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Abstract

We use a tax-benefit microsimulation model to investigate the size and distributional effects of tax
allowances and tax credits in six European countries. Results indicate that tax allowances and tax credits
benefit large sections of the population, not just individuals with high incomes and that together they amount
to substantial amounts of foregone revenue. However, with some (important) exceptions, their effect on
inequality is small. Tax allowances are generally regressive while tax credits tend to be proportional or
mildly progressive. Yet, the redistributive effect of tax allowances and tax credits works in complex and
often unanticipated ways. Other features of the income tax system (such as the tax rate schedule or the
definition of the taxpayer unit) are as important in determining the size and direction of the redistributive
effect as the characteristics of the tax allowances/tax credits themselves. Even instruments inversely linked
to taxable income can be more beneficial to high-income households in some contexts. Consequently, tax
allowances and tax credits appear ill-suited to target resources towards households in the bottom part of
the income distribution.
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Introduction

Recent debates on growing inequality and its poten-
tially harmful consequences in developed countries
have focused the attention on public policies aimed at
redistributing and in particular on progressive taxation
and public spending. Historical data and cross-national
comparative analysis suggest that governments are
indeed able to use progressive taxation and spending
to reduce or contain existing levels of inequality
(Alvaredo et al., 2013; Doerrenberg and Peichl, 2014).

Whereas a large body of literature has focused on
measuring the size and redistributive effects of public
transfers (Brady, 2005; Cantillon et al., 2003; Fuest
et al.,, 2010; Jantti and Danziger, 2000; Plotnick,
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1984), much less is known about how governments’
use of the tax system affects the relative position of
different types of households. Modern tax systems
make extensive use of tax concessions that reduce the
marginal and average tax rate (ATR) considerably for
some categories of taxpayers. Albeit tax concessions
are not usually framed as redistribution tools, in fact
many of these instruments depend on such character-
istics as family composition, old-age, disability status,
expenditure shocks or housing needs. As such, they
are at least partly designed along similar lines and
have similar aims as public transfers.! More recently,
some governments, especially in Anglo-Saxon coun-
tries, have begun to use the tax system to target lower
income households through so-called negative income
taxes.2 Thus, to some extent, the role of tax conces-
sions (or expenditures) is functionally similar to that
of direct transfers and at least partly aimed at redis-
tributing resources (e.g. tax deductions related to rent
paid may be viewed similarly to housing benefits, or
child related tax credits similarly to child benefits).

The consensus is that tax expenditures are an
important and possibly growing spending item in
public budgets (Greve, 1994; Howard, 1997; OECD,
2010). An OECD (2010) report calculates that tax
expenditures amount to between 0.26 and 5.21 per-
cent of gross domestic product (GDP) depending on
country and year with Canada, the United States and
the United Kingdom being the largest spenders.

By lowering the final tax liability for some groups
of taxpayers, tax expenditures effectively narrow the
tax base. Their reform or even abolition has been
proposed as a way of increasing government reve-
nues without raising the tax burden (Poterba, 2011).
Their abolition has also been justified based on them
being non-transparent, inefficient and unfair.
Conversely, tax expenditures have been promoted as
an alternative to benefits as a way to economize on
administrative costs, reduce fraud and improve take-
up by reducing application costs as well as poten-
tially diluting stigma associated with receipt of some
benefits (Greve, 1994; Howard, 1997; OECD, 2010).

A large body of literature focuses on the political
processes that underlie the provision of tax expendi-
tures and highlights the fact that these expenditures
tend to receive much less scrutiny in the course of
budget making compared to direct spending and

therefore constitute a form of welfare that is partly
‘hidden’ from public view (Greve, 1994; Howard,
1997). They also note that tax expenditures tend to
disproportionately benefit higher income groups as
well as private providers of services who become
powerful interests vested in the maintenance and
expansion of these tax advantages (Branco and
Costa, 2015; Burman et al., 2008; Howard, 1997;
Toder et al., 2009). However, this result is to a large
extent based on studies of the US income tax system
in which deductibility of various types of expenses
figures prominently and even in the case of the
United States, it hinges on the exact definition of tax
expenditures (Schuyler, 2014). Non-US studies have
also tended to focus on tax provisions centred on
particular types of expenses (e.g. health-related or
mortgage interest payments; Branco and Costa,
2015; Jahoda and Godarova, 2014; Pellegrino et al.,
2011). Less is known about the redistributive effects
of tax expenditures functionally equivalent to cash
benefits.

A different strand of research examines tax expen-
ditures in the context of measuring the progressivity
of the various components of income taxation in a
comparative cross-national setting (Verbist, 2004;
Wagstaff et al., 1999; Wagstaff and van Doorslaer,
2001). It finds that, while significant cross-national
variation exists, tax credits and lump sum allowances
are generally progressive whereas tax deductions are
mostly regressive. Albeit offering valuable insights
into the distributional consequences of tax relief,
these studies suffer from a few shortcomings. First,
several of these studies use tax returns as their under-
lying microdata.? Because tax returns do not include
information about individuals who are not liable to
pay tax, studies relying on them miss a serious por-
tion of the income distribution. Moreover, progres-
sivity and redistributive effect are calculated relative
to taxable income (rather than household disposable
income (HDI)). This means that any results are based
on an income concept that misses important sources
that are generally not taxable (such as many cash
transfers). Second, the decomposition techniques
used in these studies have to assume that modifying
one element of the income tax code leaves all the oth-
ers, as well as benefit entitlements, unchanged. Yet,
modifying one tax expenditure can have knock-on
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effects on eligibility to other tax concessions and thus
on the final tax liability. Furthermore, changes in the
tax liability can in turn affect benefit entitlements.
Third, with some exceptions,* these studies fail to
examine in detail the issue of instrument design and
how it may affect any redistributive effects.

Finally, the new fiscal sociology literature aims at
drawing links between the structure and progressiv-
ity of the tax system (broadly defined) and ‘tradi-
tional’ social spending effort (Ganghof, 2006; Martin
and Prasad, 2014; Prasad and Deng, 2009). This lit-
erature does not address the question of tax expendi-
tures directly, but suggests that the tax system and
public social spending may be alternative channels
for state-led redistribution. Countries with very pro-
gressive tax systems are characterized by lower wel-
fare spending effort, whereas high spending countries
appear to rely on regressive taxation to generate
revenue.

This study contributes to the literature on fiscal
expenditure and to the wider field of redistribution
via taxes and benefits by examining the distribu-
tional consequences of two types of tax expendi-
tures, that is, tax allowances and tax credits present
in the personal income taxation legislation of six
European countries. Both types of tax expenditures
ultimately reduce the final tax liability of beneficiar-
ies, but they do so in different ways. While tax cred-
its are provisions that directly reduce the initial
(gross) tax, tax allowances work indirectly by reduc-
ing the taxable income of the taxpayer. We focus on
household and individual taxation as this is the area
where tax expenditure instruments are more likely to
include a ‘social’, that is, distributional objective.
The six countries included in the study are the Czech
Republic, Denmark, Germany, France, Italy and
Spain. The country selection aims to cover a variety
of tax expenditure instruments as well as variation in
the parameters of the income tax system itself. For
example, the Czech Republic has flat rate taxation
whereas Germany and France have very steep tax
rate schedules. The German tax system includes
many tax allowance provisions that are aimed at spe-
cific ‘disadvantaged’ categories (such as the elderly
or lone parents) whereas Italy tends to use tax credits
to help those same ‘disadvantaged’ groups. Denmark
has a few large tax allowances that are designed to

benefit large numbers of individuals whereas Spain
has many small tax credits designed to benefit nar-
rowly defined groups. Spain and Italy have tax cred-
its that are directly linked to income (income-tested).
Finally, the Czech Republic and France have refund-
able tax credits aimed at boosting the incomes of low
earners.

The remainder of the article proceeds as follows.
Given that the vocabulary on fiscal expenditure has
not always been wused consistently, section
‘Definitions and terms’ starts by defining and clari-
fying the terms used in the remainder of the article.
Section ‘Methodology’ outlines the methodology
used to measure the value of tax allowances and tax
credits as well as to quantify their redistributive
effects. The size of fiscal expenditure in the areas we
cover is scrutinized in section ‘Size of tax allow-
ances and tax credits’. Section ‘The redistributive
effect of tax allowances and tax credits’ presents
estimates of the overall redistributive effects of tax
allowances and tax credits. Section ‘Progressivity
and redistributive effects of specific types of instru-
ments’ examines the redistributive effects but this
time using narrower categories of instruments to
enhance comparability and look at policy design
more carefully. Section ‘Discussion’ discusses the
results, and section ‘Conclusion’ concludes.

Definitions and terms

Income tax systems usually do not treat taxpayers in
the same way. Various characteristics ranging from
family circumstances to income to labour market
status and so on can interact with the rules of the
income tax system to determine a taxpayer’s final
liability. In this context, the term tax expenditure has
been used to refer to foregone government tax reve-
nue due to special advantageous treatment afforded
to some taxpayers (Altshuler and Dietz, 2011,
Burman, 2003; Burman et al., 2008; OECD, 2010).
There is very little agreement though on which rules
should be classified as ‘special treatment’ and thus
included under tax expenditures. Often, the choice of
what to include and what not has been based on par-
ticular historical conjunctures or on specific political
or administrative views. For purposes of this study, a
different approach from US/OECD studies on the
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topic is taken. We focus on only two types of instru-
ments, namely, deductions from income subject to
taxation® which we collectively term tax allowances®
and reductions in the initial tax liability which we
term tax credits and disregard other types of tax
expenditures (such as tax exempted income, special
rates for some categories of taxpayers or some types
of incomes, as well as joint taxation — including the
‘quotient familial’ in France). We include all provi-
sions that reduce the taxable income of a taxpayer
under tax allowances, including general provisions
that theoretically apply to all taxpayers. Likewise, all
measures that diminish the initial (calculated) tax
liability are included under tax credits. Both types of
instruments may be related either to characteristics
of the taxpayer (e.g. tax credits for children in Italy,
tax allowances for disabled persons in France or tax
allowances for lone parents in Germany), or they
may subsidize specific activities carried out by the
taxpayer (e.g. tax credits for mortgage interest pay-
ments in France, tax allowances for contributions to
private pension plans in Denmark or tax credits for
renters in Spain).

In taking this approach, we aim at being as com-
prehensive as possible while maintaining a narrow
enough focus to keep the complexity of the analysis
manageable as well as to go beyond simply quantify-
ing forgone revenue to examine which features of
tax allowances and tax credits are likely to make
them more progressive and how these depend on the
broader design of the tax system. We opt to include
all measures that reduce taxable income/tax liability,
respectively, including some that are often included
in the benchmark tax rules such as general tax allow-
ances and zero rate bands’ (and thus not considered
tax expenditures). While this approach might not be
suitable for some policy oriented exercises, we
believe that in the context of this study it has two
main advantages. First, it enhances cross-national
comparability, as not all countries include these
instruments in their tax codes and where they do, the
size varies considerably. Second, from a theoretical
point of view, the distributional consequences of
general tax allowances and tax credits are of interest.
These instruments are often thought to benefit lower
and middle income households most. We test this
proposition and examine their distributional effects

in the context of different types of income tax sys-
tems (see section ‘General instruments’).

Finally, we take a completely cross-sectional
view and treat deferred tax liability as a tax allow-
ance, that is, we disregard the fact that some types of
deductions may be taxed later on in life (e.g. pension
contributions).

In calculating our measures, we ignore any
potential behavioural effects. We only include tax
instruments that are included in personal income
taxation, and thus are targeted at households and not
businesses.

Methodology

We calculate tax allowances and tax credits at the tax-
paying unit level using EUROMOD,? the European
tax-benefit microsimulation model (Sutherland and
Figari, 2013). EUROMOD uses detailed policy rules
taken from each country’s fiscal and social legisla-
tion together with information about individual and
household characteristics taken from representative
household income surveys to calculate tax liabilities
and benefit entitlements in a comparable manner for
all 28 countries of the European Union. For each
respondent in the microdata, EUROMOD constructs
additional variables representing the income tax lia-
bility corresponding to that individual.® As part of
that calculation, it also computes the corresponding
tax allowances and tax credits to which a taxpayer is
entitled. Thus, our measures are based on simulated
entitlements and not on actual claims in tax records.
In interpreting results, one should keep in mind that
they relate not to the actual but to the theoretic distri-
butional effects of tax allowances and credits.
EUROMOD uses information about individual
and household characteristics from a dataset based
on the European Union—Survey of Income and
Living Conditions (EU-SILC).!1® Unfortunately,
there is not enough detail in SILC to fully simulate
all tax allowances and all tax credits in our six coun-
tries (a complete list of which tax allowances/credits
we are able to simulate and which not is available in
Tables 4 and 5 respectively). In particular, informa-
tion about many types of deductible expenditures is
lacking. As such, it should be kept in mind that fig-
ures for total tax allowances and total tax credits are
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in all likelihood an underestimation, and distribu-
tional indices calculated for total tax allowances and
total tax credits are not fully comparable across
countries. Differential coverage of tax allowances
and tax credits in EUROMOD is much less of an
issue when we compare countries within instrument
type (see section ‘Progressivity and redistributive
effects of specific types of instruments’).

We construct two measures of tax allowances and
tax credits, which we term, respectively, gross and
net. The gross measure represents the difference in
the net tax liability attributable to the existence of the
tax allowance or tax credit, respectively. The net
measure is calculated as the difference in net dispos-
able income attributable to a tax allowance or a tax
credit. In addition to the changes in the net tax liabil-
ity, the second measure also captures any changes in
benefits received as a result of altering the tax bur-
den.!! In both cases, we calculate these measures at
the household level and adjust for household size
using the modified OECD equivalence scale. We take
a ‘dynamic’ approach meaning that in calculating the
effect of an instrument on the net tax liability or on
the net disposable income, respectively, we allow the
other elements of the tax-benefit system to kick in
and compensate for the change. This compensation
takes place automatically, as the tax rules apply to the
slightly changed household circumstances. In this
way, our gross measures account for interactions
between elements of the income tax system. The net
measures we construct take into account the interac-
tions between the income tax system as a whole and
the remainder of the wider tax-benefit system.

To better understand the extent to which the distri-
butional effects of tax expenditures are influenced by
instrument design, we perform a separate analysis on
two types of instruments which typify ‘universalism’
and ‘targeting’, respectively. The first category com-
prises of tax reliefs that are available to all taxpayers
irrespective of income or other personal characteris-
tics (e.g. basic/personal allowances, zero rate bands
and general, universal tax credits). They are likely to
cover large sections of the population and thus have a
quasi-universal nature. The second category contains
instruments which specifically depend on (taxable)
income; they either are more generous towards low-
income taxpayers or exclude higher income units

altogether (e.g. non-wastable tax credits aimed at
low-income earners, or income-tested child or family
tax credits). They are thus specifically targeted
towards the bottom of the income distribution.

Using our two measures of gross and net value, we
first present estimates of the total size of tax expendi-
ture on tax allowances and tax credits. We then show
how the benefits derived from our two types of tax
relief vary across the income distribution. In keeping
with the existing literature, we also estimate the
Kakwani index to measure progressivity and the
Reynolds—Smolensky index to measure redistribu-
tion (Kakwani, 1977; Lambert, 1989). The Kakwani
index is calculated as the difference between the Gini
coefficient of pre-tax allowance/tax credit incomes
and the concentration coefficient of tax allowances/
tax credits; it shows the extent to which tax allow-
ances/tax credits disproportionately benefit some part
of the income distribution relative to the distribution
of original, pre-tax incomes (in this case, HDIs re-
calculated in the absence of the analysed instrument).
Because tax allowances/tax credits add to (rather
than subtract from) disposable income, a smaller/
more negative number indicates higher progressivity.
A smaller/more negative Kakwani index shows that
poorer households receive relatively more income
from tax allowances/tax credits whereas a higher/
more positive number indicates that more affluent
households benefit more. The Reynolds—Smolensky
index is the difference between the Gini coefficients
of HDI with and without the analysed instrument(s).
It measures the reduction in inequality attributable to
that instrument. The higher the Reynolds—Smolensky
index, the more the instrument reduces inequality. A
negative index indicates that the instrument actually
increases inequality. We perform the same set of cal-
culations both for total tax allowances and tax cred-
its, respectively, and by instrument type. We include
95 percent confidence intervals for all our estimates.!?
In each case, we analyse tax allowances and tax cred-
its separately.

Size of tax allowances and tax
credits

Before examining the distributional aspects, we esti-
mate the relative size of tax allowance and tax credits



Journal of European Social Policy 00(0)

15

10

Percentage of government revenue

Ccz DE DK

ES FR IT

I Gross TA I Net TA B Gross TC

Net TC

Note: TA=tax allowances; TC=tax credits

Source: EUROSTAT and own calculations based on EUROMOD F6.36

Figure |. Annual total lost revenue due to tax allowances and tax credits as a percentage of government revenue.

expenditures. Figure 1 shows the total annual revenues
forgone as a result of tax allowances and tax credits in
each of the six countries, respectively, as a percentage of
total government revenue. Both gross and net measures
are shown, as explained above. We cannot simulate
comprehensively tax expenditure in all of the six coun-
tries and as such, the figures are not strictly comparable
cross-nationally. Nevertheless, Figure 1 makes clear
that from a budgetary perspective, tax expenditures are
a very important element. Foregone revenue due to
either tax allowances or tax credits exceeds 10percent
of total government revenues in Denmark, Germany
and Spain. These figures suggest that resources chan-
nelled via tax expenditures can be substantial and thus it
is both of interest and necessary to investigate the extent
to which they affect the distribution of incomes.

In general, the gross and the net measures of fore-
gone revenue are quite close. The only notable
exception is tax allowances in France where the net
measure is significantly larger than the gross one
suggesting that in addition to lost tax revenue, the
presence of tax allowances induces increased benefit
expenditure. This pattern is due to the presence of an
interaction between family means-tested benefits

and the tax base. Eligibility for these family transfers
is income-tested against the tax base. Eliminating
tax allowances increases the tax base and conse-
quently affects benefit eligibility. Some families
who are eligible for means-tested family benefits
under the original legislation lose entitlement when
tax allowances are removed from the income tax
system. Thus, the net overall effect of tax allowances
is larger than the loss in tax revenues alone.
Another way of assessing the importance of tax
allowances and tax credits is by looking at their
prevalence. Figure 2 shows the proportion of indi-
viduals in households who receive some tax relief
via tax allowances and tax credits overall and by
quintile group of HDI calculated when the respective
tax instruments (i.e. either allowances or credits) are
not present (we denote this income concept rank as
HDI rank).!? Almost every household in Denmark is
entitled to some form of tax allowance. The receipt
of tax allowances is widespread in Germany, Italy,
Spain and France where more than four-fifths of the
population benefits from this type of tax expendi-
tures. The only country where tax allowances are not
quasi-universal is the Czech Republic.
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Figure 2. Proportion of individuals in households entitled to tax allowances (left) and tax credits (right) by income

quintile.

Tax credits are completely absent in Germany
and Denmark but widespread in the countries that
use them. They are received by over 80 percent of
the population in Italy, Spain and the Czech Republic.
Thus, in a majority of countries, both tax allowances
and tax credits can be seen as near universal instru-
ments able to reach a large share of the population
not just the very rich. The extent to which there are
asymmetries in their benefits across the income dis-
tribution is investigated in the next section.

The redistributive effect of tax
allowances and tax credits

Figure 2 shows the extent to which the likelihood of
being able to claim tax allowances varies with
income. With the exception of Denmark where
receipt of tax allowances is very close to 100 per-
cent in all quintiles, there is a clear income gradient

in the probability of receipt. The steepest slope is
found in the Czech Republic where moving from
each quintile to the next roughly doubles the prob-
ability of receipt. In the remaining four countries,
there is a substantial difference between the first
quintile and the rest.

In the case of tax credits, the pattern is somewhat
different. In Spain and to a lesser extent in Italy, we
observe the same jump in proportion entitled when
moving from the first to the second quintile followed
by a relatively flat line thereafter suggesting that it is
only the first quintile that is unable to take advantage
of tax credit provisions. In France, the second and
the third quintiles are the ones most likely to benefit
from tax credits while the bottom and the top of the
distribution are least likely to be entitled. Finally, in
the Czech Republic, the most notable difference is
between the bottom three quintiles and the rest.
Especially the top but also the fourth quintiles are
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Figure 3. Average gross and net values of tax allowances as a percentage of rank HDI.

more likely to be able to take advantage of tax cred-
its compared to the rest.

A clear indication of the potential of tax allow-
ances and tax credits to redistribute can be obtained
by assessing the extent to which tax allowances and
tax credits contribute to increasing disposable
income proportionally more at the bottom compared
to the top of the income distribution. Figure 3 plots
the share of the gross and net values of tax allow-
ances in HDI by rank HDI quintile group. Gross tax
allowances are slightly upward sloping in their effect
in all countries with the exception of Denmark. The
curve is particularly steep in Germany. In Italy and
Spain, the value of tax allowances rises more slowly
with income. This pattern suggests that tax allow-
ances are likely to be regressive and increase ine-
quality. Tax allowances make up a very small
proportion of household income for all quintiles in
the Czech Republic whereas they are important
across the income distribution in Denmark.

Using gross or net values does not matter much
with the exception of France. The much larger
shares obtained for the bottom quintile when using
the net measure instead of the gross confirms the
interaction between the tax base and means-tested
benefits. Tax allowances direct resources to the
bottom quintile both directly by lowering the tax
burden but also indirectly by making these house-
holds eligible for income-tested benefits, as
explained in section ‘Size of tax allowances and
tax credits’. The indirect effect is almost twice as
large as the direct effect .

The share of tax credits in rank HDI is shown in
Figure 4. Because Denmark and Germany have no
tax credits, only four countries are shown. Tax cred-
its are likely to be relatively more important at the
bottom and middle of the income distribution com-
pared to the top. There is a very steep negative
income gradient of tax credits in Italy. Tax credits are
almost five times more important in the bottom
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quintile compared to the top. Quintiles in the middle
of the income distribution are the largest beneficiar-
ies of tax credits in Spain whereas in the Czech
Republic there is a modest negative quasi-linear
relationship between income and the share of tax
credits in rank HDI. Tax credits are very small in
France.

Table 1 summarizes progressivity and redistribu-
tion indices for tax allowances and tax credits in the
six countries. For completeness, Table 1 also shows
implied ATRs. ATRs are a measure of how important
the instrument is relative to HDI. They show the size
of tax allowances/tax credits as a percentage of rank
HDI. With one exception, the effect of tax allowances
on inequality is rather modest. The exception is
Germany where tax allowances raise the Gini index
by approximately 1.3 points. This is due to the fact
that tax allowances are relatively important (the cor-
responding implied ATR is 10%), and they

are concentrated more in the top part of the income
distribution. In addition to Germany, other countries
where tax allowances are skewed towards the top of
the income distribution are Italy and especially Czech
Republic. However, in these two countries, the size
of tax allowances relative to income is much smaller
and hence their effect on inequality relatively muted.
France and Denmark are the only two countries
where tax allowances are relatively progressive albeit
their effect on inequality is very small.

In comparison with tax allowances, tax credits
tend to be more progressively distributed. This is
especially the case in Italy but also in Spain and the
Czech Republic. All three countries have tax credits
that make up roughly 10percent of disposable
income. The very progressive distribution of tax
credits in Italy reduces inequality by 2.4 points, a
large impact. Modelled tax credits are too low in
France to have any noteworthy impact.
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Table I. Progressivity and redistribution indices (all tax allowances and tax credits).

Gini  Tax allowances Tax credits
HDI
Kakwani Reynolds— Average tax rate Kakwani Reynolds— Average tax
Smolensky Smolensky  rate
CZ 2380 3649 -0.11 0.28 -8.59 0.56 11.09
(33.13 t0 39.84) (—0.12 to —0.10) (0.26 to 0.30) (-9.17 to —8.01)  (0.50 to 0.62) (10.99 to 11.19)
DE 2682 1247 -1.27 10.28 - - -
(11.20 to 12.94) (—1.32 to —1.22) (10.00 to 10.56)
DK 23.83 -3.33 0.39 20.83 - - -
(-4.22 to —2.46)  (0.24 to 0.54) (20.59 to 21.08)
ES 3041 379 -0.26 6.42 -8.78 0.78 10.86
(3.37 t0 420)  (-0.28 to —0.23) (6.38 to 6.47) (=9.19 to -8.37)  (0.74 to 0.82) (10.73 to 10.99)
FR 2878 -1.83 0.00 8.55 -19.17 0.18 1.03
(-2.56 to —1.09) (-0.05 to 0.05) (8.44t08.67) (-20.48to —17.85) (0.17 to 0.20) (1.0l to 1.05)
IT 3065 1572 -0.63 3.95 -28.42 2.40 9.37

(15.19 to 16.01) (~0.64 to —0.60) (3.86 to 4.04)

(-28.84 to ~28.03) (2.37to0 2.43) (8.92 to 9.82)

Source: Own calculations based on EUROMOD F 6.36.
HDI: household disposable income.

There are no tax credits in Denmark and Germany; 95% Cl in parentheses.

Progressivity and redistributive
effects of specific types of
instruments

In the remainder of the article, we focus on two spe-
cific types of instruments, namely, general and
income-related policies. On one hand, focusing on
narrower categories of tax allowances and tax credits
improves comparability by ensuring that all relevant
instruments in each country are captured in the simu-
lations. On the other hand, we have the opportunity
to examine policy design in more detail. More spe-
cifically the two types of instruments allow us to
examine whether ‘universalist’ and/or ‘targeted’
instruments, respectively, are more effective at redis-
tributing compared to the overall average of all tax
allowances and tax credits, respectively. In the
remainder of this section, we present only results
based on net values. Using gross measures instead of
net makes no difference to the results.

General instruments

General tax allowances/tax credits theoretically ben-
efit all taxpayers. They include such measures as
personal tax allowances or zero rate tax bands. We

look at tax allowances and tax credits separately. In
each case, the value of the instrument has been cal-
culated by setting it to zero, re-applying the rules of
the tax-benefit system and comparing incomes with
and without the instrument.

General tax allowances make up only a tiny pro-
portion of HDI in Germany (see Figure 5). They are
however strongly regressive. Relative to rank HDI,
they are almost six times as large in the top quintile
compared to the bottom quintile. Yet, due to their
small size, their impact on inequality is very low.
General tax allowances are more important in France
and especially in Denmark where they make up
approximately 8 percent of rank HDI on average (see
Table 2). Tax allowances are progressive both in
France and especially in Denmark. In the latter coun-
try, general tax allowances are three times as impor-
tant to the bottom quintile compared to the top.
Given both their size and their strong progressive
nature, tax allowances have an important impact on
inequality in Denmark. They reduce the Gini coeffi-
cient by approximately 1.7percentage points (see
Table 2).

General tax credits are relatively important in
both countries where they are present, making up
between 6 and 8 percent of income on average. They
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Figure 5. Average net value of general tax allowances (left) and general tax credits (right) as percentage of rank

HDI by income quintile.

are relatively progressive in Spain and proportional
in the Czech Republic. In Spain, it is the middle
quintiles of the income distribution that gain most.
This suggests that bottom deciles have incomes that
are too low to take full advantage of this type of tax
concession. In the Czech Republic, the absolute
value of the general tax credit increases with income
so that the relative value compared to housechold
income changes little across the income distribution.
Again, this pattern suggests that lower income quin-
tiles are unable to take advantage of all available tax
credits.

Compared to the overall effect of tax allowances,
general instruments are more progressive in
Denmark and France. However, they are more
regressive in Germany. Similarly, both Czech and
Spanish general credits are less progressive com-
pared to the total of credits in the two countries (see

Tables 1 and 2). This suggests that general instru-
ments received by large proportions of taxpayers are
unlikely, on their own, to significantly contribute to
inequality reduction.

Income-related instruments

Tax allowances that are explicitly income-tested in
one form or another exist in Italy, France, Germany
and Spain. In Italy, they consist of a small regional
tax allowance, so they are virtually irrelevant for
broader measures of inequality and redistribution.
They are somewhat more important in the other two
countries (see Table 3). Although the income-tested
employment allowance in Spain appears to have
fairly low-income thresholds, its value is largest in
the third and fourth quintiles of the income distribu-
tion (see Figure 6). In addition, its size relative to
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Table 2. Progressivity and redistribution indices related to general tax allowances and credits.

Gini  Tax allowances Tax credits
HDI
Kakwani Reynolds— Average tax  Kakwani Reynolds— Average tax
Smolensky rate Smolensky rate
CZ 23.80 -0.93 =0.11 8.17
(-1.56 to =0.31) (-0.15 to —0.06) (8.09 to 8.25)
DK 26.82 -22.03 1.67 8.32 - - -
(—22.88 to -21.21) (1.62 to 1.73) (8.17 to 8.48)
DE 23.83 32.58 -0.05 0.15 - - -
(31.09 to 34.07) (-0.05 to —0.05) (0.15 to 0.16)
ES 3041 - - - -2.72 0.12 6.29
(-3.19 to —2.26) (0.10 to 0.15) (6.24 to 6.34)
FR 2878 -17.50 0.22 1.29 - - -
(—18.17 to —16.83) (0.21 to 0.22) (1.27 to 1.30)
IT 3065 - - - - - -

Source: Own calculations based on EUROMOD F6.36.
HDI: household disposable income.

Empty cells indicate that the instrument does not exist in the respective country; 95% Cl in parentheses.

income is larger in the top quintile compared to the
bottom one. In France, income-related allowances
are available only for the disabled and the elderly.
They are more effective in boosting the incomes of
the bottom quintile compared to Spain. They are also
strongly progressive as beneficiaries tend to cluster
in the first two quintiles. Surprisingly, in Germany,
income-related tax allowances are concentrated
towards the top of the income distribution (Figure 6).

Income-related tax credits are relatively large and
very progressive in Italy. The effect is a substantial
reduction in the Gini coefficient of approximately
2.5percentage points. In the other three countries
where they are present, tax credits are much less
important. They are progressive everywhere but par-
ticularly so in the Czech Republic. This is due to the
refundability of the child tax credit for low earners.
Finally, Spain has a large array of regional income-
related tax credits with different eligibility rules and
income thresholds. Taken together, they are small in
size and have an even smaller impact on inequality.
In fact, of the four countries, Spain registers the low-
est progressivity index for income-related tax
credits.

In comparison to all tax allowances, income-
related ones are more progressive in France and
Italy. Unexpectedly, they are more regressive in

Germany while in Spain they are very close to the
overall average. Finally, income-related tax credits
are everywhere more progressive compared to the
average cffect of tax credits overall.

Discussion

Tax allowances and tax credits are not instruments
exclusively reaching higher income households.
On the contrary, large sections of the population,
including low-income households, benefit from
them. Although we are unable to capture all tax
allowances and credits, it is clear that these types of
instruments can have a significant impact on ine-
quality either increasing it (tax allowances in
Germany) or decreasing it (tax credits in Italy).
Confirming previous research results, tax credits
are found to be generally (mildly) progressive and
especially more progressive compared to tax allow-
ances. On the contrary, tax allowances are gener-
ally regressive. The overall tax allowance measure
does not distinguish between deductions and lump
sum allowances, but the general allowances meas-
ure is composed only of the latter type of instru-
ments. Contrary to previous findings, it could not
be shown that general/lump sum allowances are
generally inequality reducing.
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Table 3. Progressivity and redistribution indices related to income-tested tax allowances and credits.

Gini  Tax allowances Tax credits
HDI
Kakwani Reynolds— Average tax Kakwani Reynolds—  Average tax
Smolensky rate Smolensky  rate
CZ 23.80 — - - -82.47 0.38 0.48
(-83.71 to —81.21) (0.37 to 0.40) (0.45 to 0.51)
DK 26.82 - - - - - -
DE 2383 40.16 -0.05 0.13 - - -
(38.53 to 41.78) (—0.06 to —0.05)  (0.12 to 0.14)
ES 304l 5.29 -0.19 337 -11.20 0.02 0.25
(476 t0 5.81) (-0.21 to —0.18)  (3.34t0 3.40) (-13.09 to -9.31) (0.02 to 0.03) (0.24 to 0.26)
FR 28.78 -86.51 0.25 0.30 -61.31 0.29 0.48
(—88.32 to —84.70) (0.24 to 0.27) (0.26 to 0.34)  (—62.42 to —60.21) (0.28 to 0.29) (0.46 to 0.50)
IT 30.65 -19.50 0.0003 0.002 -34.34 2.49 791

(-24.21 to —14.79) (0.0002 to 0.0004) (0.001 to 0.002) (~34.82 to —33.88) (2.46 to 2.51) (7.46 to 8.36)

Source: Own calculations based on EUROMOD Fé.36.
HDI: household disposable income.
Empty cells indicate that the instrument does not exist in the respective country; 95% Cl in parentheses.
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HDI by income quintile.
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The strongest and most consistent result of the
analysis is that the redistributive effect of tax allow-
ances and credits is as much dependent on the other
elements of the income tax system as on their own
characteristics. Very similar instruments can have
widely diverging effects depending on the tax sys-
tem in which they operate. For example, Danish gen-
eral tax allowances benefit lower income groups
substantially partly due to public transfers being
relatively large and taxable and partly due to the tax
rate schedule being fairly flat. Conversely, the strong
progressivity of the income tax system in Germany
induces tax allowances, including the general tax
allowance, to be regressive. This effect is so strong
that it virtually dominates any type of allowance that
may be introduced, including income-related ones.
Finally, linking an allowance or a credit to (taxable)
income does not guarantee its progressivity.

As a result, neither tax allowances nor tax credits
are particularly effective tools directing resources
towards the bottom of the income distribution. There
is however an exception, that is, refundable tax credits
aimed at low-income households. Although the sam-
ple used in this analysis contains too few examples of
such instruments to warrant a strong conclusion, we
found that refundable tax credits are strongly progres-
sive irrespective of the setting in which they operate.

Finally, a few caveats should be kept in mind
when interpreting the results. First, we are unable to
simulate all tax credits and tax allowances existent in
the income tax legislation of our six countries due to
lack of data availability. As a result, estimates of size
and redistributive effect of total tax allowances and
tax credits are not strictly comparable.!# Comparisons
of tax instruments within categories are less likely to
suffer from this problem.’> Second, we include in
our calculations only deductions from taxable
income and from the initial gross liability. We do not
consider other aspects of the tax system which are
usually included in the tax expenditure literature
such as tax-exempt income categories,'® or reduced
rates. Third, we use simulated entitlements to tax
allowances and tax credits to perform our calcula-
tions and not actual claims. As a result, our findings
reflect the intended rather than the actual impact of
allowances and credits. Finally, we do not account
for any behavioural adaptations when removing tax

allowances or tax credits. In this respect, ours is a
static first-round effects analysis of tax expenditure
instruments.

Conclusion

This article examines the role of tax allowances and
tax credits in personal income tax legislation in
shaping inequality in six European countries. We use
tax-benefit microsimulation to isolate the effect on
the income distribution when all or selected tax
allowances or tax credits are removed.

We find that this type of tax expenditure is a sig-
nificant spending item relative to government reve-
nue in all countries albeit there is a considerable
cross-national variation. Moreover, with few excep-
tions, tax allowances and tax credits are able to reach
large sections of the population. Thus, at least in the
six European countries included in this study, they
are by no means a policy instrument intended only/
mainly for the rich. However, despite being wide-
spread, their distributional consequences are gener-
ally not progressive. We thus confirm previous
insights from the ‘hidden welfare state’ literature
that suggested tax expenditures are more beneficial
to middle and higher income groups. This finding is
true not only with respect to tax expenditures related
to ‘social’ services purchased in the private sector
(on which the ‘hidden welfare state’ literature tended
to focus) but also of many provisions that are func-
tionally analogous to cash social transfers.

Overall, tax allowances tend to be either regressive
or proportional. They have a significant impact on
inequality only in Germany where they increase the
Gini coefficient by 1.2 points. Tax credits, on the con-
trary, tend to be either progressive or proportional.
Their size is usually too small to affect inequality sig-
nificantly. The only exception is Italy where tax cred-
its reduce the Gini coefficient by 2.4 points.

A second general result emerging from the analy-
sis suggests that the distributional effects of tax
allowances and tax credits are complex and often
unanticipated. In particular, tax allowances and tax
credits may interact among themselves as well as
with the wider tax-benefit system, such as in the case
of France where tax allowances induce not only
reduced government revenues but also increases
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spending on some income-tested benefits. Their
redistributive effect is heavily dependent on other
features of the tax system and population characteris-
tics and is less sensitive to instrument design. While
tax allowances and tax credits may have similar
objectives to some of the cash transfer programmes
(e.g. supporting families with children or covering
housing costs), their distributional consequences are
often very different. Moreover, because they operate
in a more complex way than direct cash transfers, it is
much harder to use them to achieve a particular dis-
tributional result. The new fiscal sociology literature
suggests that some countries use the tax system as an
alternative to direct social spending to shape their
income distribution. This study shows that even if
this is the case, the distributional outcomes are
unlikely to be similar. At least where tax allowances
and tax credits are concerned, the beneficiaries tend
to find themselves in middle and higher income
groups. In addition, who benefits from these provi-
sions is determined by many factors including the
other elements of the income tax system and idiosyn-
cratic characteristics of the population. Thus, policy-
makers wishing to use tax allowances or tax credits to
boost low incomes may find that they are unable to
without at the same time changing other important
features of their income tax system. Targeting tax
allowances and tax credits is much more difficult
compared to equivalent cash transfers.

To sum up, tax allowances and tax credits repre-
sent a channel through which considerable resources
are distributed. However, their operation is quite
complex and prone to side effects.
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Notes

1. Richard Titmuss (1963) was the first to note the func-
tional equivalence between social and fiscal welfare.
More recently, the ‘hidden welfare state’ literature
made the same point about the equivalence between
‘traditional’ public outlays/publicly provided services
and tax advantages with ‘social purposes’; see, for
example, Adema et al. (2011) and Howard C (1997).

2. For example, the Earned Income Tax Credit is rou-
tinely highlighted as the strongest anti-poverty policy
measure in the United States (Blank, 2002).

3. This is not true of studies using household surveys
such as Verbist (2004).

4. For example, Verbist (2004) looks into whether the
number of tax bands is correlated with the progres-
sivity of the tax rate schedule.

5. Most personal income tax systems work by (1) defin-
ing what types of income is going to be taxed (e.g.
earnings, pensions, capital income and benefits), (2)
deducting from the sum of income to be taxed the tax
allowances a taxpayer is entitled to (e.g. deducting
an amount for each child the taxpayer supports) and
thus obtaining the tax base, (3) applying the tax rate
schedule on the tax base and thus generating the ini-
tial (gross) tax liability and (4) deducting any appli-
cable tax credits from the gross tax liability (e.g. a tax
credit for being a lone parent) and thus obtaining the
final (net) tax liability.

6. Some authors differentiate between tax deduc-
tions which depend on income and tax allowances
which are lump sum. We make no such distinction.
Everything a taxpayer can claim to reduce his or
her taxable income is included under the term tax
allowance.

7. Because zero rate tax bands are essentially equivalent
to general tax allowances, we include them for pur-
poses of comparability.

8. We use version F6.36.

9. EUROMOD has special rules for assigning tax liabil-
ities in the case of joint taxation.

10. We use the 2010 European Union—Survey of Income
and Living Conditions (EU-SILC) cross-sectional
dataset for Germany, France, Spain and Italy and the
2008 EU-SILC cross-sectional dataset for the Czech
Republic and Denmark.

11. For example, if some income-tested benefits depend
on after tax income, an increased tax liability may
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trigger larger number of individuals/households
being eligible for these benefits.

12. Confidence intervals have been calculated using the
STATA-based package DASP (Distributive Analysis
Stata Package). Available at: http://dasp.ecn.ulaval.
ca/.

13. Rank household disposable income (HDI) is essen-
tially a counterfactual; to avoid any errors coming
from the fact that tax allowances and tax credits
change the relative position of households in the
income distribution, we use HDI calculated in the
absence of tax allowances and tax credits, respec-
tively, to construct quintiles throughout; we term this
income concept rank disposable income to differenti-
ate it from the ‘full” HDI which is defined in the usual
way.

14. Our estimates of total foregone revenue though are
relatively high, implying we are capturing the better
part of tax allowance and tax credit expenditure.

15. Strictly speaking, there may be interaction between
our category instruments and non-simulated tax
allowances and credits which we do not capture.

16. Tax-exempt income is likely our most prominent
omission; it is likely to be an important issue espe-
cially when large revenue sources such as pension
income are exempt. In our six countries, however,
pensions are always taxable. The most important type
of tax-exempt income is means-tested benefits.

ORCID iD

Silvia Avram “= http://orcid.org/0000-0003-3586-2842

References

Adema, W., Fron, P. and Ladaique, M. (2011) ‘Is the
European Welfare State Really More Expensive?
Indicators on Social Spending, 1980-2012; and a
Manual to the OECD Social Expenditure Database
(SOCX)’, OECD Social, Employment and Migration
Working Papers 124, OECD, Paris.

Adiego, M., Levy, H., Paniagua, M.M. and Cant6, O.
(2012) ‘Spain (2007-2010)’, EUROMOD Country
Reports, Institute for Social and Economic Research
(ISER), University of Essex, Colchester.

Altshuler, R. and Dietz, R. (2011) ‘Reconsidering Tax
Expenditure Estimation’, National Tax Journal
64(2): 459-90.

Alvaredo, F., Atkinson, A.B., Piketty, T. and Saez, E.
(2013) ‘The Top 1 Percent in International and
Historical ~Perspective’, Journal of Economic
Perspectives 27(3): 3-20.

Blank, R.M. (2002) ‘Evaluating Welfare Reform in the
United States’, Journal of Economic Literature
40(4): 1105-66.

Brady, D. (2005) ‘The Welfare State and Relative Poverty
in Rich Western Democracies, 1967-1997°, Social
Forces 88(4): 1329-64.

Branco, R. and Costa, E. (2015) ‘Welfare State,
Tax Expenditures and Inequality: Portugal in
Comparative Perspective, 1989-2011", available at
www.academia.edu/12398221/Welfare State Tax_
Expenditures_and Inequality Portugal in compara-
tive_perspective.

Burman, L.E. (2003) ‘Is the Tax Expenditure Concept
Still Relevant?’, National Tax Journal 56(3):
613-27.

Burman, L.E., Geissler, C. and Toder, E.J. (2008) ‘How
Big Are Individual Tax Expenditures, and Who
Benefits from Them?’, American Economic Review:
Papers & Proceedings 98(2): 79-83.

Cantillon, B., Marx, I. and Van den Bosch, K. (2003)
‘Welfare State Protection, Labour Markets and
Poverty: Lessons from Cross-Country Comparisons’,
in G. Standing G (ed.) Minimum Income Schemes in
Europe, pp. 11-27. Geneva: ILO.

Ceriani, L., Figari, F. and Fiorio, C. (2012) ‘Italy (2007—
2010)’, EUROMOD Country Reports, Institute for
Social and Economic Research (ISER), University of
Essex, Colchester.

Denis, V. and Tranoy, A. (2013) ‘France (2006-2010)’,
EUROMOD Country Reports, Institute for Social
and Economic Research (ISER), University of Essex,
Colchester.

Doerrenberg, P. and Peichl, A. (2014) ‘The Impact of
Redistributive Policies on Inequality in OECD
Countries’, Applied Economics 46(17): 2066—86.

Fuest, C., Nichues, J. and Peichl, A. (2010) ‘The
Redistributive Effects of Tax Benefit Systems in
the Enlarged EU’, Public Finance Review 38(4):
473-500.

Ganghof, S. (2006) ‘Tax Mixes and the Size of the Welfare
State: Causal Mechanisms and Policy Implications’,
Journal of European Social Policy 16(4): 360-73.

Greve, B. (1994) ‘The Hidden Welfare State, Tax
Expenditure and Social Policy’, Scandinavian
Journal of Social Welfare 3(4): 203—11.

Howard, C. (1997) The Hidden Welfare State: Tax
Expenditure and Social Policy in the United States.
Princeton, NJ: Princeton University Press.

Jahoda, R. and Godarova, J. (2014) ‘Distribution Impact
of the Mortgage Interest Deduction in the Czech
Republic’, Review of European Studies 6(2): 110-9.


http://dasp.ecn.ulaval.ca/
http://dasp.ecn.ulaval.ca/
http://orcid.org/0000-0003-3586-2842
www.academia.edu/12398221/Welfare_State_Tax_Expenditures_and_Inequality_Portugal_in_comparative_perspective
www.academia.edu/12398221/Welfare_State_Tax_Expenditures_and_Inequality_Portugal_in_comparative_perspective
www.academia.edu/12398221/Welfare_State_Tax_Expenditures_and_Inequality_Portugal_in_comparative_perspective

Avram

17

Jantti, M. and Danziger, S. (2000) ‘Income Poverty in
Advanced Countries’, in A.B. Atkinson and F.
Bourguignon (eds) Handbook of Income Distribution,
pp- 309-78. Amsterdam: Elsevier.

Kakwani, N.C. (1977) ‘Measurement of Tax Progressivity:
An International Comparison’, Economic Journal
87(345): 71-80.

Kiihl, J., Nielsen, K.M.R. and Nielsen, K.V. (2012)
‘Denmark (2007-2010)’, EUROMOD  Country
Reports, Institute for Social and Economic Research
(ISER), University of Essex, Colchester.

Lambert, P. (1989) The Distribution and Redistribution of
Income: A Mathematical Analysis. Cambridge, MA:
Basil Blackwell.

Martin, I.W. and Prasad, M. (2014) ‘Taxes and Fiscal
Sociology’, Annual Review of Sociology 40(1): 331—
45.

Miinich, D. and Pavel, J. (2012) ‘Czech Republic (2007—
2010)’, EUROMOD Country Reports, Institute for
Social and Economic Research (ISER), University of
Essex, Colchester.

Ochmann, R. and Fossen, F. (2011) ‘Germany (2007—
2010)’, EUROMOD Country Reports, Institute for
Social and Economic Research (ISER), University of
Essex, Colchester.

OECD (2010) Tax Expenditure in OECD Countries. Paris:
OECD.

Pellegrino, S., Piacenza, M. and Turati, G. (2011)
‘Assessing the Distributional Effects of Housing
Taxation in Italy: From the Actual Tax code to
Imputed Rent’, Center for Economic Studies CESifo
Working Papers 3368, Munich, 14 July.

Plotnick, R. (1984) ‘The Redistributive Impact of Cash
Transfers’, Public Finance Review 12(1): 27-50.

Poterba, J. (2011) ‘Introduction: Economic Analysis of Tax
Expenditures’, National Tax Journal 64(2): 451-8.

Prasad, M. and Deng, Y. (2009) ‘Taxation and the Worlds
of Welfare’, Socio-Economic Review 7(3): 431-57.

Schuyler, M. (2014) ‘Baked in the cake: Why the progres-
sivity of the income tax isn’t visible in the distribu-
tion of tax expenditures’, Tax Foundation, available
at http://taxfoundation.org/article/baked-cake-why-
progressivity-income-tax-isn-t-visible-distribution-
tax-expenditures.

Sutherland, H. and Figari, F. (2013) ‘EUROMOD: The
European Union Tax-Benefit Microsimulation
Model’, International Journal of Microsimulation
6(1): 4-26.

Titmuss, R. (1963) The Social Division of Welfare: Essays
on the Welfare State. London: George Allen & Unwin.

Toder, E.J., Harris, B.H. and Lim, K. (2009) Distributional
Effects of Tax Expenditures. Washington, DC: Tax
Policy Center.

Verbist, G. (2004) ‘Redistributive Effects and Progressivity
of Taxes: An International Comparison Across the
EU Using EUROMOD’, EUROMOD Working
Paper, Institute for Social and Economic Research
(ISER), University of Essex, Colchester.

Wagstaff, A. and van Doorslaer, E. (2001) ‘What Makes
the Personal Income Tax Progressive? A Comparative
Analysis of Fifteen OECD Countries’, International
Tax and Public Finance 8(3): 299-315.

Wagstaff, A., van Doorslaer, E., van der Burg, H.,
Calongec, S., Christiansend, T., Citone, G. et al.
(1999) ‘Redistributive Effect, Progressivity and
Differential Tax Treatment: Personal Income Taxes
in Twelve OECD Countries’, Journal of Public
Economics 72(1): 73-98.


http://taxfoundation.org/article/baked-cake-why-progressivity-income-tax-isn-t-visible-distribution-tax-expenditures
http://taxfoundation.org/article/baked-cake-why-progressivity-income-tax-isn-t-visible-distribution-tax-expenditures
http://taxfoundation.org/article/baked-cake-why-progressivity-income-tax-isn-t-visible-distribution-tax-expenditures

18 Journal of European Social Policy 00(0)

Appendix |

Table 4. List of tax allowances in the Czech Republic, Denmark, Germany, France, Italy and Spain.

Tax allowances Simulated General Income-related

Czech Republic

Non-taxable portion of pensions Yes No No
Allowance for charitable donations No - -
Mortgage interest re-payments Yes No No
Complementary pension insurance deduction Yes No No
Allowance on private life insurance payments No - -
Allowance on labour union fees No - -
Denmark

Employee labour market contributions Yes No No
Self-employed labour market contributions Yes No No
Supplementary labour market contribution for employees Yes No No
Unemployment benefit contribution and early retirement Yes No No
benefit contributions

Contributions for private pension plans Yes No No
Maintenance payments Yes No No
Earned income tax credit Yes - -
General personal allowance Yes Yes No
Unused part of spouse’s general personal allowance Yes No No
Negative investment income of partner Yes No No
Tax allowance for investment income Yes No No
Mortgage interest payments Yes No No
Transport allowance No - -
Special occupational deductions No - -
Deposit on company start-ups No - -
Give deductions No - -
Other employee expenses above minimum threshold No - -
Other allowances related to capital income No - -

Germany

Non-taxable part of income from public pensions Yes No No
Non-taxable part of income from private pensions Yes No No
Income-related expenses-pension income Yes No No
Income-related expenses-employment income Yes No No
Tax allowance on alimonies paid Yes No No
Tax allowance for high contribution pensioners Yes No No
Tax deduction on old-age expenses Yes No No
Tax allowance on other insurance contributions Yes No No
Deductions for agriculture and forestry Yes No No
Tax allowance for the elderly Yes No No
Tax allowance for lone parents Yes No No
Child tax allowance Yes No No
Basic 0 tax band (tax free portion of taxable income) Yes Yes No
Zero rate band on capital income Yes No No
Deduction of other expenses Yes No No
Income exempted from the solidarity surcharge Yes Yes No
Tax allowance on childcare costs, alimonies and other expenses Yes No No

Other deductible expenses No - -
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Table 4. (Continued)

Tax allowances Simulated General Income-related

Spain
Employee social insurance contributions Yes No No
Self-employed social insurance contributions Yes No No
Social insurance contributions paid by the unemployed Yes No No
Employment income tax allowance Yes No Yes
Employment income tax allowance-supplement for older Yes No Yes
workers
Joint taxation allowance Yes No No
Tax allowance for workers who accept a job in a different city No - -
Employee social insurance contributions Yes No No
Self-employed social insurance contributions Yes No No
Deductible part of the generalised social contribution (CSG) Yes No No
Tax allowances on category | income (employment, sickness Yes No No
benefit, taxable pensions, unemployment benefit)
Deductions on rent income Yes No No
Deductions on investment income Yes No No
Tax allowance for children older than |8years and dependent Yes No No
ascendants
Deduction of private pension contributions Yes No No
Tax allowance on maintenance payments Yes No No
Tax allowance for low-income disabled and elderly Yes No Yes
Basic 0 rate tax band Yes Yes No
Exemption from paying generalised social contribution (CSG) Yes No Yes
for low-income pensioners

Italy
Employee social insurance contributions Yes No No
Self-employed social insurance contributions Yes No No
Tax allowance on paid alimonies Yes No No
Tax allowance for private pension contributions Yes No No
Tax allowance for various expenses Yes No No
Basic O rate tax band for low-income taxpayers in Bolzano Yes No Yes
Non-taxable rent income Yes No No
Cadastral value of the main residence Yes No No

Source: Information on existing tax allowances and their simulation is taken from both the EUROMOD model and the correspond-
ing Country Reports (Adiego et al., 2012; Ceriani et al., 2012; Denis and Tranoy, 2013; Kiihl et al., 2012; Minich and Pavel, 2012;

Ochmann and Fossen, 201 1).

Simulated: included in the total calculations; general: included in calculations for general instruments; income-related: included in the

calculation of income-related instruments.

Table 5. List of tax credits in the Czech Republic, Denmark, Germany, France, Italy and Spain.

Tax credits Simulated General Income-related
Czech Republic

Personal exemption Yes Yes No

Spouse exemption Yes No No

Disability exemption Yes No No

Student exemption Yes No No

(Continued)
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Table 5. (Continued)

Tax credits Simulated General Income-related
Child tax credit (including refundable part) Yes No No
Refundable part of child tax credit Yes No Yes
Increased tax credit for severely disabled individuals No - -

Spain?

Mortgage tax credit Yes No No
Tax credit for renting the main residence Yes No Yes
Personal tax credit Yes Yes No
Child tax credit Yes No No
Tax credit for dependent parents Yes No No
€400 tax credit Yes No Yes
Tax credit for multiple births for parents satisfying certain Yes No Yes
income and number of children conditions — Andalucia
Regional tax credit for lone parents — Andalucia Yes No No
Regional tax credit for dependent parents — Andalucia Yes No No
Care it assistance to the individual tax credit — Andalucia Yes No No
Regional disability tax credit — Andalucia Yes No Yes
Regional rent tax credit for young taxpayers — Andalucia Yes No Yes
Tax credit for the birth of the third or successive child — Yes No No
Aragon
Tax credit for the birth of the third or successive child- Yes No Yes
supplement for low-income families — Aragon
Regional tax credit for the care of disabled or dependent Yes No Yes
persons — Aragon
Regional tax credit for renting the main residence — Asturias Yes No Yes
Regional tax credit for large families — Asturias Yes No Yes
Regional tax credit for lone parents — Asturias Yes No Yes
Regional tax credit for the self-employed — Asturias Yes No Yes
Regional tax credit for old-age — llles Baleares Yes No Yes
Regional tax credit for disability — llles Baleares Yes No Yes
Regional tax credit for educational expenses — llles Baleares Yes No Yes
Regional rent tax credit for young taxpayers — llles Baleares Yes No Yes
Regional childbirth tax credit — Canarias Yes No No
Regional tax credit on childcare expenditures — Canarias Yes No Yes
Regional tax credit for disability — Canarias Yes No No
Regional large families tax credit — Canarias Yes No No
Regional rent tax credit — Canarias Yes No Yes
Regional unemployment tax credit — Canarias Yes No Yes
Regional tax credit for dependent children and dependent Yes No Yes (only part
parents/disabled — Cantabria relating to disability
and dependent
parents)
Regional rent tax credit — Cantabria Yes No Yes
Regional childbirth tax credit — Castilla y La Mancha Yes No Yes
Regional tax credit for dependent parents — Castilla y La Yes No Yes
Mancha

Regional tax credit for old-age — Castilla y La Mancha Yes No No
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Table 5. (Continued)

Tax credits Simulated General Income-related
Regional childbirth tax credit — Castilla y Leon Yes No No
Regional tax credit for large families — Castilla y Leon Yes No No
Regional tax credit for childcare expenses — Castilla y Leon Yes No Yes
Regional rent tax credit for young persons — Castilla y Leon Yes No Yes
Regional childbirth tax credit — Catalunya Yes No No
Regional rent tax credit — Catalunya Yes No Yes
Regional mortgage tax credit — Catalunya Yes No Yes (supplemental

amount for young
people, disabled
and unemployed)

Regional rent tax credit — Extremadura Yes No Yes
Regional employment tax credit — Extremadura Yes No Yes
Regional childbirth and young children tax credit — Galicia Yes No Yes (only income-
tested part)
Regional tax credit for large families — Galicia Yes No No
Regional tax credit for childcare expenses — Galicia Yes No Yes
Regional rent tax credit for young taxpayers — Galicia Yes No Yes
Regional childbirth credit — Madrid Yes No Yes
Regional rent tax credit for young persons — Madrid Yes No Yes
Regional tax credit for low-income families with children Yes No Yes
— Madrid
Regional tax credit for childcare expenses — Murcia Yes No Yes
Regional childbirth tax credit — Rioja Yes No No
Regional childbirth tax credit — Valencia Yes No Yes
Regional tax credit for multiple births — Valencia Yes No No
Regional tax credit for large families — Valencia Yes No No
Regional tax credit for old-age and disability — Valencia Yes No No
Regional housework tax credit — Valencia Yes No Yes
Regional tax credit for childcare expenses — Valencia Yes No Yes
Regional tax credit for dependent parents — Valencia Yes No Yes
Regional working mother tax credit — Valencia Yes No No
Regional rent tax credit — Valencia Yes No Yes
Regional tax credit low-income families with children — Yes No Yes
Valencia
Tax credits for charitable donations No - -
Special tax credits in Ceuta and Melilla No - -
Domestic help tax credit — Andalucia No - -
Fostering self-employment tax credit — Andalucia No - -
Tax credit for cohabiting dependent elderly over 65years No - -
— Asturias
Fostering self-employment for females and young individuals No - -
— Asturias
Child adoption tax credit — llles Baleares No - -
Fostering self-employment tax credit — llles Baleares No - -
Expenditures on child’s studies out of the residence island No - -

tax credit — Canarias

(Continued)
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Table 5. (Continued)

Tax credits Simulated General Income-related
Mortgage cost increase tax credit — Canarias No - -
Disability tax credit — Castilla-La Mancha No - -
Children or parents’ disability tax credit — Castilla-La Mancha No - -
Elderly and disabled taxpayers with caring needs tax credit No - -

— Castilla y Leon

Death of partner tax credit — Catalunya No - -
Disabled family members care tax credit — Extremadura No - -
Disabled taxpayers over 65years with care needs tax credit No - -
— Galicia

Fostering self-employment tax credit — Galicia No - -
Hosting of non-family elderly or disabled individuals tax No - -
credit — Madrid

Child hosting tax credit — Madrid No - -
Mortgage cost increase tax credit — Madrid No - -
For educational expenses — Madrid No - -
Fostering self-employment for youth — Madrid No - -
Disabled child’s birth or adoption tax credit — Valencia No - -
Renting housing for activities in different municipalities’ tax No - -
credit — Valencia

Mortgage cost increase tax credit — Valencia No - -
Public benefits towards maternity tax credit — Valencia No - -

France
Tax rebate (Decote) Yes No Yes
Tax credit for childcare expenses Yes No No
Tax credit on educational expenses Yes No No
Tax credit on mortgage interest expenses Yes No No
Complementary reduction for disabled persons affected by Yes No No
the cap on tax reductions due to the ‘quotient familial’

Low-earners refundable tax credit Yes No Yes
Tax credit for green investments No - -
Tax credit for employment services No - -

Italy
Personal tax credit — employment Yes No Yes
Personal tax credit — self-employment Yes No Yes
Personal tax credit — pensions Yes No Yes
Mortgage interest tax credit Yes No No
Education expenses tax credit Yes No No
Health expenses tax credit Yes No No
Charity donations tax credit Yes No No
Other expenses tax credit Yes No No
Building and refurbishing tax credit Yes No No
Life insurance premium credit Yes No No
Funeral expenses tax credit Yes No No
Tax credit on low pensions Yes No Yes
Dependent spouse tax credit Yes No Yes

Dependent parent tax credit Yes No Yes
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Table 5. (Continued)

Tax credits Simulated General Income-related
Child tax credit Yes No Yes
Additional tax credit for the lone parent Yes No No
Compensation on the child tax credit to the other spouse Yes No No
Tax credit for tenants subject to controlled rent No - -
Tax credit for employees relocating closer to work No - -
Tax credit on energy conservation expenses No - -

Source: Information on existing tax credits and their simulation is taken from both the EUROMOD model and the corresponding
Country Reports (Adiego et al., 2012; Ceriani et al., 2012; Denis and Tranoy, 2013; Kihl et al., 2012; Minich and Pavel, 2012;
Ochmann and Fossen, 201 1).

There are no tax credits in Germany and Denmark.

Simulated: included in the total calculations; general: included in calculations for general instruments; income-related: included in the
calculation of income-related instruments.

aThe working mother tax credit is de facto treated as a means-tested benefit and not included in the list of tax credits.



