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ABSTRACT
For middle-income countries such as Tunisia that
have the capacity to meaningfully tackle poverty and
inequality using their domestic resources, it is essential
that fiscal policy be redistributive while also remaining
economically-efficient. A value-added tax (VAT) system
with lower, or “preferential,” rates on certain essential
products has been touted by some as a panacea.
The purpose of this paper is to empirically test
whether these preferential rates are truly redistributive.
Specifically, this paper asks: “Would Tunisia abolishing
preferential VAT rates to establish a flat-rate VAT
system, in which all preferential rates are increased
to match the primary rate, benefit the poorest of
society if the increase in revenue is spent according
to Tunisia’s existing social expenditure scheme?”
I answer this question using a simulation model,
which makes quantitative welfare predictions for each
Tunisian income decile based on their monetary gain or
loss as a result of this hypothetical tax reform. The topline finding of the analysis is that the bottom two deciles
are net winners of the reform while all other income
deciles are net losers – they pay more in increased
taxation than they receive back in increased social
spending. I conclude that the reform is not sufficiently
redistributive because the third decile, which falls
under the USD$5.50 per day poverty line, is made worse
off. Therefore, I do not recommend that this policy be
implemented as proposed in the research question.
However, the policy could be reformed in order to
increase its progressivity and therefore better address
poverty and inequality in a number of ways, including
introducing the policy alongside social expenditure
reform or only abolishing preferential VAT rates on
products that are demand-inelastic with respect to price
or those disproportionately consumed by the wealthy.
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1. INTRODUCTION
The majority of the world’s poor now live in middleincome countries, many of which have the economic capacity
to meaningfully address extreme poverty through domestic
redistributive policies as opposed to relying on foreign aid
(Sumner, 2012). Ravallion (2010) stipulates that, generally,
countries with consumption per capita of over USD$4,000 per
year (2005 PPP) can achieve substantial pro-poor redistribution
through domestic taxation.
Tunisia recently surpassed this threshold. As of 2013, per
capita consumption in the country was roughly USD$4,102
(2010 constant dollars). At the same time, 20.5% of the Tunisian
population lived below the country’s national poverty line
of USD$4.30 per day in 2010, while 30.3% lived on less than
USD$5.50 per day (World Bank, 2018). Therefore, it is worth
considering Tunisia’s fiscal policy options to tackle this issue. This
paper focuses on potential reform to Tunisia’s value-added tax
(VAT) system in order to increase redistribution and therefore
reduce poverty and inequality.
Raising revenue in a manner that is both economicallyefficient and administratively feasible is a pervasive fiscal policy
problem for low- and middle-income countries (LMICs). In
recent decades, many have argued that VAT is an ideal remedy
for countries with limited administrative capacity seeking to
both increase tax revenue and minimise economic distortions.
According to Toye (2000), the most attractive feature of VAT is
its revenue productivity, in that it generates sufficient revenue as
compared to its tax rate. Because the tax is collected at each stage
of production, VAT is also “self-enforcing” to a degree, making
it particularly desirable in lower-income countries due to its
relative ease of administration (Gerard & Naritomi, 2018).
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However, VAT has also been widely criticised for being
regressive; the bottom income deciles bear a significant
proportion of the tax burden as they spend a greater percentage
of their income on consumption goods (Itriago, 2011). For this
reason, many academics and policymakers have proposed lower,
or ‘preferential’, VAT rates on essential goods on which the poor
spend most of their income, such as food and petrol. The logic is
that preferential rates allow the government to indirectly target
poor households and therefore increase the overall progressivity
of the fiscal system (Bird & Gendron, 2007).
On the other side of the debate, it is argued that, because the
wealthy spend more in absolute terms on consumption goods and
therefore pay more in VAT than the poor, the latter are not welltargeted by preferential rates. They hypothesise that if preferential
rates were abolished and the VAT rate on these ‘essential’ goods
was increased to establish a ‘flat-rate’ VAT system, the increase in
government revenues resulting from this reform could be better
targeted to the poor in the form of social expenditures (Ahmad
& Best, 2012).
In recent years, scholars have begun testing this hypothesis
using microsimulation models. One example is an Institute
for Fiscal Studies working paper by Harris, Phillips, Warwick,
Goldman, Jellema, Goraus, and Inchauste (2018), which
simulates the distributional impact of abolishing both preferential
VAT rates and exemptions in four sub-Saharan African LMICs,
assuming that the increase in government revenues resulting
from the VAT reform is used to fund a universal basic income
(UBI). The paper finds that this reform would benefit poor
households, reducing inequality and extreme poverty. Overall,
however, the empirical evidence on the effect of abolishing
preferential VAT rates is limited.
In light of this debate and recent simulation evidence, this
paper seeks to answer the following question: “Would Tunisia
abolishing preferential VAT rates to establish a flat-rate VAT
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system, in which all preferential rates are increased to match
the primary rate, benefit the poorest of society if the increase
in revenue is spent according to Tunisia’s existing social
expenditure scheme?”
To answer the research question, I will be using a simulation
model to make quantitative welfare predictions for each Tunisian
income decile based on their monetary gain or loss due to the
abolition of preferential VAT rates. Unlike the simulation
conducted by Harris et al. (2018), my analysis is based on the
assumption that any increase in government revenues resulting
from this reform will be spent according to Tunisia’s existing
budget, not as a UBI, in order to explicitly weight the relative
regressivity of a flat-rate VAT against the relative progressivity of
existing social expenditures.
After providing background information regarding the
structure of Tunisia’s VAT and social expenditure systems in
Section 2, Section 3 of this paper describes the methodology,
including the conceptual approach, analytical framework, and
data. I present the results and discussion of the analysis in Section
4 and policy recommendations in Section 5. Section 6 concludes.

2. CONTEXT OF VAT AND SOCIAL
EXPENDITURES IN TUNISIA
Tunisia first instituted VAT in 1988. As of 2015, it was Tunisia’s
most important single tax, accounting for almost one-third of
all tax revenue (Alm, 2015) and almost half of all indirect tax
revenue (Jouini, Lustig, Moummi, & Shimeles, 2016). Until the
beginning of 2018, Tunisia’s primary VAT rate, the rate imposed
on the vast majority of goods and services, was 18%. A number
of goods, such as fertiliser, food, and medical services, were taxed
at preferential rates of either 6% or 12%. Table 2.1 provides a
comprehensive list of preferential-rate products – the items in
bold are those included in the analysis. Certain products, such as
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milk and bread, are VAT exempt (Alm, 2015). In comparison to
the OECD countries, the top 18% rate is close to the bloc’s mean
while the preferential rates are quite low (Alm, 2015).
TABLE 2.1 PRODUCTS TAXED AT PREFERENTIAL VAT RATES

Products Taxed at 6%

Products Taxed at 12%

Canned or Preserved Food

Food

Local Handicraft Products

Agricultural Inputs

Fertilizer

Transport of Goods

Cattle Feed

Training

Transport Equipment

Computers and Computer Services

City Cleaning Equipment

Equipment Not Produced Locally

Garbage Collection and
Treatment

Electronic Certification Services

Environmental Protection
and Public Works

Services in Non-Tourist Restaurants

Transport of People

Liberal Professions

Transport of Agricultural
and Fishing Products

Plastic Recycling Collection

Medical Services

Electricity for Domestic
Consumption and Irrigation

Educational Services

Cars of Four Horsepower or Less

Tourism

Taxis and Hired Vehicles
Rural Transportation Vehicles
Nicotine Tablets and Gum
Petroleum Products

Sources: République Tunisienne Ministère des Finances (2017); Alm (2015).
Note: Products bolded are those included in the analysis.
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Approximately 70% of
total government spending
goes towards social
% of Total
Spending
expenditures in Tunisia,
Government
Category
which is primarily made
Spending
up of direct cash transfers,
Conditional Cash
indirect subsidies, and in1.11%
Transfers (CCT)
kind health, education,
Other Direct
and housing spending
1.83%
Transfers (ODT)
(Jouini et al., 2016). Table
2.2 outlines the percentage
Indirect Subsidies
8.38%
of the budget allocated to
In-Kind Health
5.63%
each spending category in
Transfers
2010.
In-Kind Education
22.18%
Direct cash transfers
Transfers
primarily consist of the
In-Kind Housing
National Needy Families
0.06%
Transfers
Assistance Program, which
Sources: Commitment to Equity Institute pays about TND 70 to each
(2015).
eligible household per
month. Tunisia’s indirect subsidies are directed towards food,
energy, and transportation. In terms of education spending,
Tunisia provides virtually free public education at the primary,
secondary and tertiary levels. Low-income households receive
free or subsidised healthcare from the government while the
non-poor participate in a contributory national health insurance
program (Jouini et al., 2016). The Tunisian government also
provides financial subsidies with respect to housing and urban
development (Centre for Affordable Housing Finance in Africa,
2018). Table 2.3 outlines the incidences of VAT and social
expenditures by income decile as of 2010.
TABLE 2.2 SOCIAL SPENDING CATEGORIES
AS A PERCENTAGE OF TOTAL SPENDING
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8

7

6

5

4

3

2

1

Income
Decile

16.5%

12.5%

9.7%

8.8%

7.5%

6.0%

5.0%

3.5%

2.2%

VAT

8.2%

7.2%

6.6%

7.1%

8.6%

9.5%

9.7%

10.6%

13.3%

19.2%

CCT

6.6%

4.4%

7.2%

11.9%

10.4%

10.8%

12.3%

11.1%

12.2%

13.2%

ODT

18.3%

13.7%

11.8%

10.7%

9.3%

8.7%

8.3%

7.6%

6.5%

5.2%

10.4%

11.5%

7.1%

11.8%

10.2%

12.9%

9.5%

7.3%

7.0%

12.2%

9.6%

9.8%

10.6%

11.1%

10.4%

9.3%

9.5%

9.3%

11.1%

9.4%

Education

0.9%

0.0%

0.0%

20.1%

5.6%

13.2%

14.9%

6.3%

17.6%

21.4%

Housing

TABLE 2.3 VAT AND SOCIAL EXPENDITURE INCIDENCE (% OF
TOTAL BURDEN) BY INCOME DECILE, 2010

9

28.1%

Subsidies Health

10

Source: Jouini et al. (2016)

3. METHODOLOGY

In order to answer my research question, I will be using a
simulation model to make quantitative welfare predictions for
each Tunisian income decile based on their monetary gain or loss
due to the abolition of preferential VAT rates.
With any fiscal policy reform, there will be winners and
losers in terms of the change in how much each decile pays in
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taxes compared to the change in how much it receives in social
expenditures. Keeping in mind the goal of redistribution for
the purpose of decreasing poverty and inequality, abolishing
preferential VAT rates in favour of one flat-rate VAT w ill b e
recommended if and only if all of the income deciles below the
USD$5.50 per day poverty line, i.e. the bottom three deciles,
emerge as net winners of the reform. It is this 30% of the Tunisian
population that are classified as living in relative poverty.
As my motivation and analysis stem directly from Harris et
al. (2018), my analytical framework also draws from this paper.
In essence, annual household consumption on each preferentialrate good or service will dictate the predicted increase in VAT
revenue, which can be split up by income decile. This represents
the cost of the reform for each decile. The increase in VAT, in
conjunction with the Tunisian budget and each decile’s social
expenditure incidence, dictates how much each decile receives
back in social spending. This represents the benefit of the reform
for each decile.
First, I calculate the additional VAT paid by the entire
country by multiplying aggregate annual household expenditure
on each product by the percentage increase in VAT for that
product. As Harris et al. (2018) calculate this additional VAT
by assuming perfectly inelastic demand with respect to price, I
do the same. Next, I divide this aggregate value among income
deciles, assuming that the VAT burden for those products on
which preferential rates currently apply is equivalent to that
for the products taxed at 18% (see Table 2.3). After
determining the additional VAT burden of each income
decile, I will calculate how much of the “VAT revenue pot”
each income decile receives back in social expenditures. This
calculation accounts for both the benefit incidence of each type
of transfer by income decile, as specified in Table 2.3, as well as
the weighting of the transfer with respect to total government
expenditures, as specified in Table 2.2.
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Rates on Tunisia’s Poor]

Finally, I subtract the additional VAT paid by each decile
from the value of the additional social expenditures received.
If the value is negative, the decile is a “net loser” – the reform
results in its paying more in additional taxation than it receives
in social spending. If the value is positive, the decile is a “net
winner” – the reform results in its receiving more in social
spending than it pays in additional taxation. In order to conclude
that the reform is sufficiently redistributive, the bottom three
income deciles must all be net winners.
As there are obvious concerns with assuming a zero-value for
price elasticity of demand, we would expect that, as the price of
a good increases due to the increase in taxation, demand for the
good would decrease. I conduct a robustness check accounting
for differing price elasticities of demand by product. Following
this calculation, the procedure for the robustness check is the
same as that of the basic model.
There a re a f ew l imitations o f t his m ethodology; t he fi rst
pertain to general equilibrium and substitution effects. As this
analysis does not utilise a general equilibrium approach, it can
account only for the direct effects of the VAT reform, not the
indirect effects related to, e.g. labour supply and sectoral trends
(Coady, 2008). For instance, a VAT increase on tourism, taxed
at 6% in 2010, may lead to a substantial decrease in the demand
for tourism, which in turn may lead to lay-offs and permanently
affect the competitiveness of Tunisia’s tourism sector in
comparison to its geographical neighbours.
According to the definition outlined by Coady (2008), this
analysis can be considered a partial equilibrium approach and
is therefore “an upper bound on longer-term adverse impacts
and a lower bound on beneficial impacts,” (p. 36). This is due to
the fact that households can adjust their consumption decisions,
substituting certain goods for others, in response to new
economic situations to maximise their welfare.
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For instance, as a result of this reform, one might expect an
increase in substitution between staple foods and other foods.
In 2010, most foods were taxed at 12%, but certain staple foods,
including milk, bread, and couscous, were VAT exempt. It
is possible that, as a result of the VAT increase on most food,
some households (likely those that are poorer) may consume
less of the non-staple foods in favour of the staples. Long-term,
these consumption decisions may lead to adverse health effects,
disproportionately for the poor, if these households eat a less
balanced diet as a result of the new policy. Therefore, this analysis
does not take broader welfare metrics, such as those related to
health and nutrition, into account, nor does it account for any
long-run effects. On the other hand, the proposed reform should
theoretically lead to less substitution between products currently
taxed at preferential rates and those taxed at the primary rate
because they will now all be taxed at the same rate; the VAT
system will no longer distort consumption decisions in favour of
lower-tax products.
Another limitation of the methodology concerns
differing elasticities by income decile. There is evidence
that price elasticity of demand generally differs by income,
i.e. demand is typically more elastic for poorer households
than it is for wealthier households because the poor, with
limited disposable income, will react more to a price
increase than the wealthy, who have greater amounts of
disposable income (Chemingui & Dessus, 2003). However, I
cannot take this into account due to insufficient data. As a
result, by treating all income deciles equally with respect to
price elasticity of demand, the model may overestimate how
much poor households pay in VAT and underestimate how
much wealthy households pay. All else being equal, this would
underestimate the progressivity of the reform.
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Data
My primary data source comes from the Commitment to
Equity (CEQ) Institute. I have obtained access to the spreadsheets
used in the Institute’s analysis of Tunisian fiscal policy, which
outline how much the Tunisian government spends on each type
of direct or in-kind transfer as a percentage of total government
expenditure in 2010, as well as the VAT and social expenditure
incidence for each income decile (see Tables 2.1 and 2.2). This
data, in turn, comes from the National Survey of Consumption
and Household Living Standards (NSCHLS) of 2010 from
Tunisia’s National Institute of Statistics (INS).
Annual household consumption data for each product currently
taxed at a preferential VAT rate come from sources including the
INS Data Portal, the FAO Food Balance Sheets, the IMF Primary
Commodity Price System, the World Bank DataBank, and papers
published by academics and international organisations.
Estimates for price elasticities of demand for products
currently taxed at preferential VAT rates come from the
economics literature. Because Tunisia-specific estimates were
only available for certain products, elasticities for countries
deemed comparable to Tunisia in terms of GDP per capita or
geography were also used wherever possible. In cases where
multiple credible elasticity estimates were found, I took an
average of these estimates.
There are also a number of data limitations. First, there is
missing data for certain products. Due to data limitations, not
all products on which preferential VAT rates currently apply
were included in the model. As a result, the value obtained for
the increase in government revenue resulting from the reform
is likely an underestimate of the true value. Relatedly, Tunisiaspecific price elasticities of demand were unavailable for certain
products; the extent to which the elasticities used in this study
correspond to the true values for Tunisia is debatable.
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Second, the data is drawn from many disparate sources. As
discussed above, the annual household consumption data for
preferential-rate products came from a variety of sources and
was presented in different ways. In the INS Data Portal (2015),
for instance, data was generally presented as, “household
final consumption value of [product name]” (TND millions).
However, for certain products not included by INS, such as
medical services, I manually calculated this value by multiplying
the share of health expenditure as a percentage of total household
consumption (obtained from a UNESCWA report, Prasad, 2014)
by the value for average annual expenditure per household
(obtained from the INS). As different methodologies were used
to construct different data points, there is a risk of introducing
bias into the analysis.
Finally, measurement error may also be a concern with the
data from NSCHLS, as it is based on households’ self-reporting of
their consumption patterns. While it is possible that households
may intentionally under-report or over-report their consumption
of certain products, it is more likely that the measurement error
at play is random, as households will likely not recall exactly how
much they spent on a given product in an entire year.

4. RESULTS
By multiplying aggregate household expenditure on each
preferential-rate product by its respective percentage increase
(either 6% to 18% or 12% to 18%), assuming a zero-value for
price elasticity of demand, I obtain values for the post-reform
predicted expenditure on each product. Subtracting these two
values for each product gives me the tax revenue increase. As
observed in Table 4.1, I determine that government revenues
increase by TND 806.56 million annually when preferential VAT
rates are abolished. TND 435.19 million is raised from increasing
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the 6% preferential rate to 18% and TND 371.37 million is raised
from increasing the 12% preferential rate to 18%.
TABLE 4.1 PREDICTED AGGREGATE EXPENDITURE AND TAX
REVENUE INCREASE BY PREFERENTIAL-RATE PRODUCT:
PERFECTLY INELASTIC DEMAND (TND MILLIONS)

Aggregate
Household
Expenditure,
2010

Predicted
Expenditure
Post-Reform

Tax
Revenue
Increase

Fertilizer

75.56

84.12

8.55

Transport
Equipment

308.57

343.50

34.93

Transport of
People

219.46

244.30

24.84

Medical Services

2425.90

2700.53

274.63

Educational
Services

574.56

639.60

65.04

Tourism

240.10

267.28

27.18

Total

3844.15

4279.34

435.19

Food

5767.33

6076.29

308.96

Taxis and Hired
Vehicles

329.18

346.82

17.63

Petroleum
Products

835.80

880.57

44.77

Total

6932.31

7303.68

371.37

10776.46

11583.02

806.56

6% Preferential Rate

12% Preferential Rate

Aggregate Total

Sources: Food and Agriculture Organization of the United Nations (2017); Food and Agriculture
Organization of the United Nations (2019); IMF Primary Commodity System (2018); Institut National de
la Statistique (2015); Institut National de la Statistique (2016); Prasad (2014); République Tunisienne
Ministère des Finances (2017); World Bank, World Development Indicators (2018).
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The aggregate VAT revenue increase is split up by income
decile according to the incidences outlined in Table 2.3. These
results are presented in Table 4.2. While the bottom three deciles
collectively contribute just 1.07% of the total VAT revenue (TND
86.30 million), the top decile alone contributes 28.1% (TND
226.64 million).
Table 4.3 presents the benefit side of the analysis: the amount
TABLE 4.2: PREDICTED VAT BURDEN
in increased social spending
BY INCOME DECILE: PERFECTLY
each decile receives back
INELASTIC DEMAND (TND MILLIONS)
as a result of the VAT
increase on preferentialIncome Decile
VAT Burden
rate products according to
the incidences specified in
1
17.74
Table 2.3. In absolute terms,
2
28.23
the bottom three deciles
3
40.33
receive the most from in4
48.39
kind education transfers
(TND 53.31 million).
5
60.49
However, this transfer is not
6
70.98
redistributive in that the top
7
78.24
three deciles receive slightly
8
100.82
more than the bottom
9
133.08
three deciles (TND 53.67
million). In comparison to
10
226.64
wealthy households, poor
Sources: Jouini et al. (2016) and author’s calculations.
households benefit most
from housing transfers and CCT, though these represent a
much smaller absolute value than education transfers.
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TABLE 4.3 PREDICTED SOCIAL EXPENDITURE BENEFIT BY INCOME

9

8

7

6

5

4

3

2

1

Income
Decile

0.73

0.64

0.59

0.64

0.77

0.85

0.87

0.95

1.19

1.72

CCT

0.97

0.65

1.06

1.76

1.54

1.59

1.82

1.64

1.80

1.95

ODT

12.37

9.26

7.98

7.23

6.29

5.88

5.61

5.14

4.39

3.51

Subsidies

4.72

5.22

3.22

5.36

4.63

5.86

4.31

3.31

3.18

5.54

Health

17.17

17.53

18.96

19.86

18.61

16.64

17.00

16.64

19.86

16.82

Education

0.00

0.00

0.00

0.10

0.03

0.06

0.00

0.03

0.09

0.10

Housing

DECILE: PERFECTLY INELASTIC DEMAND (TND MILLIONS)

10

Sources: Jouini et al. (2016) and author’s calculations.
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Table 4.4 shows the total VAT increase paid by each decile, the
total amount each decile receives back in social expenditures, and
the difference between these two values. The “difference” column
is colour-coded: the “net winner” deciles are shaded green while
the “net loser” deciles are shaded red. These results are also
presented graphically in Figure 4.1, which is colour-coded in the
same manner. Both Table 4.4 and Figure 4.1 indicate that only the
bottom two deciles are net winners while all other deciles are net
losers. The bottom decile has a net benefit of TND 11.90 million,
while the third decile has a net loss of TND 12.62 million. All
wealthier deciles lose even more than does the third decile.
TABLE 4.4 AGGREGATE COST, BENEFIT, AND DIFFERENCE BY INCOME
DECILE: PERFECTLY INELASTIC DEMAND (TND MILLIONS)

Income
Decile

VAT
Burden

Aggregate
Expenditure Ratio

Benefit-Cost
Difference

1

17.74

29.64

11.90

2

28.23

30.51

2.28

3

40.33

27.71

-12.62

4

48.39

29.61

-18.79

5

60.49

30.88

-29.61

6

70.98

31.85

-39.12

7

78.24

34.94

-43.30

8

100.82

31.82

-69.00

9

133.08

33.31

-99.77

10

226.64

35.98

-190.67

Source: Author’s own calculations.

As discussed in Section 3, the VAT reform is only deemed
sufficiently redistributive if the bottom three deciles are all net
winners. The results indicate that this is not the case; only deciles
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one and two are net winners, while the third decile is a net
loser. Therefore, while this policy may be effective in addressing
extreme poverty, it will harm those in the third decile, i.e. those
living in relative poverty.
Considering Tables 4.2 to 4.4 in more detail helps us to better
understand this result. In Table 4.2, we observe that the second
decile pays TND 28.23 million more in VAT as a result of the
reform while the third decile pays 30% more than the second
decile (TND 40.33 million). Because there is a considerable
difference between deciles two and three in terms of the amount
of VAT they pay, in order for the reform to be redistributive
by this paper’s standard, the third decile must receive more in
social spending than the second decile so both are net winners
of the reform.
However, this is not the case overall. In terms of CCT, ODT,
in-kind education transfers, and housing spending, the third
decile receives less than the second decile (see Table 4.3). For
education transfers, in particular, the third decile receives less
than all wealthier deciles.
Some forms of social spending are also regressive, meaning
the bottom three deciles collectively receive less than three
wealthier deciles. By this standard, indirect subsidies are the most
regressive, though in-kind health and education transfers are also
mildly regressive.
In sum, the welfare changes simulated in this model are not
sufficiently redistributive for those living below the USD$5.50
poverty line. Though the wealthy pay substantially more in VAT
than the poor, social expenditures are not progressive enough to
offset the VAT burden for the poor, particularly for the third decile.
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Robustness check
As mentioned in
Section 3, assuming
perfectly inelastic
demand with respect
Estimated
Preferential-Rate
to price is unrealistic;
Price Elasticity
Product
for this reason,
of Demand
I also conduct a
Fertilizer
-0.44
robustness check that
Transport
incorporates non-zero
-0.60
Equipment
estimates for price
Transport of People
-0.39
elasticity of demand
Medical Services
-0.42
for each preferentialrate product. These
Educational Services
-0.79
elasticities
are
Tourism
-0.83
summarised in Table
Food
-0.24
4.5.
Taxis and Hired
As all elasticities
-0.31
Vehicles
fall between 0 and -1,
Petroleum Products
-0.26
their incorporation
Sources: Abdelbasset Chemingui & Dessus (2003); Ben Sita,
leads to estimates
Marrouch & Abosedra (2012); Chembezi (1990); Choyakh (2008);
Dhehibi & Gil (2003); Esan (2016); Filippini & Deb (2010); Hossain of
VAT revenue
(1985); Kopper (2018); Liu & Chollet (2006); Oum, Waters &
Yong (1992); Parker, n.d.; Price & Sheftall (2015); Ringel, Hosek,
increases that are
Vollaard & Mahnovski (2005); Steiner (2014); Strickland (1983);
Zhou, Su, Gao, Xu & Zhang (2011).
smaller than when
elasticities were assumed as zero. The predicted aggregate
revenue increase when incorporating non-zero price elasticities
of demand is TND 491.98 million – 61% of the revenue increase
when price elasticity of demand was deemed perfectly inelastic.
As the taxation and benefit incidences for each income
decile remains the same as in the initial model, the ultimate
conclusions as to net welfare impact by income decile are also
identical. The bottom two deciles are net winners while all
other deciles are net losers. As there is now less revenue raised,

TABLE 4.5 ESTIMATED PRICE
ELASTICITY OF DEMAND FOR EACH
PREFERENTIAL-RATE PRODUCT
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the magnitudes of these effects are smaller. Because the third
decile is a net loser of this policy, the reform does not meet the
threshold for being sufficiently redistributive.
In comparison to the initial model, however, these results also
indicate that price elasticities of demand – a common concern
for consumption tax reforms – do not directly impact the extent
to which a reform is redistributive in that the direction of the
net welfare impact for each decile was constant across models.
However, the secondary model assumes identical elasticities
across income deciles; the differential in these elasticities could be
crucial in determining the redistributive impact of the reform. As
discussed in Section 3, we would generally expect the demand of
poorer households to be more price-elastic than that of wealthier
households. Therefore, this model may be underestimating the
extent to which the reform is redistributive.
In light of the results and interpretation of both the model
and robustness check, the following section provides fiscal
policy recommendations for Tunisia to effectively a ddress
poverty and inequality.

5. POLICY RECOMMENDATIONS
Because neither model’s results suggest that all three bottom
income deciles will be net winners of a tax reform abolishing
the 6% and 12% preferential VAT rates in favour of one flat-rate
VAT at 18%, my recommendation is against implementing this
policy as has been thus far proposed. However, this policy could
become more redistributive if it is introduced in conjunction
with progressive fiscal policy reforms or modified to account for
varying price elasticities of demand.
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Introduce VAT Reform in Conjunction with
Progressive Fiscal Policy Reforms
As observed in Section 4, though the incidence of VAT burden
is quite progressive, the incidences of many social expenditures
are not. Therefore, if VAT reform was introduced in conjunction
with reforms to one or more of these social expenditures, the
entire fiscal system could be made more progressive. This could
include devoting more resources to housing transfers, better
targeting health and education expenditures to the poor, and
reducing or eliminating regressive subsidies.
First, the Tunisian government could devote more resources
to housing transfers. Though housing expenditures are quite
redistributive, over 45% are directed to the bottom three deciles
while the top three deciles receive less than 1%,they make up just
0.06% of Tunisia’s budget. According to the Centre for Affordable
Housing Finance in Africa (2018), low-income households in
Tunisia are generally unable to access mortgages; “at least 26
per cent of the [Tunisian] population… stand to benefit from
affordable housing finance.” If the Tunisian government increased
social spending in the housing sector in the form of subsidised
interest rates for housing loans or tax breaks for home savings
accounts while simultaneously abolishing preferential VAT
rates, the net impact would be more redistributive for poorer
households than the VAT reform alone.
Second, health and education expenditures should be targeted
to the poor. Households across the income distribution receive
substantial in-kind health transfers. The ultra-poor are enrolled
in the Free Health Care program while the relatively-poor are
eligible for the Subsidised Health Care program. The non-poor
can participate in a contributory national health insurance
program. In 2010, just 1.9% of the population were enrolled in
the Free Health Care program and 4.2% were enrolled in the
Subsidised Health Care program (Jouini et al., 2016). Therefore,
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there is substantial scope for these programs to be expanded in
order to cover a greater proportion of households living below
USD$5.50 per day. This expansion should occur in conjunction
with VAT reform in order to increase the progressivity of the
fiscal system.
Similarly, both poor and wealthy households benefit from inkind education transfers, likely because many relatively wealthy
individuals attend publicly-funded schools at the primary,
secondary, or tertiary levels. To make education spending more
progressive, more funding could be directed to the poorest areas
of the country by building more schools, hiring more teachers,
and purchasing more supplies in and for these regions.
Second, health and education expenditures should be targeted
to the poor. Of the indirect subsidies the Tunisian government
provides, approximately 49% are directed to food, 40% to energy,
and 11% to transportation (Jouini et al., 2016). Energy subsidies,
in particular, are often criticised for being particularly regressive.
These subsidies were explicitly introduced in Tunisia to support
the middle class (Jouini et al., 2016) and their cost has drastically
increased since 2005. Reducing or eliminating these regressive
subsidies, and potentially using these revenues to fund one of
the policies recommended above, will increase the progressivity
of Tunisia’s fiscal system. However, it is important to keep in
mind political concerns in any discussion of subsidy reform in
LMICs; in the North African context, the influence of politicallyconnected elites often prevents meaningful subsidy reform (Eibl,
2017).
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Account for Price Elasticity of
Demand when Reforming VAT
One way to account for price elasticity of demand when
reforming VAT is to increase VAT on demand-inelastic
products. As introduced in Section 3, price elasticity of demand
is an essential consideration for consumption tax reform; taxing
products that are demand-inelastic with respect to price raises
more revenue than taxing demand-elastic products. As such,
the results of the model that incorporates non-zero elasticities
indicated that demand for the products with elasticities closest to
zero, such as food, contributed most to the total increase in VAT
revenue raised. Products with comparably higher elasticities (in
absolute value terms), such as tourism and educational services,
contribute substantially less. For this reason, it may be logical to
only abolish preferential VAT rates for the products that are more
demand-inelastic with respect to price.
However, there are two caveats to this recommendation.
First, as food is the most price-inelastic preferential-rate good
and is also the product on which poorer households will
disproportionately spend most of their income, increasing VAT
on food while maintaining preferential status for services such as
tourism may lead to more regressive outcomes than abolishing
all preferential rates. This result could potentially be mitigated by
also implementing one of the social expenditure reforms outlined
earlier in this section.
Second, before any such reform is instituted, it is crucial
that policymakers obtain more accurate estimates of the price
elasticities of demand for the Tunisian population, ideally split by
income decile. As the estimates cited in this paper are based on
averages from a number of sources, there is a risk that they may
not be entirely valid in representing the consumption decisions
of Tunisians.
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Another way to account for price elasticity of demand when
reforming VAT is to increase VAT on products disproportionately
consumed by the wealthy. I noted in Section 3 that the poor
are generally more demand-elastic with respect to price than
the wealthy. Therefore, i t i s b oth e conomically-efficient and
redistributive to abolish preferential VAT status on products
disproportionately consumed by the wealthy, particularly if they
are considered relatively essential for those in higher-income
deciles. For instance, computers and certain types of cars were
taxed at 12% in 2010; since both of these goods are likely quite
demand-inelastic with respect to price for the wealthy, especially
in comparison to the poor, abolishing their preferential VAT status
would increase government revenues in a progressive manner.

6. CONCLUSION
By conducting an empirical analysis of the effect of abolishing
Tunisia’s preferential VAT rates in favour of one flat-rate VAT,
this paper finds t hat t he b ottom t wo i ncome d eciles w ould
obtain a net gain from the reform while all other deciles would
obtain a net loss. Therefore, while the policy may successfully
address extreme poverty, it would also harm those living just
below the USD$5.50 per day poverty line. Because the reform
would not benefit all three of the bottom income deciles, it is not
sufficiently redistributive and therefore I do not recommend its
implementation in isolation.
However, there are ways the policy could be modified in order
to increase its progressivity. First, it could be combined with
progressive social spending reforms, such as increasing housing
spending, targeting health and education expenditures to the
poor, and reducing or eliminating regressive subsidies. Second, by
accounting for differing price elasticities of demand by product
and income level, preferential rates could only be abolished on
demand-inelastic goods or goods disproportionately consumed
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by the wealthy. For middle-income countries seeking to address
domestic poverty and inequality, fiscal policy reform is often
essential. Despite the critiques levied against it, there is room for
a flat-rate VAT in a progressive fiscal system as long as social
expenditures are redistributive and policymakers adequately
account for varying price elasticities of demand across products
and income deciles.
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