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ABSTRACT

We present serie$ the shares of incaraccruing to the top grougisthe distribution in Colombia
between 1993 and 2010, based on indivithaxhetax data We obtain foumain empirical results.

First, income in Colombia is highly cartcated, the top%4 of the income distribution accoumgtfor

over 206 of total income in 2010. This is at the highest ¢éurkqualityn any recent year in the

entire WTID sample. Second, higtome individuals in Colombia are, in essence, rantiecapital
ownersThi r d, w h i Isueveys showstleahinebualisyhas been decreasing since 2006, tax
based results offer a different picture, where concentration at the top has remained stable; when surve
based Gini coefficients are adjustedke into account higher incomes reported to tax files, inequality
levels are higher, and the recent reduction in inequality is less pronouncedndeonehaxation

does little to reduce the high levels of inequality.
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1. INTRODUCTION

There has been much recent interest in falling income inequality in Latin America over the past decade
Scholars have been trying to understand such declimegiorahistorically characterised by high,
persistent inequality (Lustig and Lopez Calva, 2010). However, little has been said about the very to
of the distribution. To the extent that the overwhelming majority of the literature uses households
survey dat, which underestimate income concentration, a reassessment of the evolution of income
distribution is in ordeln this paper we study the shares of top incomes in Colombia between 1993
and 2010 using tax data. The case of Colombia is worth studyiregalrgssunds.

First, Colombia is the first country in Latin America to provide-gatadrom the personal income

tax for a relatively long period of time (¥2QB0Y.These data allow for a detailed analysis of high
incomes, including the years fdrioli surveys indicate a decline in inequality. They also provide the
necessary information to accurately determine the average tax rates effectively paid by top incom
recipients. This is a fiatder concern in a continent marked by regressive taxssystem

Second, Colombia has traditionally been identified as having one of the highest Gini coefficients in
Latin America (Ferreira and Ravallion, 2008). In the beginning of the 1990s, the country embarked or
a process of market liberalization in the comkxhe Washington Consensus, and experienced
positive growth until 1994. Between 1994 and 2003, it plunged into the most severe economic
recession in the last century, the income per adult dropping by 13% (see Figure 1). This was followe
by an economic loon in the mieR000s that was only temporarily interrupted by the global economic
crisis in 2008009. Hence, it is important teagsess the link between growth and distribution.

Third, Colombia has undergone key changes in the political arena sit@@0sheThe 1991
constitution established progressiveness as the foundation of the tax system (article 363). As a result,
the subsequent tax reforms have been presented as serving such principle. This study can shed sol
light on the extent to which gewelintentioned political efforts actually translated into real impacts

on the distribution through the tax system.

The use of tax statistics is not without drawbacks. First, since only a fraction of the population files a
tax return, studies using t#ata are restricted to measuring top shares, which are silent about changes
in the lower and middle part of the distribution. Second, estimates may be biased due to tax avoidanc
and tax evasion. These elements, which are common to all countries;riiexadnnethe developing

world. In Colombia, until recently plagued by high insecurity, the rich and wealthy may be particularly
dissuaded from disclosing their fortunes and incomes to authorities, lest the information revealed fall
into the wrong handmdeed, anecdotal evidence suggests that, during the intense political violence of
the 1990s, leaked personal tax returns were used by criminal groups to target victims and kidnap fc
ransom.

2There are few studies the evolution of income inequality in Colombia from a historical perspextieaio (1995)
is an exception, as well as Londofo V®l ezd master thes

paper.
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FIGURE 1
Average Real Income and Consumer Price Index in Colombia, 1990-2010

Source: Table Al.

Notes: Figure reports the average real income per adult (aged 20 and above), expressed in real 2010 thousand Colombian Peso:
CPl index is equal to 100 in 2010.

1 USD & 2,000 Colombian Pesos (2010 prices)

This study obtains four main empirical results. FirstpenzoColombia is highly concentrated, as the

top 1% of the income distribution accounts for 20.4% of total gross income in 2010. Top income
shares are at the highest level in any recent year in the entire WTID sample, except for the US, whic
has overtakeColombia for several years in the late 1990s and the 2000s-oTtexriep 1% share

is 20.1% in 2010, which can be compared with the figure from the household survey: 13.5%.

Second, higlmcome individuals in Colombia are, in essence, rentieapéatiowners. This feature

differs from the pattern found in several developed countries in recent decades, where it has beer
shown that the large increase in the share of income going to the top groups has been mainly due t
spectacular increases incakge compensation and high salaries, and to a lesser extent to a partial
restoration of capital incomes. While the working rich have joined capital owners at the top of the
income hierarchy in the United States and other Esgéaking countries, Coloia remains a more
traditional society where the top income recipients are still the owners of the capital stock.

Third, while householdsd surveys show that ir
when 2006 and 2010 are compareehdaad esults offer a different picture, in which concentration

at the top has remained stable over the same period. When survey based Gini coefficients are adjust
to take into account top incomes reported in tax files, inequality levels are higher thaly previou
measured, and the recent reduction in inequality is less pronounced.

Fourth, personal takon does little to redu@gequality. The income tax burden is very low at the
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upper end of the income distribution, due to a multiplicity of legal taxeedefajithout considering
the effects of evasion.

These results are not a novelty from the qualitative point of view, in the light ofkhewneligh

inequality levels and distortive tax systems in Latin America. However, they challenge the genere
septicism regarding the use of tax data from developing countries to study inequality. Our estimates
should be regarded as a lower bound, to take into account the effects of evasion and under reporting
Nevertheless, they show that incomes reported touthmrifes can be a valuable source of
information, under certain conditions that require abgasese analysis. In Colombia, the average
income tax rate effectively paid by the top 1894)/is so modest by OECD standards that the
incentives to hide inme could be much more limited than previously thought. The supportive
evidence is given by the estimated levels of top shares. Our results also indicate that when hig
incomes are properly taken into account, optimism about declining inequality iméréten ghould

be somewhat dampened.

The rest of the paper is organized as follows. Section 2 describes the data and methodology. Section
presents the findings on top income shares.
surveybased inequbf estimates. Section 5 describes the main features of the personal income tax in
Colombia, and analyses the outcomes of the taxation of top incomes. Section 6 concludes. Detail
about the data sources, methods, computations and adjustments are iprése=afgeendix.

2. DATA AND METHODS

To our knowledge, there have been no official publications providing personal income tax statistics (as
the ones used in this paper) over the last three decades in Colombia. Our basic raw data sources &
two panels of micrdata and a set of tabulatiomsnpiled especially for us by the DIAN, the
Colombian tax administration. They cover, with varying degree of detail, the years from 1993 to 2010
In particular,
a. Balanced panel of miedata 2002010, with information from all the boxes of the tax file
for those individuals who filed a return every year between 2006 and-Z0% ¢6@he
universe of tax returns).
b. Unbalanced panel of miedata 1992006, with information from the most relevant boxes of
the tax files for the universe of tax filers.
c. Tabulations, from 1992 to 2010, based on the universe of tax filers, and which report, by
ranges of gross income, the total number of tax filers in each bracket and key variables of the
tax returns.

They constitute a rich and unique data source, inciaftingation on wages and saifiployment

income, rents, business income and capital income allowances, deductions, and taxes. The fact that t
200®2010 micredata (source a) is a balanced panel poses an empirical challenge -daerdonmon
attrition. To overcome this issue, we combine the panel and the tabulations as explained in more detai



in the appendix.
2.1. Population control

There are several methodological problems when estimating top income shares from tax records. £
more or less standard methodgl has been established, combining tax data with external sources for
the reference population and total income (Atkinson and Piketty 2007, 2010).

Concerning the population control, there is the need to relate the number of individuals to a control
totalto define how many tax filers represent a given fractile, such ap#redafe. The Colombian

income tax is based on the individual; consequently, the number of tax units (i.e. the number of
individuals had everyone been required to file) is apatediby the adult population defined as all
residents aged 20 years old and above.

Due to high inforrality rates and the high filitgesholds, the number of tax filers is rather@ow.

average, only 2bof adults were required to file an income tax return iP2A@BR In this respect,

two issues are worth mentioning. First, the number of tax assessments has doubled, fré¥ around 2
of adults in 1993, t&din 2010, thanks to the rapid growth of incormee ¢he mie2000s and, most
importantly, to the reduction in thresholds established by the 2003 reform. Second, the total number of
incometaxpayers is higher than the number of tax filers, because most taxpayers (e.g. those receivin
only wages and selinployment income below the reporting thresholds) are not allowed to file a
return, but are anyway subject to the tax withheld souheg. Unfortunately, the available statistics

(both microdata and tabulations) exclude those who pay but do nad fitera even seems to be no
precise information about the total number of taxpayers. The DIAN estimates that around 5 million
individuals (1% of adults) were subject to the income tax in 2010, out of which 1.1 mditlioh (4

adults) filed a tax returreé¥ able Alin appendix).

A large initial exempted bokedf the noteworthy features of the Colombian personal income tax is
the large initial bracket that goes untaxed (in 2010, taxable income under $26,764,951 pesos or PF
US$ 20,341). For wagarners that benefit only from the standard minimum tax reliefs (mandatory
pension and healthcare contributions, aftl &5wvages), this means that those earning up to 2010
$39,799,182 pesos gross (PPP US$30,247) do not pay the tax. This thresholdsigh® Srtean

income per adult, and corresponds to the tiny minority of taxpayers who do not make recourse to any
of many additional tax reliefs. It is the highest in Latin America, representing three times the regional
average. Most importantly, it exeki82 of wage earners (Avila and Cruz 2011) from contributing to

the tax.

3 This fact does not affect our astes because those taxpayers who are not allowed to file an income tax return do not
belong to the top 1% group.
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2.2 Income control

A second issue concerns the control total for income. We approximate the total income control as the
sum of househol ds®& pr i ma rtlyaninkind sociaétansfars, ut reetoot i a |
(1) empl oyersd actual soci al contributions,
income of insurance policyholders, (4) imputed rentals for owner occupied housing, and (5) fixed
capital consumptio(set at % of gross values). This procedure generates a reference gross income of
about 650 of GDP, which is similar to other studies in Atkinson and Piketty (2007, 2010). The results
are presented rable Alin appendix.

2.3 The definition of income

Int he case of Col ombi a, further complications
information reported to tax assessments. At this stage it is necessary to point out tHie the tax
definition of ©6gross i ndnoittehith we nwould like ¢ossubttaot ot s |
reach our preferred definition. Unfortunately the tax file does not provide strict information of such
expenses; the relevant variable, ©6costs and d
to beexaggeratedly used to legally reduce the tax liability, instead of reflecting real costs. Salaries a
fees paid for services, office space rental costs, medical and education expenses, taxes, financial fe
interest, are therein reported jointly with adions, expenses incurred abroad, investments, etc.
Additionally, in many cases,-setiployees are allowed to deduct between 50% and 90% of their gross
income as costs without further justification.

Consequently, as an ad hoc correction, we have defined
income = 0gross income (as in the tax form)d |

This definition probably underestimates the true income derived from wages and salaries, becaus
workers have much more limited access to legal deductions, and overestimate the true income derive
from some other activities. In any case, taking grossesi¢asmdefined in the tax form) without
consideration of any costs and deductions would increase our estimates of the top 1% income share
some Zercerdige points (not%d) on average. This means that, in 2010, the figure would go up from
20.46010 22.26."

Two additional clarifications are in order. First, this definition of income includes all income items
reported in the personal tax returns (wages and salarmspb®iment, rents and capital income,
(among which interest and dividends), unincdgabitausiness income, and irregular income (long
term capital gains, inheritances, donations)), and it is before personal income taxes and employe

4Note that, in subtractingosei xt h of ©&6costs and deductionsd (specifical
and 6othems@eidmctax form 110) in our definition of incoc
costs incurred. We examine the sensitivity of our results in Table A11 in appendix.
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payrol |l taxes but after employersdé payroll t e
income fo taxpayers involved in retail and other commercial activities, and who are required to keep
accountancy books, has been defined as gross revenue, minus refunds, rebates and discounts on se
minus sales costs, minus administrative operational expeansesperational sakgenses.

Table 1. Thresholds and average incomes in top groups within the top percentile, Colombia 2010

Income threshold Average income
Thresholds US$ (market Income Groups N”mbef of US$ (market
exchange tax units exchange
(pesos '000s) rate) US$ (PPP) (pesos '000s) rate) US$ (PPP)
r r r r r r r r r
@ @ (©) 4 ®) (6) @) ®) ©)
Full Population  28.104.576 $12.042 $6.021 $9.152
P99 $101.293 $50.647 $76.982 Top 1-0.5% 140.523 $126.403 $63.202 $96.066
P99.5 $160.930 $80.465 $122.305 Top 0.5-0.1% 112.418 $235.831 $117.915 $179.229
P99.9 $404.750 $202.375 $307.607 Top 0.1-0.05% 14.052 $482.015 $241.008 $366.328
P99.95 $590.534 $295.267 $448.801 Top 0.05-0.01% 11.242 $818.529 $409.264 $622.075
P99.99 $1.343.255 $671.627 $1.020.863 Top 0.01%-0.001% 2.529 $2.137.123 $1.068.562 $1.624.197
P99.999 $4.792.947 $2.396.474 $3.642.602 Top 0.001% 281 $12.616.031 $6.308.015 $9.588.084

Note: In 2010, US$1 = $2000 pesos market exchange rate, and PPP US$1 = $1,316 pesos

3. TOP INCOME SHARES
3.1 Preview of magnitudes

To get a sense of the orders of magnitude, we report in Table 1 the thresholds and the average
incomes in each fractile in 2010. There were 28.1 million adults, and meanvasc@Qd
(Colombian Pesos) 12 million (PPP US$ 9,152). To belong to the top 1% (P99), an income of at least
COP 101 million (PPP US$ 76,982) was required. The average income of the top 0.001% group was
COP 12.6 billion pesos (PPP US$ 9.6 million).

In orderto put these numbers in global perspective, Figure 2 shows incomes at different percentiles
in Col ombia, Spain and the US in PPP US$ in 2
P99 in the US; Col ombi ads P 9mrerpard Intérestinglybtopu t on
percentiles in Colombia are comparable to those in Spain (which could be taken as a European
average), despite the fact that average income is dradf In fact, the higher one climbs in the

ladder, the closer incomes inddbia are to those in Spain.

5Up to 2003 there was only one tax form. Since 2004 personalstatements have been separated into tax form 110,

for filers required to keep accountancy books (e.g. shopkeepers and other individuals whose main activity is related to
retail and other commercial ventures), and tax form 210, for filers not requisgd g@ockentancy books (e.g. wage

earners, sefmployees, capital income recipients).
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Incomes at different percentiles in Colombia, Spain and US in PPP US Dollars in 2010

Notes: Estimates for Spain and US include capital gains.
Sources: The World Top Incomes Database and authors' estimates.

3.2  Trends in top income shares

Figure 3 depicts the evolution of the income share accruing to tkeito@dlombia from 1993 to
2010. The topercente accounted for 26 of total income in 1993, placing Colombia at one of the
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Top 1% income share in Colombia, 1993-2010

Source: Table A4.



highest levels of income concentration in the WTID. Concentration fell modestly for the rest of the
decade, reaching 1%.&h 2000. The income share of the pepcente recovered since 2004, and
income concentration has been persistently on the rise. In 2010, peecéojle accounted for

20.4% of total income, regaining the same level of 1993. To put it bluntly, despite years of strong
economic growth, income in Colombia is as unequally testitn2010 as back in the early 1990s.

Figure 4 decomposes the fmycente into three sugroups: the topdD.3%, the top 0.80.1%, and

the top 0.%. The top ©0.8%6 and top 0.80.1% groups present a similar pattern with modest
fluctuations: income ates increased in 189896, dropped during the recession years cd2M2H
recovered in 2002003, and since then have remained relatively stable. The income share of the top
0.1% was negatively affected throughout the period 062083, falling fromover 86 to 6%. Partial

recovery was achieved only until the26@Ds, just before the outburst of the global financial crisis in
2007. The average income of the topo@flLthe income distribution was about 85 times larger than

the average income of thaiee population in 1993. The difference fell to less than 60 times in the
early 2000s, but has risen againd®807Bmes in recent years.
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FIGURE 4

Top income shares in Colombia, 1993-2010

Source: Table A4.

To cast further light on what has been happening at the very top of the distribution, Figure 5
decomposes the topl% into three sulgroups: the top 030.0%%, the top 0.080.02%6, and the top

0.0P4. The lowgrowth 1990s and the following crisis years did not translate into a significant income
share loss for the richest individuals: the top?0 &dcounted for roughly 2846 of total income in
19932003. The higgrowth period of the mi@000s benefited the ulieh disproportionately, as

the top 0.0% share doubled from 1.5 t&63n 20082006. Only did the recent financial crisis harm

the ultrarich.
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Top income shares in Colombia, 1993-2010

Source: Table A4.

3.3 The composition of incomes in top groups

Table 2 decomposes gyroups within the topercente into occupations, as registered by tax filers in
the income tax return in 2010. Half the individuals in thed@Pdreport themselves as employees

or selfemployees, while less than-tamh report themselves as capital owners. This pattern is
reversed for the richest individuals: almd¥#t @0Othe top 0.00% are capital owners and less than
126 are employees or sethployees. The classificatisnsomewhat fuzzy, but illustrates the
importance of dividing the tqeercente into smaller fractiles in our analysis of top incomes: eve
small groups as the top 1% Q2Bousand individuals) can be very heterogeneous regarding the
composition of incoméhis is a key feature to take into account when designing economic policy,
given that earnings and capital incomes follow different rules.

Figure 6 displays the composition of income across top groups for 2010. The income of the bottom
half of the toppecentle (top 10.5%), can be decomposed into wages¥{}i5seéHemployment

income (17%), rents and other capital income @).®usiness income @&pand irregular income

(2.20). As has been suggested, the composition of income varies substtmtredonves within the

top percente. The share of wages drops with rank, constituting dlyfltBe income of the top

0.00% group. Selemployment income also falls with rank, representing dnlgfadial income of

the top 0.00% group. In contrast, rents and other capital income make up the largest share of the very
top of the distribution.

11



Table 2. Shares of each occupation within the top 1%in 2010

Fractiles Employees Capital owners Real Estate Construction Other
T T ® T @ T ® T ®

P99-99.5 48,13 9,71 9,94 1,39 30,83
P99.5-99.9 39,90 10,49 9,26 1,60 38,75
P99.9-99.95 26,68 14,63 9,12 2,44 47,13
P99.95-99.99 19,72 20,60 8,77 2,72 48,19
P99.99-99.999 14,45 33,00 8,32 2,65 41,58
P99.999-100 11,42 57,09 4,33 3,15 24,02

Notes: These figures are based on the balanced panel (a). The classification used here corresponds to the
occupation registered by tax filers in the income tax return, following DIAN directives. i E mp | o inctudes
both wage earners and self-employed workers.

Sources: Authordéds calculation using tax returns
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Consequently, very higitome individuals in Colombia are, in essence, rentiers; most of their income
comes in form of returns to cegbiand rents. This feature differs from the pattern found in several
developed countries in recent decades, where it has been shown that the large increase in the share
income going to the top groups has been mainly due to spectacular increasegiven exec
compensation and high salaries, and to a lesser extent to a partial restoration of capital incomes. Whi
the working rich have joined capital owners at the top of the income hierarchy in the United States anc
other Engliskspeaking countries, Colomlbemains a more traditional society where the top income
recipients are still the owners of the capital stock.

3.4International comparisons

How do income disparities in Colombia fare compared to other countries? Figure 7 contrasts the
income share of thdp 1% in Colombia with those of Argentina, Japan, Spain, Sweden, and the
United States. Income concentration in Colombia is ostensibly high. Specifically, in 2010, the income
share of the topercenite is twice as large in Colombia as in Japan or Spain, and three times as large a:
in Sweden. Moreover, it is higher in Colombia than in Argentina, the only other Latin American
country for which estimates are available at the time of writing thiCpépabia is at the highest

level in any recent year in the entire WTID sample, except for the United States, which has overtakel
Colombia for several years in the late 1990s and the 2000s, when taking into account capital gains,
illustrated in Figure 8.
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Top 1% income shares in Colombia, Argentina, Japan, Spain, Sweden and US, 1993-2011

Notes: Estimates for Japan, Spain, Sweden and US include capital gains.
Sources: The World Top Incomes Database and authors' estimates.
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3.5Caveats

In estimating top incomes, a series of caveats are in order. First, the prevalence of tax evasion certair
affects the levels of our estimates. Changes in tax evasion over time can hamper our analysis of t
evolution of income concentratidndeed, it is precisely for these reasons that economists are often
skeptic towards using tax data to construct top income share series. In a developing country such &
Colombia, these doubts appear justified. However, there are a number of reaszhgdhtite

effects of such problems. First, in our period of study, Colombia did not either experience sizeable tax
cuts or legal changes in the definition of allowances and deductions that could have triggered evider
behavioral responses affecting #porting of incomes. Rather, the changes in the top marginal tax
rate have been moderate, and thus the incentive of the top groups to evade the income tax may hay
remained fairly constant over time. Interestingly, the greatest rise in top incomag, inc2008

2006, coincides with the period where the top marginal tax rate peaked. Thus, the dynamics of tor
income shares in the 2000s seems to reflect real economic changes. We do find evidence of bunchit
at the first kink point where tax liability tstand the marginal tax rate jumps frémt® 190 (see

Appendix D for a discussion).

Second, top shares in 2010 may be affected by a policy change that took place that year. The Sant
administrationds Law 1429/ 201 0ax ratesalo mewhdeatepr e f e r
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firms under thé&ociedad por Accion Simfl#&a)laegime. In doing so, the policy may have distorted
taxfiling incentives, triggering a behavioral response from tax filers. Seeking to take advantage of thi:
newlycreated dieérence between the personal and corporate tax rates, semeohghrecipients

may have resorted to shifting their income from the personal to the corporate tax base. Indeed,
anecdot al evidence suggest s t hpason firnmdunderitileu al s
simplified corporate regime, to reduce theilighititieS. Thisimplies that reported personal income

would decline, while actual personal income may not be affected. From a policy perspective, this issu
stresses the need to rerptet both the efficiency and distributional consequences of such a change in
the tax structure (Gordon and Slen2660). From an empirical point of view, it hampers estimations

of income concentration using tax data, as high personal incomedanegn@ported in personal

tax returns.

Finally, and perhaps most importantly, it is in all likelihood possible that our results are subject to a
severe understimation on account of the pervasiveness of the underground economy in Colombia. In
particular income derived from illegal drug trade eludes tax statistics when not going through some
form of money laundering. Indeed, cocaine trafficking flourished in the late 1980s, and by the 1990s i
had percolated through Ccaibldfen®bhe eoduptivepower df naca |
trafficking is thought to remain as evident today as in the past, currently constituting the main financial
source of criminal organizations, illegal armed groups and political parties. Recent estimations calcula
that this illegal activity represents roughty 8f35DP today (Gaviria and Mejia 2011). Since tax data

are unable to represent the largeness of the illegal economy, reported income shareslaedunder

This is a serious limitation and demands readimgesults, in this dimension, as closer to a lower
bound’ Yet in spite ofhis, the main qualitative result remains valid: even in spite of a certain degree of
underestimation, Colombia has one of the highest records of income concentration.

4. HOUSEHO LD SURVEYS VERSUS TAX DATA

Past studies on income inequality in Colombia have been based on household surveys. Insofar &
changes in top income shares are capable of significantly impacting changes in overall inequality, it
important to understand tleetent to which tax data sheds light on an aspect of income inequality that

is not as well grasped by surveys, namely, the upper end of the distribution. The rich are usuall
missing from the surveys for sampling reasons, low response rates (e.¢o dop@gte with the
time-consuming task of completing a long form), qrosxk elimination of extreme values to minimize

bias. When they are included in surveys, severerepatting may arise because -ingbhme
individuals usually have diversifiedfplios with income flows that are difficult to value; they are also
more reluctant to disclose their incomes and wealth. Their responses are even top coded by statistic
offices. Thus, in studying income concentration in Colombia, a series of qusstitvsvauseful are

6 This anecdotal evidence comes from interviews with DIAN Director Juan Ricardo Ortega, published in El Espectador
as 0Sociedades evasorasbo(mprpkeriec2@adt2) Maantd &Bragofa)

70ur income control is based on national accounts and, therefore, it is supposed to take into account, at least partially,
the flows of income generated in the black economy.
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household surveys to study top shares? To what extent can tax data complement household surve
data in examining income inequality?

To answer the first question, Table 3 compares statistics of therdepte from tax data and
houghold surveys for years 26081710. Columns 1 and 2 display the number of individuals. It is
readily apparent that the comparison does not come from a perfect match: our population control
(adults aged 20 and over ) ingoli$aso lggher, etemvehan, to h e
render both series more comparable, we take here the control net of taxes on income and wealth pai
by households and net of social security contributions paid by workers (columns 3 and 4). The
differences stem mainlyfin the fact that total income in surveys measures the reported household
income expanded to the entire economy, while our total income is computed using national accounts
which track money and better capture large transactions than surveys, whidbllmstgedple

(Deaton 2005). However, mean incomes (columns 5 and 6) are remarkably similar.

Table 3. Comparison of top 1% income share in household surveys and tax data, Colombia 2007-2010
Average income in

Number of individuals Total Income economy P99 Top 1% Income Share Top 1% average Income

Year in top 1% (in th. millions) (in thousands) (in thousands) (%) (in thousands)
Survey  Tax data Survey Tax data Survey Tax data  Survey Tax data  Survey Tax data  Survey Tax data

w "o " e e e " e o " o " 9 " a " ay " @
2007 215.027 264.375 194.519 250.439 9.046 9.473 70.181 74.220 15,2 19,9 137.266 188.201
2008 198.034 269.790 207.000 276.600 10.453 10.252 70.250 80.820 13,8 19,7 143.967 202.120
2009 208.601 275.358 221.385 292.795 10.613 10.633 75.339 87.020 13,9 19,7 147.985 209.677
2010 222.626 281.046 246.520 315.074 11.073 11.211 76.819 91.263 13,5 20,1 149.777 225.053

Note: GEIH: 2006-2010. Tax statistics are computed using 2006-2010 micro-data provided by DIAN. Income in tax data is net of personal
income taxes and social security contributions. All values are nominal Colombian pesos. Annual values in household suneys are obtained
multiplying monthly values by 14. Total income corresponds to total household income reported in each sunwey, and to adjusted household
income using National Accounts for tax data minus personal income and wealth taxes and social security contributions.

Source: Tax statistics: authors' computations; households surveys: SEDLAC.

Columns 7 and 8 give the P99 values. Columns 9 and 10 provide the share of the top 1% group. Tax
based estimates are 30 téo3lgher than survdyased results. In 2010, the subased top 1%

share, 13%, should be compared with the-based share, 281 The differences are not only in

levels, but also in changes: while the sbasad top 1% share decreases between 202014 the
taxbased figure is more stable (or even increasing).

A number of researchers have addressed the differences in the ability of tax data and household surv
data to represent income inequality, trying to reconcile the evidence using tiredwdAdoaredo

2011; Burkhauser et al. 2012). The fact that tax statistics (or, in general, registry data) can provid
under certain conditions, valuable information to improve aseg estimates has been recently the
focus of a EWSILC conferencéThe UnitedStates and EU countries do combine both sources with
different methods and at different degrees. In the case of France, for example, the Gini coefficient

8 Workshop on the use of registers in the context e6EEQ (Vienna, 5 December 2012) and 2012 International
Conference on Comparative Statistics on Income and Living Conditions (Vidbaeege@ber, 2012).
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goes up from 0.39 in 2007 to 0.44 in 2008; #rivaal fraction of such increase shdddattributed
to bettercaptured disposable incomes from registers in 2008 (Burricand 2012).

We are working on a research project to properly combine survey and tax data to provide a bettet
picture of the level and evolution of inequality in a numbeatiof American countries. For the
moment, using the survegsed Gini coefficient for the bottom 98 and the takased top 1%

income sharg, we follow Atkinson (2007) and Alvaredo (2011), sextingate the Gini coefficie@t

as

G=C1ps+G*1-P 1-5 +S—P 1)
B+1

whereAis the tasbased inverteRareto coefficient arRlis the top group considerd?:0.01 for the
top 1%)°

Table 4. Top income shares and Gini coefficient in Colombia, 2007-2010

Top 1% net-of- Gini coeff G
Year tax income Gini coeff G Gini coeff G* Inverted Pareto corrected with
share from tax (bottom 99%) coef fi c tax-based top
data (%) 1% share
r F F F F
@) G) (©) ) ®)
2007 19,9 59,0 53,3 2,47 61,2
2008 19,7 54,0 48,4 2,40 57,2
2009 19,7 54,4 48,7 2,28 57,5
2010 20,1 55,4 50,0 2,33 58,7

Note: G denotes the survey-based Gini coefficient of individual income. G* denotes the surwey-based
Gini coefficient of the bottom 99% of income receipients. GEIH: 2007-2010. Only income recepients
with positive income were considered. Income in tax data is net of personal income taxes and social
security contributions. The b coefficients reported in column (4) are computed using the top income
share series as b = 1/[log(S1%/S0.1%)/log(10)] where the Sx% is the income share of the top x%. The
corrected Gini  coefficient G in column (5) is computed as (for 2010) 100*((2.33-
1)/(2.33+1)*0.01*0.201+0.50*0.99*(1-0.201)+0.201-0.01) = 58.7

Given the comparability issues mentioned above, the results, displayed in Table 4, are just a roug
approximation, but keillustrate the main point. First, and as expeésteéd; or r ect edd by t
severapercerdige points above the surbageds. In 2010, the difference between the stbasgd

top 1% income share (134 and the takased top % income share (204} translates into a
6correctedd Gini of 58.7, to %%%.0,auhnp survegsed wi t h
Gini, 55. 4. Second, once the Gini coefficient

9 Surveybased estimates have been kindly mdvg the SEDLAC team directed by Leonardo Gasparini.
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reported to lle income tax, the fall in inequality between 2007 and 2010 turns out to be smaller than
shown in the survey, due to the little variability in top shares.

Ongoing work further investigates this issue, enhancing the comparability between the two sources
Only recentlyhave surveys in Colombi@en made publicly available.

5. THE TAXATION OF HIGH INCOMES AND THE EROSION OF THE TAX BASE

The high prdax inequality shown in Section 3 naturally raises the question of the role of taxation. The
redistributive capacity of income taxes depends on the legal definition of the tax base and the
progressiveness of the tax schedule. A substaatiartegon of the tax base would be detrimental to

this end, notwithstanding the fact that top incomes face statutory top marginal tax rates comparable tc
OECD countries, as shownFigure 9°Indeed generous tax reliefs have played an important role in
shrinking the tax burden and eroding the tax base.
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Statutory top marginal tax rate in selected countries

Source: OECD Tax Database (www.oecd.org/ctp/taxdatabase) for OECD countries and DIAN for Colombia

10The statutory top marginal tax rate in Colombia (available from Table A9 in appendix) was relatively low compared to
OECD countries before the tax cuts of the late 1980s. Since then, its ratesthatesl faround the OECD average.

See Table A12 in the appendix for a computation of the marginal tax rates accruing to top incomes, and section E in
appendix for a description.
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To illustrate this point, Figure 10 compares taxable artdxatrte income for different sgioups
within the toppercenite in2010"'PanelA reflects strictly the situation under the personal income tax:
less than 4@ of the income of the topdd.3% is treated as taxable while the bulk is not. The
percerdige of noftaxable income increases with rank, theridiréhaving only orenth of heir
income considered taxable.

Panel A: income subject strictly to the personal income tax Panel B: income subject to the personal income tax + dividends
100% 100%
90% 90%
80% — 80%
70% — 70% .
60% — 60% O//O/
50% 50%
40% 40% —
30% — 30% i
20% T 20% .
10% — 10%
0% S ‘ - ‘ - \ - \ " 0%
by B 2 B 3 3 Y 2 B &
A I
<] g © P g
—=taxable income -O-non-taxable income -=taxable income -O-non-taxable income
FIGURE 10

Income composition of top groups: taxable and non taxable income in Colombia, 2010

Source: Table A7.
Notes: Panel B assumes that 33% of income reported as "ingresos no constitutivos de renta" come from taxed dividends.

Panel A in Figure 10 underestimates the fraction of income effectively taxed, because dividends the
have been taxed at the corporation level are considertkatue at the individual level to avoid
double taxationindividuals must report dividends, which dgdactoet of the tax already paid by

firms. The problem here is that there is no precise information on their amount: dividends are reported
in the same box of the tax form together withtaaable capitabms, insurance payments, donations

to political parties (which can beceivedirectly by the politicians), employer and employee
contributions to pension funds, etc. Panel B of Figure 10 assumes that 33% of all amounts reported ir
such box are dividendshose tax is ultimately born by the taxpayer. Even under this assumption the
general picture does not change much: on average, around 60% of reported incomes are treated
non-taxable, under a variety of forms

A large number of tax reliefs have samnfly eroded the tax base and benefited top incomes
disproportionately. Tax reliefs are classified into three main categories, (i) aliogyasoess no
constitutivo de Yerfix costs and deductiorsgtos y dedugcianes (i) exempted inconfenta
exen)d®

11The situation is similar in the remaining years of our sample.
12|n parenthsis we provide the denomination of the variable in the tax form in Spanish.
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Taxableegulancome is equal to:
Total gross income
minusllowances
minusosts and deductions
minugxempted income

We provide a comprehensive list of these reliefs in Appendix C. We mention here thoise which
particular, significantly erode the tax base.

Allowancesclude (1) payments into savings accounts (not only mortgage interest) up to 30% of
income with the goal of purchasing real éstiaite may produce distortions in the sainmgstment

decisons, and implies an easy way out from the tax; (2) voluntary contributions to pension funds up to
30% of income, which are linked to non taxable payouts; (3) a fraction of capital incomes and capital
gains, including gains from stocks transfers, untap#alizations for partners or shareholders, and
profits derived from the liquidation of companies; (4) unlimited donations to political parties and
political campaigns received by candidates (the donation is not taxable for the donee).

Under costs andddetiontaxpayers can deduct investments in real productiveadiget$? other
investments, charitable donations up & 80 net income, expenses incurred abroad, expenses in
education and health.

Exempted incamkides: (1) 26 of wages, up to PRPS$ 53,745 in 2010; and (2) pension payouts up

to 2010 PPP US$ 223,438 in 2010. The high exemption granted on wages represents up to six time
the average income per adult. The fact that it applipsr@esige rather than as a fixed value favors
higherincome individuals below the cap.

Avila and Cruz (2011) determine that, in the extreme case of a worker benefitting from the maximum
of all the tax reliefs available for labor income, he would need a monthly salary at least equal to 1.
minimum wages tdast paying some tax. In annual terms, this is PPP US$ 76,500, while in 2010, our

estimated P99 is PPP US$ 96,066.

Finally, recent tax changes have further contributed to erode the tax base. To promote formalization
among small firms, the Santos admatistr abolished the corporate income tax @f 88 newly

created firms under the simplifiédciedad por Accion SimplBia&jaegime during their first two

years, and reduced the rate for three additionatheaaftet! This policychange may haweroded

the income tax base. Further, it distorts incentives among tax filers, who may have shifted their income
from the personal to the corporate tax base to exploit these tax reliefs. The effect of this policy change

13Created in 2003 to promote investment, this tax stimulus was abolished for 2011 onwards.

14The policy gave preferential corporate income tax rates during a total of fiveryeats income tax rate would be

equal to 0 % (0% x 33%) in the first two years, 8.25 % (25% x 33%) in the third year, 16.5 % (50% x 33%) in the fourth
year, and 24.75 % (75% x 33%) in the fifth year (Law 1429/2010).
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was discussed in Section 3.

Figue 11 casts further light on the tax reliefs used to reduce tax liabilities. Exemptions fall with rank,
given that most of them are capped. All owance
with income, especially for the richest individudle, deduct over 80% of their income in this
manner. Indeed, the uliah resort to tax reliefs that are not capped, such as investments in fixed
assets (deductible until 2010).
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FIGURE 11
Taxable and non taxable income across top groups in Colombia, 2010

Source: Table A7.
Notes: Panel B assumes that 33% of income reported as "ingresos no constitutivos de renta" come from taxed dividends.

How have these tax reliefs evolved in recent years? Figure 12 decompmselihand the top
0.01% share in taxable, siarable income and costs and deductions between 2006 and 2010. The
income composition has not changed much.
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