TAXATION, INEQUALITY AND THE ILLUSION OF THE SOCIAL
CONTRACT IN BRAZIL

Rozane Bezerra de Siqueira e José Ricardo Bezamgadira
Departamento de Economia
Universidade Federal de Pernambuco

Brazil is one of the most unequal countries inwlzgld, both before and after taxes and
government transfers. At the same time, the Baaziitate stands out as one with the
highest tax yield as percentage of the GDP amosg dieveloped countries. In fact,
Brazil's tax burden stands at levels very similarthhe average tax burden of the
Organization for Economic Co-operation and Develepm(OECD). This situation
seems to contradict two important theories of tbétipal economy of taxation. The
first theory, deriving from median-voter modelsegicts that within a democratic
context high levels of income polarization shouhd governments to carry out
significant redistribution, usually by taxing theh to benefit the poor. The second
theory, sees taxation as embodying a social cdntegteveen the society and the state —
which “carries a promise of political and sociatlirsion™— and suggests a negative
relationshigoetween polarization and taxation, due to low taxate.

In this paper, we suggest that the theory of figiadion® can account for this double
puzzle. This theory predicts that the lack of tgarency in state financing — such as
complex and indirect tax structures — creates @alfiglusion that will systematically
produce higher levels of public spending than thbs¢ would be observed had voters
correctly perceived the 'tax-price' of public ougpuAccordingly, we argue that the use
of fiscal illusion strategies has been centralh® $ize of public spending and revenue
mobilization in Brazil, and that this reflects theeakness of the underlying social
contract. After an introductory section, the papesrganized as follows.

In section 2, we first observe that there seemsetan acceptance of the median voter
result for Brazil on the basis that it is consistith the remarkable increase in the tax
collection since the country’s political redemoaation in the 1980’s and the reduction
in income inequality in the last decade. We theyuarthat this view is not supported by
a detailed analysis of the redistributive impactha Brazilian fiscal policy. Using the
PNAD 2009 and POF 2008/2009 household surveysadag-benefit microssimulation
model, we estimate the redistributive impact of Bnazilian tax and transfer system (as
a whole and by type of tax and transfer) and compawith other countries’ data. The
results show that direct taxes and cash transégisced Brazil’s Gini coefficient of
income inequality by just 7 percentage points i@20~hen the tax burden was 32.6%
of GDP), whereas the corresponding reductionsgkample, in the United Kingdom
(with tax burden of 34.2% of GDP), the United S¢afeith tax burden of 24.2% of
GDP) and Uruguay (with tax burden of 22.5% of GD®ye 18, 15, and 7 percentage
points, respectively.We also show that when the impact of indirect $axed subsidies

! C. von Haldenweng, “Taxation, social cohesion fiszhl descentralization in Latin America”, German
Development Institute, Discussion Paper 1/2008,rB@008.

2 J. M. BuchananPublic Finance in Democratic Process: Fiscal Instibns and Individual Choice
Chapel Hill, University of North Carolina Press 619

% See E. Gofii, J. H. L6pez, L. Servén, “Fiscal reitistion and income inequality in Latin America”,
Policy Research Working Paper WPS4487, The WorldhkBdevelopment Research Group,
Macroeconomics and Growth Team, 2008; CongressiBudyet Office, “The distribution of household
income and federal taxes, 2008 and 2009", 2012, pleoqental data, available at



is taken into account, even the poorest 20% ofBfazilian households become, on
average, net contributors to the fiscal systemm{onetary terms). It is thus that while
the increase in tax yields in the last decadesirtdeed been dramatic — from 23% of
GDP in 1988 to 35% of GDP in 2011 —, the decreasadome inequality in the same
period was less impressive. For instance, the Gingross income (which includes
government transfers) declined from 0.62 to 0.68, game level of the Gini of gross
income observed in 1960, when the state’s tax ve® 17 per cent do GDP. We also
make some comments on the access to and qualpyldic services such as health,
education and basic sanitation.

In section 3,we briefly review some political philosophy apprbas that see the
establishment of a social contract between theeris and the state as the basis of the
emergence of modern states. We then focus ours$igguon the recent literature that
stresses the relationship between taxation andrganee. According to this literature,
the social (fiscal) contract is the implicit accamte between the state and its citizens
that taxes are paid in exchange for governmentigimv of effective services, the rule
of law and accountability. Thus, it sees a cousttgx system as the core manifestation
of the social contract, and the willingness to pages as an indicator of the legitimacy
of the state. We emphasize that predictions abdmitre¢lationship between inequality
and redistribution, as well as between inequalitgd @rowth, depend crucially on a
country’s (formal and informal) tax institutions.

In section 4, we suggest that the high levels aegament spending and tax revenue in
Brazil is not an expression of a broad (implicigrdsain between government and its
citizens but rather reflect the fact that politicampetition has led politicians to

accommodate spending pushed by competing and fragthénterest groups. We then
argue that the promotion and exploitation of fisitlalsion have been central to this

process, given the historic low ‘tax morale’ obsetvin the country. Although the

theory of fiscal illusion covers both sides of thaedget — taking into account the
government’s strategies to disguise the full cdstpuablic programs as well as to

exaggerate their benefits —, our focus is on regegnabilization strategies. We note that
inflation tax and debt finance had important ilarsary effects in the past, but that
nowadays “invisible” taxation has been the mainrseuwf illusion. The section then

discusses at some length the Brazilian tax sysheéghlighting its extreme complexity

and heavy reliance on indirect taxes.

In the fifth and last section, we make final commseand point to some policy
implications. In particular, we stress that inegyaltself has shaped the Brazilian tax
system, and in such a way that it has preventecemmergence of an effective social
contract. In this context, the most promising taforms should primarily aim at
promoting transparency, accountability and trudivben the tax authorities and the
taxpayersBy its turn, public spending should target the deapts of inequality, by
promoting, for instance, equal access to high gubasic education.
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