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H
ow much reduction in inequality and poverty 
does latin america accomplish through taxes and 
transfers? How progressive1 are revenue-collection 
and social-spending patterns? an in-depth fiscal 
incidence analysis applied to argentina’s urban 

areas, where three-fourths of the population lives, as well as to 
Bolivia, Brazil, Mexico, Peru, and uruguay, finds the following:
1. the extent of income redistribution and poverty reduction 

varies significantly across countries. 
2. there is little correlation between government size and 

the extent and effectiveness of redistribution and poverty 
reduction. 

3. large-scale targeted cash transfers that cover a high pro-
portion of the poor can achieve significant reductions in 
extreme poverty. 

4. at present, personal income taxes achieve little in the form 
of redistribution.

5. When indirect taxes are taken into account, the net income 
of the poor and the near poor can be lower than it was 
before taxes and cash transfers. 

6. the poor and near-poor benefit substantially from in-kind 
transfers in education and health. these in-kind transfers 
are quite progressive in all countries studied.2

How Much Redistribution Is Achieved Through 
Personal Income Taxes and Cash Transfers? 

the reduction in income inequality and extreme poverty 
from personal income taxes and direct cash transfers var-
ies considerably across countries, as shown in figure 1. In our 
sample, the income tax and cash transfer systems of argentina 
and Brazil are the most redistributive. Peru has the least redis-
tributive system. although governments have become more 
redistributive in latin america, the extent of inequality and 
poverty reduction attained through taxes and transfers is still 
far lower than what is observed in oecD countries. on aver-
age, taxes and transfers reduce inequality seven times more in 
oecD countries than they do in latin america.3 

Interestingly, the size of government spending and the 
extent of redistribution do not necessarily match. For instance, 
argentina and Bolivia have similar ratios of primary spending 
(i.e., all government spending excluding debt servicing) to GDP 
(close to 40 percent) but these two countries are on opposite 
sides in terms of the extent of inequality reduction. uruguay’s 
primary spending to GDP is considerably lower than that of 
Bolivia (below 30 percent), yet the reduction in both inequal-
ity and poverty is higher in uruguay. Brazil spends the most 
on direct cash transfers as a proportion of GDP, yet it achieves 
less poverty reduction than uruguay, which allocates less to 
cash transfers. Bolivia spends a substantially higher share of its 
GDP on direct transfers than Mexico, but reduces poverty by a 
smaller proportion. 

Direct Cash Transfers and Poverty Reduction
Research results suggest that merely increasing the overall 

spending capacity of the state or the capacity to spend on 
direct transfers will not necessarily reduce extreme poverty 
by as much as one might expect.4 In order for direct transfers 
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forthcoming. Led by Nora Lustig and Peter Hakim, the “Com-
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Figure 1 Decline in Inequality and Poverty Due to  
Personal Income Taxes and Direct Cash Transfers
Decline in Inequality (Gini coefficient; in %)

to make a noticeable dent on extreme poverty, two things 
must happen. First, cash transfer programs must cover 
a very high proportion of the extreme poor. that is, the 
existing range of safety net programs must be designed 
and implemented in such a way as to cover as close to the 
universe of the extreme poor as possible. second, spend-
ing on direct cash transfers and the proportion of benefits 
to the extreme poor must be large enough so that transfers 
per beneficiary closely match the poverty gap, that is, the 
average distance between the poverty line and the per 
capita income of the poor.

of the six countries considered, argentina and uru-
guay achieve the largest reductions in extreme poverty per 
dollar transferred in cash. Mexico and Peru have well-tar-
geted programs but the amounts these countries transfer 
in cash are too small. Moreover, direct cash transfer 
programs in these two countries exclude approximately 
25 and 40 percent of the extreme poor, respectively, as 
shown in figure 2. Interestingly, although Brazil transfers 
the most of all six countries in cash, (4.2 percent of GDP), 
the extent of poverty reduction is smaller than what is ob-
tained in argentina. this is because the share of transfers 
going to the poor in Brazil is considerably smaller than 
the share in argentina. note that the largest Brazilian 
cash transfer program—the special circumstances Pen-
sion—is not targeted to the poor.

although argentina and Mexico are similar in terms of 
per capita GDP, argentina spends more on cash transfers 
(3.0 percent vs. .75 percent of GDP) and a larger percent-
age of the extreme poor are transfer beneficiaries in 
argentina than in Mexico (92.5 vs. 66.8 percent). unsur-
prisingly, transfers in argentina reduce extreme poverty by a 
considerably greater amount. 

Bolivia spends almost three times as much as Mexico on 
transfers as a share of GDP, but because Bolivia’s GDP is 
lower, the transfers per beneficiary are smaller than in Mexico. 
However, the main factor making Bolivia’s redistributive 
machine less effective is that more than 60 percent of the 
benefits of its largest transfer program—Renta Dignidad, a 
non-contributory universal pension (1.4 percent of GDP)—go 
to the non-poor. Meanwhile, only 43 percent of the extreme 
poor benefit from any of Bolivia’s flagship transfer programs, 
as shown in figure 2. Bolivia’s emphasis on universal direct 
cash transfers (as opposed to targeted ones) substantially 
diminishes the capacity of such programs to reduce extreme 
poverty. 

Bolivia could improve the targeting of its safety net pro-
grams to the poor, or consider substantial increases in the 
amount spent on these programs. Mexico and Peru could 
consider increasing the amount spent on direct cash trans-
fers. Brazil, Mexico, and Peru—and above all Bolivia—should 

Decline in Poverty (Headcount Ratio with  
$2.50 a day poverty line; in %)

Source: Nora Lustig, et al., forthcoming working paper.

adapt or expand the range of safety net programs to cover a 
larger share of the extreme poor. Brazil has already started ad-
dressing the limitations of its anti-poverty programs (includ-
ing those of Bolsa Família, a conditional cash-transfer pro-
gram to induce education and health investments in children) 

with the recent launch of Brasil sem Miséria (literally, Brazil 
without extreme poverty) and Brasil carinhoso.  

Who Bears the Burden of Taxes?
Income taxes are progressive; the proportion paid in income 

tax rises with income in argentina, Brazil, Mexico, Peru, and 
uruguay. However, from public accounts one knows that 
personal income taxes represent a small proportion of total 
tax revenues. Bolivia doesn’t even have income taxes. Fur-
thermore, one cannot really assess the progressivity of income 
taxes without having access to the information reported in tax 
returns. latin american governments should consider mak-
ing the information from tax returns public on a regular basis 
the same way that advanced oecD-member countries do and 
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have been doing for decades. any tax reform in the future 
should seriously examine the redistributive potential coming 
from higher income taxes on the rich, and this will require 
revealing the current effective tax rates of the top earners.

Indirect or consumption taxes (mainly Value Added Taxes or 

VATs) are regressive because the poor consume a higher share 
of their incomes, and therefore pay a higher proportion of 
what they earn in consumption taxes than the rich. Perhaps 
more importantly, in five out of the six countries studied, 
people in the second, third, and fourth deciles of the income 
distribution pay more in taxes than what they receive in ben-
efits once we take into account the impact of indirect taxes on 
incomes (figure 3). Furthermore, indirect taxes can make the 
poor worse off in a nontrivial way. For example, in Brazil—
even after all the benefits from cash transfers (except for the 
recently launched Brasil carinhoso) are taken into account—
due to indirect taxes about 15 percent of the moderate 
poor become extremely poor and, on average, their 
income declines by 14 percent.5 this result, however, 
does not take into account what the state gives back in 
the form of free access to education and health services, 
to which we turn in the next section. nonetheless, gov-
ernments may want to revisit their tax and cash transfer 
systems to ensure that the purchasing power of the poor 
is protected: i.e., that people are not pushed into poverty 
or greater poverty after indirect taxes.

How Much Gets Redistributed Through  
Public Spending in Education and Health?

Governments redistribute and improve living stan-
dards not just with cash transfers but also through the 
provision of free or subsidized government services, 
especially in the areas of education and health. When 
we impute the “value” of those transfers to the house-
holds that use public education and health services, 

the extent of redistribution rises significantly. In figure 4 we 
trace the evolution of the Gini coefficient through its fiscal 
path. Disposable income equals market income minus income 
taxes plus cash transfers. Post-fiscal income equals disposable 
income minus indirect taxes. Final income equals post-fiscal 
income plus the “income” transferred in the form of public 
education and health. as one can observe, the largest decline 
in inequality is due to in-kind transfers in education and 
health.

In all six countries analyzed here, spending on education 
and health is progressive. that is, the share of transfers as a 
proportion of market income declines with income. In fact, 
education and health spending are often progressive in abso-
lute terms; that is, the per capita benefits decline with income. 
the main problem, however, is not access but the low quality 
of these services, in particular for the poor. thus, even though 
access to education and health services is quite equitable in 
the region, opportunities are not equalized. low quality edu-
cation and health condemn poor children to limited earning-
power in the future. and today’s inequality in the quality 
of education might halt the auspicious declining inequality 
momentum of the past decade.

Concluding Remarks
the effectiveness of taxes and transfers in reducing poverty 

and inequality varies considerably among countries in latin 
america. While governments in our sample of six countries 
became more redistributive in the past decade,6  the extent of 
redistribution is still significantly smaller than that observed 
in oecD countries. the latter have more redistributive tax 
and cash transfer systems.

Figure 2 Coverage of Cash Transfers 
Among the Extreme Poor

Source: Nora Lustig, et al., forthcoming working paper.

Source: Nora Lustig, et al., forthcoming working paper.

Figure 3 Change in Income by Decile  
After Cash Transfers and Direct and Indirect Taxes
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the redistributive potential of personal income taxes is 
grossly underutilized in the countries studied. although pro-
gressive, these taxes represent a small share of total revenues, 
and some countries do not even have personal income taxes. 
any tax reform in the future should examine the redistributive 
potential coming from higher income taxes on top earners.

the potential to reduce extreme poverty through cash 
transfer programs can be improved by expanding their cover-
age of the extreme poor and increasing the value of benefits so 
that transfers per beneficiary more closely match the poverty 
gap. Depending on the country, this will require (1) an expan-
sion of the coverage of existing programs and/or introduc-
ing new ones and (2) higher overall spending on direct cash 
transfers or better targeting.

Because indirect taxes are regressive, latin american 
governments may want to revisit their cash transfers and tax 
systems to reduce, if not eliminate, the undesirable impact of 
indirect taxes on the purchasing power of the poor. never-
theless, such revisions should take into account that the rev-
enues collected through indirect taxes may benefit the poor 
through the provision of public goods. 

In fact, our results indicate that governments in latin 
america redistribute mostly through public spending on edu-
cation and health. While inequality of access to basic services 
in education and health has ceased to be a major problem in 
many countries, vast differences between the quality of ser-
vices available to the rich and those available to the poor are 
still a major challenge. opportunities for the poor cannot be 
equalized while such disparities persist.

All dollar amounts are U.S. dollars unless otherwise indicated. 

Nora Lustig is Samuel Z. Stone Professor of Latin American 

Economics, Tulane University (Department of Economics; Stone 

Center for Latin American Studies and CIPR); nonresident fellow 

at Center for Global Development and Inter-American Dialogue. 

The author is very grateful  

to Sean Higgins, Juan Carlos Monterrey, and Emily Travis for their 

excellent research assistance.

Notes
1 a tax is said to be progressive if the proportion paid rises 

with income. that is, the rich pay more as a share of their 
income than the poor. a transfer is said to be progres-
sive in relative (absolute) terms if the proportion (absolute 
amount) received declines with income. that is, the poor 
receive more as a share of their income (in per capita terms) 
than the rich.

2 some caveats are in order. Because the analysis presented 
here uses household survey data, the information on 
personal income taxes suffers from the usual problem of 
under-representation of rich households. the incidence 
of inflation tax is not covered. transfers in-kind include 
education and health only; public spending includes many 
other categories such as infrastructure, defense, police, 
subsidies to agriculture and industry, and so on, whose in-
cidence at the household level is difficult if not impossible 
to calculate. last but not least, the results rely on standard 
incidence analysis without behavioral, life cycle, or general 
equilibrium effects. the analysis does not look into the 
macroeconomic sustainability of taxation and social spend-
ing patterns. and, inequalities attributable to differences in 
the quality of services are not measured. nonetheless, the 
studies summarized here are among the most detailed and 
comparable for latin american countries to date. For other 

Figure 4 Taxes, Transfers, and Inequality (Gini Coefficient)

Source: Nora Lustig, et al., forthcoming working paper.
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Income Inequality in Europe 
and the U.S.: Regional  
vs. Social-Class Inequality
Branko Milanovic

I
s the united states more unequal 
than europe? If asked that ques-
tion, most would likely answer 
yes. europeans are known for 
their greater concern with equal-

ity than americans. While americans 
emphasize equality of opportunity, 
many europeans find unacceptable the 
levels of income inequality observed 
in the u.s. However, in 2007, after the 
latest round of the european union 
enlargement (as Bulgaria and Romania 
became members), the overall income 
inequality in the eu, composed of 27 
member countries, and in the united 
states, composed of 50 states, was about 
the same. the Gini coefficient in both 
is just above 40. the united states is 
commonly perceived as more unequal 
than individual european countries 
such as France, spain, or Germany, but 
its inequality is the same as in the eu as 
a whole.

yet the underlying structure of these 
two inequalities is very different. In the 
european union 23 points of the total 
40 Gini points are due to inequality—
differences in mean incomes—among 
the member nations. In the united 
states, fewer than five Gini points (out 
of the same total of 40) are due to the 
differences among average incomes of 
the states.

simply put, this means that the main 
cause of inequality in the eu is that its 
member countries are different: they 
are either rich or poor. In the united 
states, the main cause of inequality is 
that regardless of state, there are rich 
and poor people. they are not, as in 
europe, geographically concentrated in 
some states. they are dispersed across 
all 50 of them. In other words: Income 

inequality in the u.s. is determined by 
disparities across social classes; in the 
eu it is mostly determined by location.

the eu is comprised of countries that 
span the spectrum from luxembourg, 
the richest country in the world, with a 
GDP per capita of more than $70,000 in 
purchasing power parity terms (PPP), to 
Romania with a GDP per capita (adjust-
ed for the lower price level in Romania) 
of only $10,000 in PPP terms. the ratio 
between the averages is thus 7 to 1. It is 
not surprising, given that the european 
within-national income distributions 
are relatively compressed, that if we 
divide the populations of luxembourg 
and Romania into groups of 5 percent 
of population each (the “ventiles”), 
running from the poorest to the richest, 
the poorest luxembourgeois ventile 
would have a much higher income than 
the richest Romanian ventile. In other 
words, luxembourg’s and Romania’s 
distributions do not overlap at all: 
Where Romania’s income distribution 
ends, luxembourg’s income distribu-
tion is just beginning. Practically, this 
means that all luxembourgeois are rich-
er than all Romanians. the situation is 
not as dramatic but is nevertheless very 
similar if we compare Denmark or Fin-
land (whose poorest population ventiles 
are, together with luxembourg’s, the 
best off in the eu) with countries such 
as lithuania and Bulgaria. For example, 
the poorest people in Denmark are 
richer than 85 percent of the Bulgarian 
population.

incidence studies in latin america 
see, for example, Breceda, Karla, 
Jamele Rigolini and Jaime saavedra 
(2008) “latin america and the social 
contract: Patterns of social spend-
ing and taxation.” Policy Research 
Working Paper 4604. World Bank 
latin american and caribbean Re-
gion Poverty Department Poverty Re-
duction and economic Management 
Division, Washington, Dc: World 
Bank; Goñi-Pacchioni, J., Humberto 
lópez, and luis servén (2011) “Fiscal 
Redistribution and Income Inequal-
ity in latin america.” World Develop-

ment, Vol. 39, Issue 9 (sept): 1558-1569; 
and lindert, K., e. skoufias, and J. 
shapiro (2006) “Redistributing In-
come to the Poor and the Rich: Public 
transfers in latin america and the 
caribbean.” sP Discussion Paper no. 
0605. Washington, Dc: World Bank.

3 When making comparisons across 
countries, however, one should be 
careful not to jump to sweeping 
conclusions. some of the differences 
might be due to higher living stan-
dards, demographics, geography and 
institutional factors prevailing in rich 
oecD countries, and not just to dif-
ferences in commitment to equity.

4 extreme poverty is defined using the 
international poverty line of us$2.50 
per day in purchasing power parity.

5 lustig and Higgins (2012) “Fiscal 
Incidence, Fiscal Mobility and the 
Poor: a new approach.” tulane 
university, Department of econom-
ics, Working Paper 1202.

6 lopez-calva and lustig (2012) report 
that the contribution of direct 
transfers to inequality reduction rose 
in the 2000s in argentina, Brazil, 
Mexico, and Peru. lopez-calva, luis 
F. and nora lustig, editors (2012) 
Declining Inequality in Latin America: 

A Decade of Progress?, Brookings 
Institution Press, Washington, Dc, 
and united nations Development 
Programme (unDP).

This article is adapted from  
Vignettes 1.8 and 3.3 in Branco 
Milanovic’s book, “The Haves and 

the Have-Nots: A Brief and Idiosyncratic 
History of Global Inequality,” Basic Books, 
2010.
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Gini Coefficient, in % 
Unequal: Gini Coefficient above 35 
Average: Gini Coefficient 30-35 
Equal: Gini Coefficient below 30 
Missing or Irrelevant Data 

Figure 1 Income Inequality
in the U.S. and EU, around 2005

Source: World Income Distribution (WYD) dataset, World Bank.

the picture of inequality in the 
united states is entirely different. the 
ratio between the per capita incomes of 
the richest state (new Hampshire) and 
the poorest state (arkansas) is only 1.5 
to 1. the average incomes of the states 
are all very closely bunched together: 
that can be seen in the almost uniform 
shade of the united states in the map 
in figure 1, which shows relative state 
GDPs per capita, contrasted with much 
greater variability of average income 
exhibited by european union members. 
the bunching of mean incomes across 
the u.s. states, called “convergence,” 
has been going on for the past 50 years. 
However, each individual state itself 
is very unequal. the state-level Gini 
coefficients start at 33 points in south 
Dakota and Wisconsin (the two most 
equal states) and end with texas and 
tennessee, whose Gini coefficients are 
almost at latin american levels, about 
45 Gini points. this is contrasted with 
inequality in european countries that 
ranges from the most equal, Hungary 
and Denmark, with Ginis of about 
24–25, to the most unequal, Great Brit-
ain and estonia, with Ginis of 37.

In other words, looking at states or 
countries alone, european high-inequal-
ity countries like Great Britain would, 
in the u.s. context, be considered fairly 
egalitarian. If it were a u.s. state, Great 
Britain would rank as the sixteenth most 
equal state. Figure 2 contrasts inequali-
ties in the two continents, showing 
again an almost uniform dark coloring, 
indicating high Gini inequality, across 
the united states and much greater 
variability as well as generally lower 
Gini among european union countries.

In the united states, inequality is a 
matter of individuals or social class; in 
the european union, it is a matter of 
location or countries. consequently, 
policies to address inequality and 
poverty must be different, too. In the 
united states, social policies must target 
poor individuals regardless of where 
they live; in the european union, social 
policies (called “cohesion” policies) must 
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Level of GDP Per Capita
Rich: 125% of U.S. or EU average
Average: Between 75% and 125%  
of U.S. or EU average
Poor: Less than 75%  
of U.S. or EU average
Missing or Irrelevant Data 

Figure 2 Income Levels 
GDP Per Capita in the U.S. and EU, 2008

Source: World Bank Development Indicators (2008) and U.S. Census Bureau (2008). 

target poor countries (or regions like the 
Mezzogiorno in southern Italy) because 
they contain a disproportionate number 
of poor people.

High inequality among regions 
combined with low inequality within re-
gions is also observed within some coun-
tries in europe. In Italy, where regional 
inequalities are notoriously great, the 
gap between the richest region (Valle 
d’aosta in the north, on the border with 
switzerland) and the poorest (calabria, 
in the southeast) is 3 to 1. In spain, a 
country not exempt from regional ten-
sions, the gap between the richest region 
(Madrid) and the poorest (extramadura) 
is 1.7 to 1.

Interestingly, while overall interper-
sonal income inequality in the federa-
tions of the soviet union and yugo-
slavia under communism was very low, 
both countries were extremely hetero-
geneous in terms of the income levels of 
their constituent states (called “repub-
lics” at the time). low levels of interper-
sonal inequality coexisted with large 
differences in mean incomes between 
republics. this implies that within each 
republic interpersonal income inequal-
ity must have been extremely small. the 
soviet union consisted of 15 republics. 
In 1991, at the time of the breakup, the 
gap, measured by GDP per capita, be-
tween the richest republic (Russia) and 
the poorest (tajikistan) was 6 to 1. 

Which one is better? Is it better to 
have people with low incomes geograph-
ically concentrated or dispersed? surely, 
a large discrepancy in mean incomes is 
hardly a recipe for a successful union, es-
pecially if it comes atop other character-
istics that differentiate people: ethnicity, 
language, culture, and history. Income 
cleavage and other cleavages reinforce 
each other. “translated” in the u.s. con-
text, it would be as if the income gap that 
currently reinforces the racial cleavage 
were to be also geographically concen-
trated, with populations of poorer states 
being dominantly african american and 
that of richer states almost wholly cau-
casian. a lesson from the collapse of the 
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communist federations is that an impor-
tant part of the reason for the breakup 
lies in the inability of the communist au-
thorities—despite their successful policy 
to contain and reduce interpersonal 
inequality—to reduce huge, historically 
inherited income differences among the 
constituent members.

the european union’s framers were 
aware of the long-run unsustainability 
of a very economically unequal union, 
and hence policies have for years been 
directed toward helping the growth 
rates of the poorer members. In terms 
of reducing regional inequality, europe 
has indeed been successful in raising 
the incomes of the members that were 

poorer when they joined. When each 
joined the eu, spain, Portugal, Greece, 
and Ireland all were poor relative to the 
union-wide average. In 1986, when Por-
tugal became a member of the eu, its 
GDP per capita was 45 percent below 
the then union-wide mean. twenty 
years later, its GDP per capita is only 
a third smaller than the union-wide 
average (more exactly, the average of 
the Western european countries that 
made up the eu when Portugal joined 
in 1986). the convergence has obvi-
ously experienced a setback during 
the current crisis, as poorer members 
have been affected to a greater degree. 
However, it has not reversed it: the 

relative incomes of both spain and 
Portugal, compared to Germany’s, are 
today some 10 percentage points higher 
than they were when the two countries 
joined the union in 1986. If the crisis 
continues, and the negative impact 
remains to be felt disproportionately 
in poorer countries, then some of the 
convergence gains may be eroded, and 
perhaps even the future of the union 
may come to look bleaker than it did 
only a few years ago.

All dollar amounts are U.S. dollars unless 

otherwise indicated. 
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