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In 2018, the new Italian government devised a plan to rekindle economic growth – flat taxes for 
businesses and households. The fiscal retooling was comprised of other measures, such as a guaranteed 
income for 12 months for the poorest Italians, but the cornerstone of the plan was the new flat taxes. 

Here we want to explore the distributive impact of such a plan. It is important to note that a previous 
fiscal subsidy, to individuals, underwhelmed. In 2017, “Italy unveiled a policy measure to attract super 
wealthy people to move to the Mediterranean country. Under the program, anyone who moves to Italy 
pay a flat tax of 100,000 euros ($123,000) a year, regardless of their income (Spezzati, 2017). Officials 
expected at least 1,000 people to sign for it immediately, but around 150 did.  

There is little reason to believe that lower taxes for the ultra-wealthy can generate a significant boom, as 
we explored in Chapter 6 for the case of trickle-down economics. Things are different when dealing with 
tax cuts for business and the middle class. A simpler tax system with lower brackets can generate 
prosperity if aggregate investment follows (enough to compensate forsaken government revenue). Higher 
investment is the goal of the Italian government. 

The proposal, as of July 2018, is to reduce the number of tax brackets and simplify the tax code. For 
individuals, there would be two tax brackets, instead of the current five, with rates of 15 and 20 percent 
(Bershidsky, 2018). Such a measure would clearly reduce tax revenue, although abandoned revenue can 
be somewhat compensated by the reduction in tax evasion. Lower taxes incentivize people to bring 
income into the formal economy. As it stands, Italy’s shadow economy is bigger than the European 
average – almost 20% of output, double the rate in Germany and the UK (Bershidsky, 2018). For 
companies, the revised tax code should bring a single bracket of 23%, lower than the average 35% that 
they pay today. To properly analyze the distributive impact of a flat(ter) tax for households, we first need 
to establish the difference between pre- and post- transfer inequality. Governments can smooth out 
income inequality differences by income transfers (anything from higher income tax for the rich to cash 
payments and food stamps). Therefore, there are two sources of inequality smoothing: how governments 
tax and how they transfer. There is nothing wrong with changing one if you adjust the other. 

Roser and Ortiz-Ospina (2018) describe the effects of pre and post-transfer income inequality by plotting 
the difference between market income inequality and disposable income inequality. Market income 
inequality is defined as the growth in wages and salaries + self-employment income + capital and 
property income; while disposable income inequality is defined as market income + social security cash 
transfers + private transfers – income tax. Comparing the two measures and how income is distributed 
allows us to analyze how societies smooth market outcomes (wages and capital income) through income 
transferences. Table 1 brings the most recent data for a selected sample of countries in the OECD. 

 

Table 1 – Pre and post-transfer income inequality, selected OECD countries, 2012-14. 

 Disposable income inequality Market income inequality 

Chile 0.47 0.50 

Mexico 0.46 0.48 

Turkey 0.39 0.42 



United States 0.39 0.51 

United Kingdom 0.36 0.53 

Spain 0.35 0.53 

Australia 0.34 0.48 

Japan 0.33 0.49 

Italy 0.33 0.52 

Canada 0.32 0.44 

Netherlands 0.28 0.44 

Austria 0.28 0.50 

Finland 0.26 0.50 

Denmark 0.25 0.44 

Norway 0.25 0.41 

Source: Roser and Ortiz-Ospina (2018) 

All three non-rich countries in the OECD – Chile, Mexico and Turkey - have higher (much higher for 
Chile and Mexico) disposable income inequality than their rich counterparts. The reason for that is their 
relatively lower transfers than in rich countries. All three countries have similar pre-transfer income 
inequality to the rest of the OECD but transfer relatively little. Chile, for instance, has the same market 
income inequality as Austria and Finland (0.50) but disposable income inequality remains much higher 
after transfers (0.47 versus 0.28 and 0.26).  

Italy’s inequality outcomes, pre-transfer of 0.52 and post-transfer of 0.33, are in line with other European 
countries. A flat tax would most likely increase pre-transfer income inequality, but what matters to people 
is what happens to disposable income inequality. That will hinge on potential changes to how the Italian 
government smooths out the increase in market inequality.  

For the other economic outcomes, it is safe to predict that government revenue will go down and 
household income will go up. The economic growth effect of the flatter tax structure will be contingent on 
what happens to long run potential output. That, in turn, will change depending on the dynamics of how 
firms and people use their extra income and what the reaction of capital markets is to the short-run 
increase in public debt. It is possible that the flatter tax rate system will increase productivity overall 
(imagine a situation in which a 40% income tax might discourage workers from seeking jobs but a flat, 
smaller rate might not.) The productivity and growth effects, however, are not certain. What we can be 
relatively certain of is that the simplified tax system with lower income brackets is, by itself, an 
expansionary fiscal policy that is regressive – supply-side economics in action. The result of this policy 
will depend on how the government changes expenditure (to reduce the regressiveness of the plan) and if 
the lower income tax jumpstarts people into action (people willing to work more or harder and companies 
to invest in a more tax friendly country). Even still, fears over the debt trajectory might jeopardize all of 
that. 

 

Questions for discussion. 

1) Income inequality is a particularly important problem in the United States today. From Table 1, 
what can you state about the relative position of the American economy among OECD countries?  

2) How does the success of Italy’s new tax structure relate to the concept of the fiscal multiplier in 
Chapter 8? 



3) Expand on the last sentence of the case study. For that, establish the loanable funds market effects 
of an expansionary fiscal policy – in other words, can the reaction of market agents in the credit 
market offset potential gains from the new tax system? 

4) Today’s countries, as we can see from Table 1, prefer to smooth out income through transfers 
instead of tackling market income inequality directly. Why do you think that is so? Explain your 
reasoning. 
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