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Executive summary

The recently published guidelines for the mediunmtelevelopment of Latvia’s tax
system (Nodoki un nodevu sisinas afistbas pamatnoatines 2011-2015" have for
the first time introduced social fairness (socmlisagums) as an explicit goal of
Latvian tax policy. Social fairness is further eadped in the guidelines as “a more
progressive tax system” and a “lower tax burdetoarer wage workers and a higher
tax burden on exclusive properties”. The challefoggoolicy-makers is how to realise
this goal in combination with the other goals, artgcular the goal of improving the
competitiveness of the Latvian economy. The airthisf paper is to operationalise the
concept of fairness of a tax system by developingntjtative indicators of tax
fairness. We take ‘progressivity’ of a tax or a tsystem to be the fundamental
indicator of fairness, where progressivity mearat the tax liability of higher income
groups is higher than their share of income andtti&tax liability of poorer people
is less than their share of income. This approaeciud naturally to the use of the
Kakwani index (developed by Kakwani (1976)) whialoygdes a summary measure
of the progressivity of a tax or a set of taxedra=f in this way. A positive value of
the Kakwani index indicates that a tax is progressind a negative one that it is
regressive and a zero value indicates that theesbhrtax liabilities of different
income groups is exactly proportional to their gshaf income. This methodology is
applied to Latvian experience in three ways: i) teeent changes in taxes between
2006 and 2010, ii) the proposals made in the gowent guidelines — removing the
current reduced rate of VAT, 1.5% real estate 2480 income tax rate and 95LVL
untaxed personal allowance, iii) as a comparatorcasider the introduction of a
10% reduced rate of VAT on food. The main resulésas follows:

» direct taxes are overall progressive but indirages are overall regressive;

» the overall tax system is mildly progressive;

* international comparisons suggest that the Lattaxnsystem is towards the
less progressive end of the spectrum;

» the tax measures implemented since 2006 have bberl regressive;

» the measures proposed in the guidelines are overalyinally regressive,
especially removing the reduced rate of VAT andioétp the income tax rate
to 21%;

* increasing the untaxed income allowance and inttimdua higher property
tax are both progressive;

* areduced (10%) rate of VAT on food is quite stigmgogressive even if it is
used to substitute for the current reduced ratieneg

The revenue impact of the various tax changes stggbat the removal of the
reduced rate of VAT and the extension of the prgp&ax would result in more
revenue but not by enough to compensate for the dbsevenue from the proposed
income tax changes. The net effect would be a tatalrevenue loss of 3.9% as
compared with planned 2010 tax revenues. Thuspatiey paper measures are both
regressive overall and would lose revenue. The epatpr proposal of a reduced rate
of VAT on food is clearly progressive and even iiicampensated by removing the
existing reduced rate of VAT would result in an @leloss of 3.3% of planned 2010
revenues.

It is hoped that these results throw a new lightatvia's tax system and can inform
the debate on tax policy in the election campaigh lzeyond.



1. Introduction

After many years of a rather stable tax systenett@omic crisis and the consequent
intervention of the international lenders has esuin a number of quite significant
changes in the structure and composition of Lagviak system. Moreover, further tax
changes remain firmly on the policy agenda. At itgistence of the international
lenders$ the government has produced a policy paper oriumeterm developments
in the tax system. The paper was published dhJlihe as Finance Ministry (2010)
“Nodoklu un nodevu sistas afistbas pamatnoatines 2011-2015” and proposes
four political goals for the development of the system:

1. Stable budget revenues

2. A stable and predictable tax system

3. Improved competitiveness of the economy
4. Social fairness (sodlais taisigums)

The paper also makes some specific proposals vimetide:

» Abolishing the reduced rate of VAT
* Introducing a tax on residential properties of od 5% of cadastral value
» By steps reduce the rate of income tax to 21% 620

» Also by steps increase the untaxed personal incalloezance to 95LVL a
month by 2015

The medium term approach of the policy paper is elceme contrast to the
experience of the last year and a half when taxgés were often introduced with
much haste, with insufficient thought about implicas and when the motivation for
tax changes was simply to find a quick fix to file budget gap.

The fourth goal of ‘social fairness’, which is fluer elaborated in the policy paper as
“a more progressive tax system” and a “lower tasdbao on lower wage workers and

a higher tax burden on exclusive properties”, regnés something of an innovation in
Latvian politics. Here again one suspects the hafnithe international lenders who

have been quite clear on the need to defend thibeimdy of the poorest members of
Latvian society in the fiscal consolidation.

However, the government policy paper offers vetylelito flesh out how more
fairness might be characterised in terms of coadraticators and a major aim of the
current paper is to address this gap. The speagufids include the following:

» To define and discuss concepts by which the fasrnek taxes can be
measured.

* To calculate indictors of fairness for both indiwad taxes in Latvia (VAT,
income tax etc) and for the tax system as a whole.

* To calculate the impact of recent tax changes ondsas indicators.

! According to the 22.02.2010 Supplemental Memorama Understanding between Latvia and the
EU, Latvia had to “by end-June 2010, in congigdtawith international organizations and relevant
stakeholders, prepare a policy paper on long-texxnréform, taking into account the needed fiscal
consolidation and implications for the competitigss of the Latvian economy” (p 7).



» To estimate the fairness impact of the changesAl ¥nd other taxes pro-
posed in the government medium term policy paper.
* To estimate the revenue impact of the proposedgasan

The paper is organised as follows. The next sediters a short description of the
Latvian tax system in an international context.sTisi followed by a section which

provides i) a basic primer on the mechanics ardieficy of taxes, especially indirect
taxes such as VAT and ii) a discussion of the cptscef equity and fairness of taxes
and the challenge of reconciling fairness and gqliitis proposed that fairness can
measured by progressivity and that a good sumnmaligator of progressivity is the

Kakwani index (proposed by Kakwani (1976)). A fdugection contains the main
empirical contribution of the paper and examinesha) progressivity impact the of

the recent changes in Latvian taxes and b) thedsa# impact of the tax changes
proposed in the government policy paper. As a coaipawe also consider the effect
on fairness of applying a lower rate of VAT on fodkhis is a policy which has

sometimes been used in other countries, e.g. Swedé&eland and the UK (in the

latter two food is zero-rated), to mitigate the resgivity of VAT. The estimated

revenue impact of the alternatives considered s® aéported because ideally the
fairness implications of alternative tax changesusth be considered under the
assumption of revenue neutrality.

We see this paper as informing the debate on ecienpaticy both for the coming
October 2010 election and beyond. Taxes and taxmeshould be right there at the
top of the political agenda.



2. The international perspective

The following figures illustrate some basic featurd the Latvian tax system in an
EU context. The following are the main charactarsst

a) At just over 29% Latvia’s total tax burden as arshaf GDP was the third
lowest in the EU in 2008 (see Figure 1)

b) For direct taxes as a percentage of GDP Latviaalssin third last place with
a share of just over 18% (Figure 2)

c) Also, in terms of indirect taxes as a whole Latwvis in third last place with a
share of just over 11% of GDP (Figure 3)

d) However, in terms of VAT revenues as a share @il taixes Latvia was much
higher up in 18 place (Figure 4).

The last is an interesting indicator — nearltla#l countries with a high share of VAT
in total taxes are new member states — of the Lidtdes with the highest share only
two, Portugal and Ireland, are old member statéss $uggests that VAT may be
particularly important in countries where taxes diféicult to collect. In order to test
this idea the share of VAT in total taxes was regeel against GDP per capita
adjusted for price levels, where there is a presiomghat taxes are generally more
difficult to collect in poorer countries, but theAV is easier to collect than, say,
income tax. The results are shown in Figure 5 wlaecéear and significant negative
relationship can be seen between the ranking afitdes by GDP per capita and the
share of taxes contributed by VAT. In other worgs poorer EU countries rely more
on VAT for their tax income than do richer coungti@his result is in line with what
is discussed in Jah (1998) in a worldwide contélxgt the less developed the
economy the higher the fraction of tax revenue gEmd by indirect taxes. This
observation is to a large extent explained by tutstinal factors. In particular the fact
that direct tax instruments such as income taxepaorly enforceable.

Figure 1: Total taxes as % of GDP 2008
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Figure 5: VAT as % of total taxes to GDP per capita (PPS)
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3. A short primer on the economics of taxes
Taxes are normally classified into to two broadetyp

» Direct taxes. These are taxes levied directly on econ@géents. The most
common types of direct taxes are: personal inc@xresocial taxes, corporate
income tax and property tax

* Indirect taxes. These are taxes that are levied on aesvéi the point of sale
of a particular good or service. The most importanirect taxes are: sales
taxes of which value added tax is the most imporiarEurope and excise
taxes which are typically levied on goods suchaim¢co products, alcoholic
products.

Although direct and indirect taxes are collectedliiferent ways, ultimatelall taxes
are paid by people, i.e. by individuals or housdbpland one of the aims of tax
analysis both theoretical and empirical is to asde®wv this burden is distributed
across different groups of people. For examplepiparate income tax levied on
companies will ultimately be paid for by people.dg workers through lower wages,
by customers of the final product or service thiobggher prices or lower quality or
by shareholders through lower dividends. The ultéripayer’ of a tax may often not
be the economic agent on whom the tax is leviedisThales taxes are levied on the
seller of a good or service but typically some broh the tax is passed on to the
buyers or consumers of the product. In other wdh@sincidence of tax generally
deviates from the initial pattern of its imposition

Taxes are usually imposed in order to raise theme®s needed to finance public
goods such as defence or merit goods such as emtucathealth, so the main reason
for imposing taxes is theevenue motive. Additionally, taxes are sometimes imposed
to influence economic behaviour e.g. carbon taxéschvare aimed at reducing
carbon emissions or congestion taxes aimed at ieglucban congestion. A third
reason for imposing taxes may be to explicitlyuefice income distribution — this is
typically one of the motives for applying progregssincome tax rates. In general any
tax will have an effect both on revenues and omesutc behaviour and a good tax
system is one that on balance minimises the ecanonefficiency costs of achieving
the desired goals of tax policy. Of course, thesy mot be universal agreement on
what exactly should be the scope of the state awiging goods and services or of
influencing income redistribution and often disagrent on these issues is related to
different views on the non-revenue effects of teexgs the effect of income tax on the
incentives to work or save.

3.1 The mechanics of an indirect tax®

We consider an indirect tax (sales or VA\Tevied on sellers of a particular good or
service that is provided in a competitive markehéve a competitive market is
defined as being one where no seller is sufficyelatige to influence the market price

% This sub-section may be skipped by the non-teehnéader.

% In the context of an isolated market with a singfigge production process VAT and a sales tax are
equivalent. However, if there is a multistage pescéhat involves different agents then a sales tax
results in the ‘cascading’ of taxes which penaligesduction that involves many independent stages.
By contrast VAT is neutral with respect to the nmbf transactions involved in a process.



of the good). We start by describing the marketldgium in the absence of a tax.
This is illustrated in Figure 6.

Market equilibrium is defined as the price (P*watich supply and demand coincide
(Q*). At a higher price more will be offered tharrdanded so there would be
pressure on prices to fall and at a lower priceethveould be an excess of demand
over the offered supply and we would observe upwanekssure on prices. One
important property of this equilibrium is that ifere are no externalititpresent then
market equilibrium represents an efficient allogatiof resources because the
marginal willingness to pay by consumers, i.e.fghee, just coincides with marginal
cost of provision at the equilibrium quantity Q*.

Figure 6: Equilibrium in a competitive market

) Demand curve:
Price 4 reflects willingness
to pay

Supply curve:
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On the other hand if externalities are present tten market equilibrium may
represent an inefficient resource allocation eng.gresence of pollution implies that
the social costs of the polluting activity exceetvgite costs and the optimal scale of
the activity is therefore lower than generatedhmy harket. In such a case taxing the
activity represents one possible instrument by Wwhie scale of the activity may be
reduced to a socially desirable level.

Suppose a tax at rate t per unit sales is impos€dis has several important
consequences that are illustrated in Figure 7:

1. The tax drives a wedge between the price paid mswmers, B and the
price received by sellers®Rwith = P° + t. This wedge means that the tax
pass through of the tax is 100% i.e. the tax is fully passed ldowever, in
general the tax has the effect that consumers gaghar price but sellers

“ Externalities are effects that are not capturethén private costs or benefits of market participan
Classic examples of a production externalitiesbaes pollinating fruit trees (positive externafitym
honey production) or downstream pollution of anusitial process using river water (negative
externality). Externalities may also be generatgddnsumption e.g. pollution from private cars.

® An ad avalorem tax i.e. a tax that is levied as a percentagéefseller’s price would have the same
effects but is not as convenient to illustrate o diagram.



receive alower price. The exact distribution between a higher consumer
price and a lower price received by suppliers ikedaheincidence of the tax
and depends on the relative responsiveness of dkarash supply to price
changes. Thus, if consumers can easily substitbtr products for the taxed
one then the demand curve will be rather flat dradincrease in Fwill be
rather low. On the other hand if the resources useslipply can be easily
switched to other uses the supply curve will be dlad the effect onRwill

be relatively small.

2. The equilibrium quantity traded in the market vl from Q* to Q". The
effect on sales also depends on the responsiveriedsmand and supply.
Thus if there are few or no substitutes for thedpmt demand will be
unresponsive and sales will not fall by much. Altdively, if the employed
resources have few alternative uses then supplybsilunresponsive and
again market sales will not fall by very much.

3. The tax will generate revenues of t X.@learly, if sales fall a lot as a
consequence of the tax then a given tax rate willegate relatively smaller
revenue.

4. The wedge between®Pand P means that the marginal willingness of
consumers to pay fPnow exceeds the marginal cost of supply) @ there
is what is called a@eadweight loss associated with the tax. The deadweight
loss represents the cost of misallocated resounckged by the tax and it
can be measured in money terms. In Figure 2 thispeesented the area a +
b. Other things being equal the deadweight loskhweillarger the bigger is
the reduction in sales induced by the tax.

Figure 7: The impact of an indirect tax
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»
»

Q' o Quantity

If the market in which the tax is imposed is noinpetitive in the sense of having a
large number of sellers then not all of the tax Wwé passed on. The opposite of a
competitive market is a monopoly. In the case ofamopoly with constant costs and
facing a linear demand curve it is easy to show ttia monopolist will absorb %2 of
the tax and pass on the other ¥2. For market stegtin between monopoly and



competition the degree of pass through will lie sarhere between 50% and 100%
depending on the degree of competition.

What is the situation in practice? Hard evidenceosiewhat thin on the ground but
the studies cited in Blundell (2009) suggest that‘fhany goods we should expect a
full pass on” (p 33) and that pass through is @hjiko be less than 75%.

This broad view is also taken by Copenhagen Ecor®if#007) who note “there is
little doubt that permanently lowering the VAT raie a particular good (or service)
sooner or later will lead to a reduction in thecpriof the good more or less
corresponding to the monetary equivalent of theelowWAT rate. If the VAT rate goes
down by 10 percentage points on a good with a befax price of €100, the price
paid by the consumer will sooner or later drop 0 €or the vast majority of
products. In economics jargon, there will be argiréeendency towards full pass-
through” (p9). Copenhagen Economics also notettieatlegree of pass through may
be different for temporary as compared with permarehanges in the rate and
between increases and decreases in rates.

3.2 Efficiency

Since taxes are normally levied on many commodéaietassic issue of tax theory is
how to characterise the optimal tax structure. @titerion for optimality is normally
defined as the minimisation of distortions assedatvith raising a given level of
revenue. Distortions are measured by deadweighe#osSo the optimal tax structure
is the one that minimises the sum of dead weigbdéde and gives rise to a rule in
which the tax rate on an individual commodity slibbke set inversely to its price
elasticity of demarfd The intuition is clear: a commodity with a lowiqe elasticity
of demand should carry a relatively high tax rated aone with a high price
responsiveness should carry a relatively low tae.rén this way the deviation or
distortion from the no tax equilibrium is minimised

A tax structure based on these principles has néemn anything like fully
implemented. As noted by Copenhagen Economics (206ven the most ardent
believer in efficiency would admit that the praatiproblems of implementing an
efficient VAT system along these lin@®uld be gargantuan. Not only must the tax
authority be able to estimate price elasticitiaseigery product on the market (in each
member state), it may also have to re-estimateetpase elasticities regularly due to
changes in preferences and the introduction of geads on the market that may
impact on price elasticities of goods already om tharket. In short, the practical
problems of implementing an efficient tax systenongl these lines seem
overwhelmingly prohibitive” (p 8).

In practice, it could be argued that high excises$aon say tobacco or alcohol are at
least partially motivated by elasticity arguments.

® The price elasticity of demand measures the %gham quantity sold in response to a % change in
price. Thus, if a 10% price rise leads to a 20%ifakales the price elasticity of demand is saidbé
(minus) 2. If on the other hand a 10% increasericeded to a 5% fall in sales the elasticity idr{us)
0.5. The second case represents a smaller prisécélaof demand i.e. the responsiveness of dales
price is lower.

10



3.3 Fairness, equity and the Kakwani index

As discussed in the introductory section of thiporg the Latvian government’'s
policy paper explicitly addresses the issue ofrtf@ss”. Fairness or equity in relation
to taxation has a long history in the economiasditure. One of the basic principles
of taxation since the publication of Adam SmitWMé&alth of Nations in 1776, has
been the individual’'s ability to pay, i.e. taxesses to finance state expenditures
should be related to each individual’s ability typTaxation according to the ability
to pay has since gained more or less unanimougpt@ue as an equity norm for tax
desigd. The concept is however too general for concreticy purposes since
application of the ability to pay principle requsreas discussed in Tresch (1981),
specifying exactly how much each individual shooddasked to contribute.

In addition to the general ability to pay principleere are two other concepts (or sub-
principles) that are typically considered when assg) the fairness of tax system:
horizontal and vertical equity, respectively:

» Horizontal equity is the property of a tax system that people whe equal
should be treated equally in terms of tax burdemo Tnhdividuals judged to
have equal ability to contribute should be treatgdally, i.e. bear the same
tax burden.

» Vertical equity is the principle that taxpayers with different anees should
pay different amounts of tax — usually that thosth & higher income should
pay higher taxes, i.e. that the tax liability sftbdepend on the ability to pay.

When discussing VAT and horizontal equity, it ispontant to emphasize that
horizontal equity does not necessarily implies doum tax rate. As discussed in, e.qg.
Atkinson and Stiglitz (1976, 1980), when the elastiof demand differs between the
goods in question, then efficiency consideraticass rfoted also in the previous sub-
section) suggest that the VAT rate should alsedif®nly if the price elasticity is the
same, then a uniform VAT rate would be optimal. Example, if two individuals are
identical in all respects except that one likescolhate ice cream and the other likes
vanilla. A system that taxes chocolate ice creamshe same way as vanilla ice
creams might be perceived as horizontally equitdtavever, this is only the case if
the elasticities of demand are the same for thetyywes of ice cream. The challenge
facing the policy maker is how to reconcile equaihd efficiency.

The basic principle of vertical equity is that uoaty should pay unequal taxes.
Hence, the policy maker has to decide how unequedBquals should be treated. In
its general form vertical equity is consistent watlproportional tax burden and even
with a regressive tax burden as well as with a Esgjve one However, usually,
some degree of progressivity is regarded as aatdsifeature of a tax system.

To summarize the discussion so far: ‘fairness’ sedm involve some sort of
progressivity, while efficiency (discussed aboveygests that goods with low price
elasticities of demand should carry a relativelghhiax rate. However, consumption
of goods with low price elasticities of demand dlgugends to rise only slowly with

" See Musgrave (1959), chapter 5.

8 |f for a given tax the share of tax liabilities ligher income groups is on average higher thain the
share of income, then a tax is said tgpbagressive. On the other hand, if the share of tax liabiitie

on average lower than their share of income, theaxas said to be regressive and if the sharevof t
liabilities exactly matches the share of incomettheis proportional.

11



the income; this means that there is not muchr(jf) @rogressivity in such a tax
Hence, the policy maker faces, in many cases,de toff between efficiency on the
one hand, and equity (measured by progressivity}henother. In the forthcoming
discussion we shall consider progressivity at léastome extent to be a desirable
property in terms of fairness even though it coatetiie expense of efficienty

This approach leaves us with the question: How ¢éasure progressivity? A widely
accepted indicator is the Kakwani index (proposedKakwani (1976), for its
applications see e.g. Aronsehal (1994) and Kakwani and Lambert (1998)) which
provides a summary indicator that compares theesbhithe tax liabilities of each
income group or recipient with their/its share méame. Thus, if on average, for a
given tax, the share of tax liabilities of a higlmecome group is higher than their
share of income then the tax is supposed to bergssiye, whereas if it is smaller
then it regressive. Since the Latvian government's policy paper ethi discusses
a ‘more progressive tax system’ as one of the dibes of tax reform the Kakwani
index is particularly well suited to analyse th& tzhanges proposed in the policy
paper from the perspective of fairness. Accordinglwill be the key indicator
employed in the next section when discussing tiradas of both the current Latvian
tax system and of the impact induced by the praphckanges.

To conclude, the search for horizontal and vertzplity starts with the definition of
the tax base. The tax base serves as the defihargateristic in order to ensure that
two equals pay the same tax and two unequals piyett taxes. In addition vertical
equity requires that one determines how unequatigquals should be treated.
Although this sounds fairly applicable, it canna branslated immediately into
policy. To formulate a policy, the government’stdisutional preferences have to be
taken into account. Arguably, hitherto, the Latvgovernment's preferences on the
distribution of income or the distribution of thaxtburden have not been explicitly
stated. Today for the first time ‘social fairnessan explicit goal of tax policy.

® Goods with low price elasticities of demand arealiy goods that are essential to everyday life,
whereas goods which are not essential or have malpstitutes usually have high price elasticities of
demand. A good introduction to price elasticitiesf aemand can be found at:
http://www.mackinac.org/article.aspx?ID=1247

9 Thus many countries have a progressive incomewar though this may result in a less than
optimal level of effort.

™ Formally, the Kakwani index (K) is given by thefdience between the concentration index of the
tax (C) and the Gini index of gross income (G), Ke C — G. If K is positive it indicates progregsy

and if negative regressivity and if zero the taxden is proportional to income.

12



4. Latvian taxes: analysis and ‘experiments’

In this section we use the Kakwani index methodpltm a) assess the impact of
recent tax changes on the progressivity of theiaattax system and b) to conduct an
analysis of the effects of the tax changes propasdtie government policy paper,

Finance Ministry (2010). We term these analyticareises ‘experiments’ since they
represent the outcome of a modelling protess

In particular we examine the progressivity impdct o

» removing the reduced rate of VAT

* reducing the rate of personal income tax to 21%

* increasing the untaxed income allowance to 95LVimenth
* introducing a 1.5% tax on residential dwellings

In addition we report on:

» the impact of a applying a reduced rate of VAT ood
» the revenue impact of the tax changes examined

4.1 Assessing recent changesin taxes
The main changes in the Latvian tax system sineeb#ginning of 2009 have been
the following:

I ncome tax
* Income tax rate up from 23% to 26%
» Self-employed income tax rate up from 15% to 26%
» Capital gains tax at 15% and dividend tax at 10&oduced for the first time
e From July 1 2009 the personal income tax allowanas reduced from
90LVL to 35LVL per month
» Various tax allowances changed mainly in a downvetrekction

Value added tax
» Standard rate up from 18% to 21%
* Reduced rate up from 5% to 10%

Other taxes
» Excise taxes have generally been increased
» Property tax has been extended to residential pryopdowever the current
burden of this tax is not regarded as heavy arknance Ministry (2010) it is
proposed to increase the tax rate up to 1.5% g0 generate revenue that is
difficult to avoid while at the same time limitirige negative impact on poorer
people.

2 The analysis does not take any behavioural efiettsaccount i.e. the fact that people are likely
respond to changed taxes by altering their experelior work/leisure patterns. Taking behavioural
effects into account would require a fully fledggeheral equilibrium model of the Latvian economy
which, alas, is not available. Arguably, the bebaval effects are likely to be of e second order of
magnitude as compared with the direct or impaetabét

13



These tax changes represent an apparent mix of hegtessive and progressive
changes and here we construct Kakwani indicesdon éax and combination of taxes
so as to enable quantitative inferences about thpadt of the changes on
progressivity.

We have used data on the incomes and expendituiffefent quintiles in the
income distributioff to construct a representative household for eaidftite in the
distribution. For each representative household impute a gross income and
construct tax liabilities for both direct and inelit taxes. This generates the
information required to apply the Kakwani approaeh we have the share of gross
income accruing to each quintile and we can comfhderepresentative tax liability
of each quintile for each tax. Thus we can complutegross income Gini coefficient
(which measures the inequality of income) and fachetax or combination of taxes
we can calculate the concentration index of tabilitées, i.e. w shall compare the tax
share with the income share, if for low income ldudds the tax share is lower
(higher) than the income share, then the tax ignessive (regressive).

The logic of the approach is illustrated in Figu8eand 9 which show the relationship
between income shares and tax liability sharesuaytite (where 1 on the horizontal
axis indicates the quintile with the lowest shafénoome and 5 the quintile with the
highest share).

Figure 8: Tax share vs income share by quintile
VAT (2010 regime)

0.5

0.4 /

0.3

—e— Income share
0.2 J —a— Tax share
0.1

—

1 2 3 4 5

Source: Own calculations

Figure 8 compares tax shares with income sharegubitile for VAT for the 2010
VAT regime. It is easily seen, that the share of TVpaid by the three poorest
quintiles exceeds their share of income, whereasotbposite is true for the two
richest quintiles. Clearly VAT is a regressive t&ke regressivity of VAT is summed
up by its Kakwani index which for the data of Figu@ has a value of -0.150.

Figure 9 compares the share of income tax paiduloytie with each quintile’s share
of income. Here we see the opposite — the shartaxopaid by the three poorest
quintiles is below their share of income. Indeeel thvo poorest quintiles pay almost
no income tax at all. On the other hand, the sldéremcome tax paid by the two

13 Supplied by the CSB from Household Budget sunaetg.d
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richest quintiles exceeds their share of incomeusThthe richest fifth of the
population has 43% of the income but pays nearfp %8 income tax revenu¥'s
The Kakwani index that sums up the data of Figuna®a value of 0.576.

Figure 9 : Tax share vs income share by quintile
Income tax (2010 regime)
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Source: Own calculations

These methods have been applied to estimate tlgreggsivity impact of the tax
changes that have been implemented between 200@CGd The main results are
reported in Table 1.

Table 1: Kakwani indices for recent tax regimes irLatvia

Tax 2006 2009 2010 % change % change

(post July) between 20064 between 2006-
2009 pos-July 2010

VAT -0.149 -0.150 -0.150 -0.09% -0.09%

Excise -0.104 -0.108 -0.108 -0.44% -0.44%

taxes

All -0.139 -0.140 -0.140 -0.13% -0.13%

indirect

taxes

Direct 0.147 0.158 0.164 1.15% 1.68%

Taxes

All Taxes | 0.049 0.038 0.048 -1.14% -0.14%

Source: own calculations
Things to note about these results are the follgwin

» Overall the Latvian tax system is mildly progresswith a positive Kakwani
index in all years.

14 A caveat is needed here. The tax share is anatstibased on the tax regime and the characteristics
of households and it could be that in practice Bhokls manage to avoid or evade some of the income
tax they should be paying. If this is so, then iagtice, income tax may be less progressive evam th
implied in Latvia’s near flat tax regime.
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* The direct tax system is moderately progressivés iBha result of the untaxed
personal allowance which serves to take peoplbaridwest income quintiles
out of income tax liability.

* Indirect taxes are however regressive with VAT bemore regressive than
excises. Thus the Latvian indirect tax system aygpeabe rather regressive.

» It could be argued that a more appropriate the bascalculating the indirect
tax Kakwani index should be expenditure rather theoss income. If we do
this then for Latvia the VAT Kakwani index for 201€ 0.003 (i.e. almost
proportional) and the overall indirect tax Kakwandex is 0.014 (i.e. very
mildly progressive) and that for excise taxes ttakwani index is 0.046 i.e.
also progressive. This is not inconsistent with rissults reported for Russia
by Decoster (2005) who found both VAT and exciseeato be progressive.
His reported overall Kakwani index for indirect éexwas 0.047. However,
these results are almost certainly influenced lgy fict that food in Russia
carried a 10% rate of VAT as compared with a stechdate of 20%.

» In terms of the progressivity of the overall taxstgyn we see that the post
crisis system is slightly less progressive than thascase in 2006

4.2 Theinternational context

It is clearly of interest to locate the Latvian taystem in an international context.
However, as noted by Prased and Deng (2008 ‘international comparison of tax
progressivity is not a well-developed field” (p Shis is mainly because of a variety of
dataproblem$®. Wagstaff et al (1999) report Kakwani indices @irect and indirect
taxes for a variety of OECD countries from the y4890s on a basis that we believe
is comparable to what has been estimated hereeTdrescompared with the Latvian
indices for 2010 in Figure 10 and Figure 11.

Figure 10: International comparison of Kakwani indices
direct taxes
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Portugal
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Denmark

Sweden

0 0.05 0.1 0.15 0.2 0.25 0.3

Source: Wagstaff et al (1999) and own calculations

!5 These include the following: different tax struetsie.g. the US does not have a VAT, some studies
of income tax include transfers as well as taxiliiéds, and the distortions induced by tax evasaoil
the informal economy.
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Figure 11: International comparison of Kakwani indices
indirect taxes
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Source: Wagstaff et al (1999) and own calculations

Inspection of Figure 10 shows that internationdlytvia’s direct tax system is
towards to lower end of the progressivity rankingsjile Figure 11 shows that
Latvia’s indirect tax system is at the higher efdhe regressivity rankings. In other
words taken together, the Latvian tax system, aljhooverall progressive, as shown
in Table 1, is not particularly so when compareegfimationally. The low position of
Sweden and Denmark in the direct tax rankings isrésting. In Sweden this is
apparently the result of a flat rate local incomme but Prasad and Deng (2009) argue
that, in general, regressive taxation supports =tensive welfare state as in
continental Europe but that progressive taxes cainst, as in the US.

4.3 The Finance Ministry tax proposals

The proposals of the government policy paper areediat all four policy goals and
not just ‘fairness’ however here we concentrateghen fairness implications of the
four tax proposals both individually and takenetbgr The results of the experiments
for individual taxes are summarised in Table 2e Trm ‘combined measures’ refers
to the whole package of: no reduced rate for VAEpme tax rate of 21%, personal
allowance of 95 LVL and property tax of 1.5%.

The impact of each tax on the relevant Kakwanixnidecompared with the base year
(2010) and the direction of the impact in terms ppbgressivity/regressivity is
summarised in the last column. Thus we see thabvem the reduced rate of VAT
makes the VAT Kakwani index more regressive. Siryijaeducing the income tax
rate to 21% makes the direct taxes Kakwani indesemegressive. On the other hand,
increasing the personal allowance and applyingb&olproperty tax are progressive.
The whole package of measures results in a mogrgssive direct tax system.
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Table 2: Kakwani indices for individual tax changesproposed in the government

policy paper
Kirlnir:i(:;lelx Rz Change 7 Conclusion
(2010) new K index, %
VAT index
VAT noreducedrate | -0.150 | -0.152 -0.19% | more regressive
Direct taxesindex
Income tax 21% | 0164 | 0.157 -0.63% | more regressive
Direct taxesindex
Personal allowance up 0.164 0.186 2.27% more
to 95 LVL progressive
Direct taxesindex
Property tax on 0.164 0.171 0.69% more
dwellings 1.5% progressive
Direct taxesindex
Combined measures 0.164 0.184 2.03% |More
progressive

Source: Own calculations

Table 3 reports the results of the same calculatfon the overall Kakwani index.
Here we see that the impact of the whole package nsore regressive overall tax
system. Not by much, i.e. the Kakwani goes dowmmfr6.048 to 0.044, but
nevertheless the implication is that the packageoimeasures does not achieve any
improvement in ‘social fairness’ — at best the nueas overall are close to neutral.

Table 3: Impact on the overall Kakwani index of the'

guidelines’ proposals

K index : :
initial X r']r;(\jl\?x IS ir:]adrg(e ;; Conclusion
(2010) '
VAT no reduced rate 0.048 0.042 -0.60% more
' ' ' regressive
more
[ - 0,
Income tax 21% 0.048 0.035 1.26% regressive
Personal allowance up o more
to 95 LVL 0.048 0.050 0.24% progressive
Property tax on 0.048 0.060 1.17% more
dwellings progressive
. ] 0 more
Combined measures 0.048 0.044 0.38% regressive

Source: own calculations

4.4 A reduced rate of VAT on food
According to the arguments discussed in Copenhdgmmomics (2007), an EU
commissioned study on the issues relating to retlvates of VAT, possible reasons

for applying reduced rates include income distidrutonsiderations and the desire to
support particular sectors. On both grounds thd &extor is a potential candidate for
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reduced VAT in Latvia. This can be seen from Tablevhere the share of food
expenditure by income quintile is shown.

Table 4: Food share of expenditures by inconwuintile 2007

Quintile 1 2 3 4 5

Latvia 34.60% | 33.60% 30.10% 24.10% 17.70%

Sweden | 14.80% | 14.10% 13.70% 13.90% 12.70%

Source: Eurostat

It is clear that in Latvia the bottom three quiegilspend a much bigger share of their
income on food than the top two quintiles. In Swedgy contrast the distribution is
almost flat and all quintiles spend a much smaleare of income on food than in
Latvia.

The significance of indirect taxes, including VA®y the poorest Latvian inhabitants
is shown in another way in Table 5, which repodnes share of different taxes in the
estimated tax liabilities of each income quintieis clear that for the two poorest
quintile the overwhelmingly top share of the tafesy pay are collected in the form
of indirect taxes, whereas income tax, in particisahardly paid at all by the two
poorest quintiles. In other word applying a reducae of VAT on food represents a
potentially attractive way of reducing the tax bemdimposed on Latvia’'s poorest
households.

Table 5. Share of different taxes in estimated taMiabilities of each quintile
(2010)

Quintile 1 2 3 4 5

SIC 18.25% | 20.32%| 20.84% 21.58% 21.96%
Income tax 0.00% 3.01% | 33.43% 41.95% 44.65%
Property tax 2.43% 1.27% 0.99% 2.36% 5.12%
Indirect taxes 79.32% | 75.40%| 44.75% 34.11% 28.28%

Source: own calculations

This proposition can be tested directly by exangnihe implications on Kakwani

indices of introducing a reduced rate of VAT on dodVe have conducted two
experiments: one is to introduce a reduced ratéAdi on food of 10%, leaving the

rest of VAT unchanged and the second is to rembeeekisting reduced rate and
substitute for it the reduced rate on food. Theltesre reported in Table 6. It is clear
that the reduced rate of VAT on food representsra@grpssive move even if

accompanied by the removal of the currently redue¢el The impact is to increase
the overall Kakwani index from 0.048 to 0.063 (0036 if the reduction on food is
compensated by removing existing reduced ratesAdf)V
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Table 6: Progressivity impact of a reduced rate o¥/AT on food

K index K index Change in K ,
L : Conclusion
initial new index, %
(2010)
Lower VAT (10%) for ) i o more
food (VAT K-index) 0.150 0.127 2.29% progressive
Lower VAT (10%) for more
food & no reduced rate | -0.150 -0.132 1.84% roqressive
(VAT K-index) prog
Lower VAT (10%) for o more
food (Overall K-Index) 0.048 0.063 1.53% progressive
Lower VAT (10%) for more
food & no reduced rate 0.048 0.056 0.85% .
: progressive
(overall K-index)
Combined measures 0.048 0.044 .0.389, |Mmore
(overall K-index) ' ' ' regressive

Source: own calculations

Thus a 10% rate of VAT for food has a positive igtpan overall progressivity in
contrast to the overall regressive impact of thelmoation of measures proposed in
the policy paper (shown again in the last row dbl€a). An obvious consideration in
comparing alternative measures is the revenue ingfagach measure Estimates of
the revenue implications of the ‘experiment’ angarted in Table 7.

Table 7: Revenue impact of tax ‘experiments’

Change in revenue off  Change in total

Measure each tax revenue
No reduced rate VAT up by 9.7% (VAT) up by 2.0%
Lower VAT (10%) for food down 15.6% (VAT) down 3.3%
Lower VAT (10%) for food & down 5.9% (VAT) down 1.2%
no reduced rate
Income tax 21% down by 19.2% ( IT) down 4.8%
E\Gersona' allowance upt0 95 | 0 by 23.19% (IT) down 5.8%
0,

Property tax on dwellings t:§)194'9 % ( property up 3.5%

. down 6.5% (IT, VAT, o
Combined measures property tax) down 3.9%

Source: own calculations

For example, in comparing an increase in the umktgersonal allowance (which
increases the overall Kakwani index to 0.050) wita alternative of replacing the
current reduced rate VAT by 10% VAT on food (whinbreases the overall Kakwani
index to 0.056), we see that the first measureltseesua loss of total tax revenue by
5.8% of planned 2010 total tax revenues wheredaaieg the current lower rate by a
10% rate on food results in a revenue loss of ju&%. In other words the food VAT
measure induces more progressivity and costs hkegserins of foregone revenue.
Interestingly, the package of measures proposethéngovernment policy paper
overall increases regressivity and results in amae loss of nearly 4%.
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4.5 The output impact of lower food VAT

In Latvia locally produced food is a ‘sensitive ®etand it is of interest to see what
the impact of lower food VAT would have on this &&c The impact depends upon
the following factors/assumptions:

» The degree of pass-through of VAT to prices. Hege agsume arrange of
between 75% to 100% based on the evidence discusd8indell (2009)
and Copenhagen Economics (2007)

* The responsiveness of demand to price changespiiee elasticity of
demand. Here we assume a range of -0.3 to -0.5llmsdy on Copenhagen
Economics (2007) and partly on broader internatiemalence.

* Changes in sales of food products translate dyéatb changes in the output
of local food producers. This is because VAT is traduwith respect the
origin of supply.

These assumptions yield the following output eBect

Table 8: Food output % increase followinge&duction in VAT on food

Price elasticity = 0.3 Price elasticity = 0.5
VAT rate Pass- Pass- Pass- Pass-
(from through: through: through: through:
21%) 75% 100% 75% 100%
18% 0.68 0.9 1.1 1.5
10% 2.5 3.3 4.1 5.5
5% 3.6 4.8 6 8

Source: own calculations

So assuming a pass through of 100% and price atgstf demand of -0.5, a
reduction in VAT on food to 10% would in a 5.5%liease in sales.

5 Concluding remarks

The results of the progressivity calculations régirin section 4 suggest that the
proposals of the policy paper do little to promsteial fairness and will result in less
revenue. This also suggests that perhaps the goeetnshould look elsewhere for
creating more fairness in the Latvian tax systeme Of the experiments conducted
suggests that reducing the VAT on food would inseeghe progressivity of the

Latvian tax system. However, the government apptatsve gone explicitly for a

single VAT rate.

Differentiated VAT is a topic that has been wideligcussed in the literature on
optimal taxation (i.e. how to minimize distortioasd inefficiencies when raising a
given revenuéf. In terms of actual policy making, the overviewsiction 3 revealed
that it is inoperational to differentiate indirdeixes, such as VAT from the point of

6 See e.g. Sgrensen (2006) for an overview.
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view of efficiency, since we do not have and canmedlistically obtain the
information needed to differentiate e.g. VAT. Tlhas been taken as an argument
against differentiated VAT among academic econamat well as many policy
makers. Furthermore, as discussed in Sgrenson )(2B86e arguments could be
supplemented by arguments such as: that it is neasker to administer a uniform
VAT system; that a uniform VAT reduces the riskfiafud in comparison to a system
with differentiated taxes; a uniform VAT reducese tkcope for lobbying from
different interest groups. However, when discusdliffgrentiated VAT or not, it is
important to keep in mind that in practice (unléss VAT rate is universally 0 per
cent, i.e. no VAT), the VAT rate is necessarilyfeliéntiated since there are always
some goods and in particular services that arsulgject to VAT.

The issue raised in the Latvian policy debate isveher different from optimal
taxation — it is how to increase the fairness @& tlatvian tax system, where, as
discussed above, fairness is defined as increasgpigssivity and this is context in
which the discussion of a reduced VAT on food sHobé seen. One obvious
alternative to a reduced VAT on food would be tpmart low income households by
cash transfers and thereby increase progressidwever, income related transfers
create huge incentives for underreporting housebpiddividual income in order to
receive the benefits. Furthermore, the marginao¢fon disposable income will be
large when passing the threshold where there ag neduced benefits are received.
Hence, to achieve the desired outcome in termsrogrpssivity requires reliable
reporting of income and an overall well functionitay administration. In the case of
a differentiated VAT, the fraction of householdante spent on food will serve as the
screening device — a screening device where tlser® iincentive to cheat e.g. on
reporting of household income. Given these obsemsit a reduced VAT on food
might still serve as a practical alternative whdncomes to increasing the
progressivity of the Latvian tax systém

In general, tax reform cannot be discussed withemdressing the issues of tax
collection and tax administration as well as pubkatiment towards taxes (and hence
government spending). The quantitative Kakwani xndealysis assumed that taxes
are collected and paid properly. If this is not ttase, then, in addition to losing
revenue, the tax system is not fair since it resimta situation where equals are not
treated equally, i.e. it breaches one of the furataal concepts of fairness, horizontal
equity discussed in section 3.3. Anecdotal evideswggests that it is possible to
bargain with the local VID (revenue service) offiedth respect to the VAT
payments. From a fairness perspective this suggests filing VAT should be
‘electronised’ not only to reduce the cost of cdiileg taxes but also to improve the
fairness of the tax system (since electronic susions rules out bargaining etc.).

Attitudes towards taxes and tax evasion put addtigestriction on the tax system
and hence on tax reform. According to the mostme&KDS survey (Spring 2010)
nearly 50% of the Latvian population believe that turrent circumstances it is
justified to partially not pay taxes”. Tax desigmushnecessarily be shaped by societal
attitudes such as these. In a country with a hrgpgnsity for tax evasion the tax base
has to be different in comparison to a country wier propensity evade. In the
former a greater fraction of tax revenue must Iseth by taxes that are more difficult
to evade such as property taxes or excise taxesgorautomobiles and petrol — it is

Y The redistributive power of indirect taxes such\&sT is however, as discussed in Sah (1983),
limited. Hence, indirect taxes should in termsedfistribution be seen as a supplement to direestax
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much more difficult to avoid paying these taxes €byg. concealing properties or
automobiles) than income or value added taxes. efliggixes on the private use of
cars have faced a difficult time in Latvia buthktgovernment is really serious about
“higher taxes on exclusive properties” then it dddoite the bullet and address the

taxation of cars.
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Annex 1

Table A.1: VAT rates in the EU 2010

Member States  Code R%.E:d Reduced Rate St,an::::rd Parking Rate
Bealgium BE - 6/ 12 21 12
Bulgaria . BG . . 7 20
Czech Republic . CZ . = . 10 20
Denmark . DK . - . 25 -
(SErrmany . DE . - 7 19
Ectonia . EE . = . g 20
Gregos . EL . 4,5 . 9 19
Spain . ES . 4 7 16
France . FR . 2,1 . 5.5 18,6 -
Ireland . 1E . 4,8 . 13,5 21 13,5
Italy Lo | 4 . 10 20
Cyprus . Cy . - . 5/ 8 15
Latvia . LW . - . 10 21
Lithuania . LT . = . 5/9 21 -
Luxembourg . Ly . 3 . 6 /12 15 12
Hungary . HU . - . /18 25
Malta . MT . - . 5 18 -
Metherands . ML . - . & 15 -
Austria . AT . - . 10 20 12
Poland . PL . 3 . 7 22 -
Partugal . PT . - . /12 20 12
Ramania . RO . . g 15
Slovenia . 51 . - . 8.5 20 -
Slovakia . SK . - . 10 15
Finktand . Fl . = . B/12 22 -
Sweaden . SE . - . 612 5
|Llr':|l:en Kingdom . LUK . = . 5 17,5 =
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