir. its 

leglslatiori and rezuZa tions covering private-sector eaploqrment . the 
creation or perpetra t i o a  of "labo.- elites ." Labor e l i t e s  are generated 

when wages and conditions in certain protectee seweats of the labor 

market are very substant ial ly  superior to those in the z a r k e t  at 

large. The syndrome of t he  government a s  a "mode!, enployer," paying 

not only greater- than-narker wages but a Lso t h r m i n ~  in a variery 

of ample fringe bene5i . t~  (frse or grossly-subsid ized housing, generous 

retirement pensions, special  dependency allowances, e t c  .) should be 

shunned. The money spent in proiiiding amenities to t h e  labor elize 

is better spent on at t iv i t i e s  that truly  help the r ea l ly  poor. 

i) Tax incentives to industry should be viewed wl:' . *eat S ? I S F ~ C ~ O ~ .  

Wfrile no categorical  case can be nade against  c-  ,ncentLves whlch 

are properly designed to conpensate for nark2t izperfec%ions or 

weaknesses, the fact remains chat nos t tax  incentive schaaes actu lily 



23. 

adopted *%n LDC'S h ~ v e  a r t i f  iefally zitccluraged the use of cepita f - 
intensive nethods of production, and r,?py bawc in addition resulted 

i a  ~ h e  tramfar of substantial  sums frm tkc pu'oifc treasury into 

pure ' ' F r e 4 u c e ~  surplus" in the hands of the or;ners of the affected 

enterprises. 

The above Listfag could readl'ry be extended, but I believe it is sufficient 

t o  support my ~ a f n  conclusions. They ate  : 

i] The attack on the incorne distribation problem should be multi- 

faceted, opetaring on a l o t  of different fronts  a t  cnce. 

ii) There is ns particularly close connection between the  various facets  

of this at:ack. The battles can, by arid large,  5e waged independently. 

ALL do zzt have to be forrght or won sbultanaously,  and gains can 

be had by winning smethfng along any given front. 

iii) Serious p o l i t i c a l  resistance is to be expected along any relevant 

front. Almost by its nature, redistribution (unlike pure trade) i s  

a game in which there nusf be losers as vei l  as winners. And the 

losers ,  being those who already gain from the status quo, are likely 

t o  have subs tant ia l  entrenched pmer in the exist ing setup* 

kv) Struggle is the key word where income redistribution is concerned, 

Mere lip-service to the cause w i l l  do no good. 



Prepared for t5e P~inceto~J3roa"9~~s Incam DistributPon Project 

September, I934 

this pegrar was Initfeliy presented at a preliminary eonfererice 

of authors and discassants, the principal ssggestfon aade vss that the  

analysis rsrrderlping 'Tables IT;, f c ,  LZb and 11s be extended to cover cases 

bui l t  on the assr*mption that mneya r a i s ~ d  by ~XO~XCSSIV~ ta~82ioa 

would be spent in an egalftaria way ( i .e.  equal outlays per  texpaying r ~ n l t ) .  

This 58 bone in Tables Id a.;d fLd, zuad she efzeces of various co&?Scatioi?s 

of polfeies ~n the Gini coefficiezxt ere sUErn:ar%aed an Table 111. (Readers 

of pre2iaisar-y versim should note Ithat t h e  Gial rarfffcients derlved Prm 

Tables Ic and IIc were erroneously reported in that versSoar, and Rave bere 

been corrected). 

As shown in Table III, one gets almat: fdentXea1 G X s i  coefflcitnts 

for the Psogressfve Tax, Proporeionsl ExpendPtnre Package as for the 

Proportional Tax, Zgalitariarsa Expmdlture Package -- under either asswaption 

concerning the basic dfstribution, of incone. 

Not surprisingly, she co&ination of progressive taxes d t h  

egalitarian expenditure produces about twice the reduction i n  the Gfn2 

coefffcient a either of the inteme2iats packages, However, I would like 

t o  enphasiae the gross ranreelism of th i s  coabinotion as a pracfical target 

f o r  a majar flscal reform. It fa certainly possible to f h d  Lncrematal 



Group Gains m.d Costs of Progressive Taxes CUT E q u a l  
Expenditures Per L b i r  

Fracrf le Percentage Costs ~f Gabs fsot? Net Gains {+I 
~f Share of ProgressPve Xqoal OF 

1 ncme Totar Incwle Tcxes (Fron Outlay par Costs (-) 
Distribution Iiecetved Tabla Is, Znf t 

&I. 83 

Lowest 
Guinrile (20) 5 

Third 
Wut i l e  (20) 15 



Group Gains and Costs cf Progressive Tsxes Gym E q m l  
Experidirures Per Unit 

CI) (2.1 (3) (4) ( 5 )  
Frac tfle Perc eneage Cost of Gains from N e t  Gzins (+) 

of Share of Progress2ve Equai  or 
Income Total Income Twes (from Qiitlay per Cosrs (-1 

Distr f bur ion Received Table XIa, Unit 
Cbl. 8 )  

Lowest 
Quintile (20) 4 

Second 5 
Qttinrtle (20)  

Fourth 20 
gufntike (2q) 

Ninth 16 -.608 + .852 + .243 
Docile (10) 

12-5 + .426 - - 
91st - 95th -1.200 - . i d $  

Percentile (5) 

TOP 11.5 -3 -738 t .085 -3.553 
Percentile (I) 



" ~ a b l a  Iff 

.fa2 (la) 1 .498 CIIa) 
1 

None 

Progressive Taxes, 
Praport;&onal Em. .372 (Ib3 

Proporttorial Taxes, 
Egalitarian Exp . .37? (Kc) 

'figures In parentheses give Table from whleb each Gin% coefficient was 
der5ved. G h i  coefficients calculated under the palicy package Labeled 
"None" are obtained from the madfused incme dfstr2buticros given Zn 
Column (2) of 'Tables fa and Xb, respecf ively . O t h e r  Giab coef f fsfents 
are based on rbese Snirial distributioaa, modified by the met l~afns and 
costs shown 2x1 the Tables indicated. 
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expenditures which indeed are dfstrfbuted in az egalitarian way, a d  t o  

finjrace the-, by incremental taxes thaz are raised in a progressive 

fashioh. BuC that is a far cry f rm reorganizfcg the whole oaf a country's 

gwemmenta?. expendlwurce so that they are egalitarian in rheir 

incidence, and reordering its entire t a x  system so as Ec be a9 pragressive 

as our numerical expamples assum. Y e t  zhis type of ma f or -- indeed 
revolutionary -- sort of change Ss that would be required to produce the 

G i n i  coefficients of the Past rov of Table XII. Xence my classificatfon of 

them as unrea2istic. 




