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1 Introduction 

Extensive literature shows that both the level and composition of public expenditures and revenues 
have implications for economic development. There are two main strands of the literature. The 
discussion on the short-term impacts of public finance decisions was especially active after the 2008 
global crisis and the 
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2 Why does the fair distribution of income matter? 

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

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

On the other hand, greater inequality could increase growth if it provides incentives to work harder and 
take risks in order to capitalise on high rates of return (Mirrlees, 1971). Large differences in rates of 
return for education might encourage more people to seek education. Greater inequality could foster 
aggre
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Andrews and Leigh, 2009)3. That is, greater inequality tends to be associated with a greater likelihood 
that economic advantage/disadvantage will be passed from parents to their children. By studying 
wealth inequality in Europe, Darvas and Midões (2020) found that the average gain in wealth due to 
inheritance is greater than the gain associated with having a university degree instead of primary 
school education, highlighting the crucial role of family background and that education might not fully 
compensate for that. While ‘fairness’ is a complex concept, whatever definition is adopted, it cannot be 
regarded as ‘fair’ that two persons reach different outcomes when they have the same talents and 
make the same effort, just because of their different family backgrounds. Inequality arising from 
different levels of effort or luck should be welcomed, but inequality from unequal opportunity is not. 

High income inequality can also influence politics by boosting protest votes in referendums and 
elections. Darvas (2016) concluded that income inequality boosted the vote for Brexit in the UK’s EU 
membership referendum in June 2016. Darvas and Efstathou (2016) concluded that income 
inequality boosted the vote for Donald Trump in the 2016 US presidential election4. These results can 
be regarded as protest votes against the status quo, with profound political implications. 

 

3 The diversity of fiscal structures in EU member states 

There is a great variation both in the size and the composition of general government budgets in the EU 
(Figure 1). The size in 2018 varied between 26 percent of GDP in Ireland5 to 56 percent of GDP in 
France, while the EU average was 43 percent. Social spending relative to GDP is particularly high in 
France, Belgium and Germany, but 





 



 7 

Figure 4: Implicit tax rate on corporate income, 2006 and 2018 (%) 

 

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

Figure 5: Implicit tax rate on energy, 2006 and 2018 (energy taxes in euro per tonne of oil 
equivalent – TOE) 

 

Source: Bruegel based on European Commission, data on taxation, 
https://ec.europa.eu/taxation_customs/business/economic-analysis-taxation/data-taxation_en. Note: This indicator is 
defined as the ratio between energy tax revenues and final energy consumption calculated for a calendar year. Energy tax 
revenues are measured in euro and the final energy consumption as TOE (tonnes of oil equivalent). 
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Figure 7: Property tax revenue, 2006 and 2018 (% GDP) 

 

Source: Bruegel based on European Commission, data on taxation, 
https://ec.europa.eu/taxation_customs/business/economic-analysis-taxation/data-taxation_en.  

The large variation in public expenditure and revenue structures might reflect societal preferences. 
Nevertheless, whatever amount is collected by the public sector, it should be spent efficiently. Sapir 
(2006) argued that the efficiency of the Mediterranean social model is low and at the same time 
inequality levels are high. Darvas and Wolff (2014) corroborated this finding by showing that most 
Mediterranean countries, and also some central and eastern European and some western European 
countries, achieve comparatively lower reductions of income inequality for any given amount of social 
expenditure and for a given level of average personal income taxes. For example, the share of social 
expenditure in GDP is similar in Greece, Italy and Finland, but while the Finnish system was able to 
reduce income inequality of pre-redistribution gross incomes by more than 45 percent, the Italian and 
Greek systems reduced it only by 30 percent7. For countries with less efficient redistribution systems, 
a reform of the social model would therefore appear to be a promising avenue. It could reduce 
substantially income inequality with the same level of government spending and taxation, or reduce 
government spending and taxation without increasing income inequality. For example, Vtyurina 
(2020) analysed spending reviews for Spain and reported that about 80 percent of family benefits are 
not means-tested8, implying that more well-off households receive a substantial portion of the 
benefits. Furthermore, there are shortcomings in adequacy and coverage. Better targeting the most 
vulnerable would make Spanish social spending more effective. 

Last but not least, an effective government is indispensable for public-finance decisions to achieve 
their desired impact. While it is difficult to measure government effectiveness, the World Bank 
developed a useful indicator among its governance indicators. The indicator reflects perceptions of the 
quality of public services, the quality of the civil service and the degree of its independence from 
political pressures, the quality of policy formulation and implementation, and the credibility of the 
government's commitment to such policies. The indicator draws on various sources and is 
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standardised, so the world average is zero and the standard deviation is one. Figure  shows that all EU 
countries but Romania achieved a positive score, yet there are notable differences within the EU. The 
best performing countries include northern (Denmark, Finland, Sweden) and western (the 
Netherlands, Luxembourg, Germany) European countries, while the worst performers are from south 
and eastern Europe (Romania, Bulgaria, Greece, Italy, Hungary). Undoubtedly, southern and eastern 
EU countries should 
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As regards distortionary/non-distortionary taxes and productive/unproductive expenditures, Alinaghi 
and Reed (2018) adopted the classification of Kneller et al (1999). Those taxes are considered 
distortionary, with effects on the investment decisions of agents (with respect to physical and/or 
human capital), creating tax wedges and hence distorting the steady-state rate of growth. 
Non-distortionary taxation does not affect saving/investment decisions because of the assumed 
nature of the preference function, and hence has no effect on the rate of growth. In this classification, 
distortionary taxes are the various kinds of taxes and social security contributions on income and 
profit, 
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�x No growth impact but reduces income inequality: higher child and family benefits10, lower 
environment taxes; however, shifting taxation away from low-
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