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In Brief 
The OECD welcomes and supports the proposed reform that introduces a cash-transfer targeted at poor 

households to offset the VAT they pay on the goods and services they consume. In a country where 

income inequality is high and remains broadly unaltered by taxes and transfers, a reform to mitigate the 

regressivity in the VAT system is welcome.  

This reform is likely to help reduce poverty and inequality. An improvement of the targeting system will 

be paramount for this reform to be successful. Targeting could be improved using administrative 

databases to increase automation and allow faster updates and recertifying of beneficiaries. The VAT 

compensation is also an opportunity for improving access to banking or basic payment services for the 

vulnerable population. 

 

1  

                                                
1

This document, as well as any data and map included herein, are without prejudice to the status of or sovereignty over any territory, to the delimitation 

of international frontiers and boundaries and to the name of any territory, city or area. 

 



   3 

POLICY NOTE ON THE INTRODUCTION OF VAT COMPENSATION FOR VULNERABLE HOUSEHOLDS IN COLOMBIA © OECD 2020 
  

Setting the scene: the 2019 fiscal reform  

The tax system in Colombia does not promote fairness and efficiency. Income inequality is high and 

the tax system does little to reduce it, despite some improvements in several fiscal reforms over the last 

decades. In contrast to most OECD economies, income inequality in Colombia remains broadly unaltered 

by taxes and transfers (Figure 1). The Colombian tax system poses significant barriers for investment and 

does not share the tax burden fairly. The tax mix is unbalanced, with a high tax burden on formal firms 

(Figure 2).  

Figure 1. The tax and transfer system contribute little in reducing inequality 

 

Note: For both panels, data refer to the working age population. 

Source: OECD calculations based on GEIH Household Survey (2017) and OECD Income Distribution database. 

The 2019 reform contains important steps that strengthen the design of the tax system in Colombia. 

At the end of 2019, the Colombian Congress approved a tax reform, the so-called “Growth Law” (Ley de 

Crecimiento), which is basically a tax reform based on the 2018 tax bill that was deemed unconstitutional 

by the Constitutional Court (la Ley de Financiamiento). The reform lowers the tax burden on business by 

reducing the corporate income tax rate, introducing a new tax regime for small business (SIMPLE), and 

tax credits for the VAT paid in the acquisition of fixed assets. This should stimulate investment and growth.  
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Figure 2. The tax burden is unbalanced 

 

Note: Note: OECD is the average of all member countries where data is available data for 2016. LAC is the average of all Latin American and 

the Caribbean countries for which data is available for 2017. 

Source: OECD Revenue Statistics database. 

These changes are in line with the recommendations made by the previous Economic Surveys and 

follow best practices from OECD countries. It raises, nonetheless, the question of whether the foregone 

revenue caused by lower corporate burden will be offset by the larger revenue from households and the 

stronger reform-driven economic growth.  

As a response to the existing social unrest at the time of approval of the tax reform, the new law 

also included a 100% VAT compensation for the poorest 20% of the population and a reduction in 

health system contributions for low-income pensioners. The tax reform also introduced a VAT three-

day break for specific product categories such as apparel and small appliances. These new measures 

amount to 0.2% of GDP (COP2 trillion). The objective was to provide some relief to the poorest households 

and make the system fairer.  

Driven by the sanitary crisis, the implementation of the VAT compensation has been brought 

forward and started at the end of March 2020. It covers, initially, 70 thousand households from the poorest 

households already receiving poverty alleviation programmes (Familias en Acción). Those households will 
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receive COP 75 000, equivalent to 30% of the extreme poverty line, and only 5% of the minimum wage for 

2020 in Colombia.   

The fiscal reform missed the opportunity to improve the functioning of the VAT in Colombia. More 

than half of the VAT revenue potential goes untaxed, as a result of reduced VAT rates and exemptions 

and weak tax enforcement and tax evasion.  (Figure 3). The VAT standard rate stands at 19%. Many goods 

and services are exempt from the VAT, including construction, electricity, transport, financial and other 

services. Goods belonging to the “family shopping basket” are also largely exempt or taxed at a 0% rate. 

Because the richest households consumes over half of the exempted or reduced VAT rate goods, the rich 

end up capturing a large share of this implicit subsidy (Figure 4). This is thus an inefficient way to protect 

the purchasing power of poor households. It is also expensive as the revenue foregone is large. Previous 

Economic Surveys for Colombia have recommended to broadening the VAT base, while providing cash 

transfers to low-income households (OECD, 2019[1]), which would be better for both equity and efficiency 

purposes.  

Applying the standard rate to all consumption and compensating low-income households through 

cash transfers holds the promise of increasing needed public revenues in an inclusive way. Tax 

revenues in Colombia remain low in international comparison while, at the same time, social spending and 

infrastructure needs are increasing. In order to meet the fiscal rule in the medium-term, without large cuts 

in spending, the government will need to start collecting more tax revenues. 

Figure 3. A large share of potential VAT revenues goes untaxed 

 

Note: The VAT revenue ratio (VRR) is defined as the ratio between the actual value-added tax (VAT) revenue collected and the revenue that 

would theoretically be raised if VAT was applied at the standard rate to all final consumption. 

Source: OECD Consumption Tax Trends 2016, OECD Revenue Statistics in Latin America and the Caribbean 2018. 

While recognizing the political sensitivity of any reform broadening VAT bases, the full 

implementation of the VAT compensation may allow to abolish/limit a range of existing preferential 

regimes in Colombia’s VAT system. This could contribute (significantly) to the long-term financing of the 

VAT compensation scheme. The VAT compensation initiative could give (renewed) impetus to the 

government’s efforts for a reform to broaden the VAT base by reducing the number of exceptions, 

exemptions and reduced rates, in particular those that are most distortive and least effective in supporting 

the poor. Indeed, the communication to the population the Government is undertaking about the cash 

transfer is to compensate for the VAT paid by poor households might create a window of opportunity for 

future VAT reform. 
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Figure 4. Higher incomes benefit disproportionately from VAT reduced rates 

 

Note: The implicit subsidy refers to products that are excluded and/or exempted from the VAT or enjoy 5% reduced rate 

Source: OECD calculations using ENPH 2017. 

The VAT compensation for vulnerable households will decrease inequality and 

poverty 

The VAT compensation for vulnerable households was introduced to help mitigate the effects of 

the VAT regressivity. With this aim in mind, the tax reform introduced a compensation mechanism for the 

VAT payed for the most vulnerable households. The argument in favour of a tax compensation, instead of 

a VAT refund, is driven by the fact that a tax rebate would require higher digitalisation of payments, banking 

penetration and better control capacity than the one existing presently in Colombia.  

Existing social programmes are used to deliver the cash transfer. The VAT compensation programme 

uses existing social programs targeted at poor individuals such as “Familias en Acción”, the flagship 

conditional cash transfer programme, and “Colombia Mayor”, a programme that provides income support 

for vulnerable pensioners. From 2021, other vulnerable households, but not covered by these social 

programmes, will also be eligible. 

The VAT compensation can be simply interpreted as an expansion of cash transfers and income 

support for the poor. The measure seems largely disconnected from taxes, as its fixed amount is used 

as a compensation and not as a tax rebate. Households will receive the cash transfer independently of 

taxes paid by the individual household. This is a positive feature of the new programme as international 

evidence (e.g. from Brazil) suggests that transfers can be targeted more effectively to specific groups than 

tax rebates or differential tax rates.  

The social programmes used to channel the VAT compensation have been shown to have positive 

effects on equity and poverty reduction. Familias en Acción, the main conditional cash transfer to fight 

poverty, has positive impacts on educational attainment, nutrition and other dimensions of life quality 

(Angulo, 2016[2]). The programme has had a significant impact reducing extreme poverty and poverty 

(DNP, 2008[3]). The Colombia Mayor programme, which provides financial support to vulnerable old-aged 

with no pension income, has a significant effect on reducing extreme poverty (Econometria, 2017[4]). 

However, the coverage, particularly in rural areas, and the level of cash transfers is low as 

highlighted in the 2019 Economic Survey (OECD, 2019[1]). For example, the average benefit under 

Colombia Mayor is about a tenth of the minimum wage, and well below the poverty line. Simulation 
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exercises show that increasing coverage and the level of cash transfers would decrease poverty and 

inequality (Box 1).  

The VAT compensation for vulnerable households will decrease poverty and inequality as it can 

simply be interpreted as an expansion of cash transfers. Indeed, given the amounts involved and the 

illustrative exercise in Box 1, sizeable effects on inequality and poverty can be detected. However, an 

increase in cash transfers can logically be conceived independently of the VAT incidence and with easier 

implementation, for example as a fraction of a standard basket of goods approximating caloric intake. 

Attempting to mirror the adequate amount of transfers with the VAT amounts paid by the poorest 

households is a challenging task by design. The document remains mute about this mirroring and how the 

fixed amount to be transferred to eligible households every two months will be calibrated. 

Optimising the targeting of existing transfer programmes such as Familias en Acción will be key 

to meet the objective of decreasing inequality and poverty. Poverty alleviation programmes, such as 

Más Familias en Acción, are among the best targeted, but 29% of spending still goes to higher income 

quintiles (OECD, 2019[1]). Sisben, is the instrument used to select participants for social programmes, is a 

survey based instrument covering 76% of the population. Programme eligibility is currently based on a 

survey carried out in 2011 (Sisben III) and the next Sisben (Sisben IV) will be ready by mid-2020. Once in 

place, it will help to better target social programmes and public services (MFMP, 2019[5]). However, the 

non-automatic update of the main tool to target social subsidies, and its static nature, hamper the targeting 

and effectiveness of social subsidies.  

Targeting could be improved using administrative databases to increase automation and allow faster 

updates and recertifying of beneficiaries, especially in urban areas where income mobility is higher 

(Robles, Rubio and Stampini, 2015[6]). A universal tax return system could be also be used to improve 

targeting, being part of the administrative databases used to update the eligible households. A possible 

indicator for success of the targeting should be the share of beneficiaries with incomes below certain 

thresholds.  

A useful lesson can be drawn from Brazil’s large cash transfer programme, Bolsa Família. The 

programme is effective and well-targeted because it relies on a nationwide register of low-income families, 

called the cadastro único. The register is maintained and regularly updated through visits by social workers 

who collect information on income, assets and living conditions of families, and which can also facilitate 

the coordination with other social programmes. The cadastro único goes far beyond those families that 

currently qualify for the benefits, which are about 12 million, compared to 29 million families in the cadastro. 

90% of those in the cadastro have per-capita incomes below half a minimum wage. Regularly updating a 

similar register of poor households, with follow-up visits by social workers or public agents, will be the pre-

condition for achieving good targeting in Colombia. Note that in Brazil, the entire fiscal cost of Bolsa Familia 

and the cadastro único is only around 0.4% of GDP, so is potentially a cost-effective instrument.  

Another very good example in the region is Chile. Eligibility to means-tested cash transfers and in-kind 

benefits is done through Registro Social de Hogares (Social Household Registry) building mainly on 

administrative data combined with on-demand registration with periodic census surveys organised on an 

ad-hoc basis. The tool has registered 12.4 million people, 72% of population. The registry is often cited as 

one of the most advanced examples of integrated data management for social protection. It improves 

transparency and reduces potential bias in the estimation of the vulnerable population that was previously 

based on self-reported data. The key databases feeding into the registry are state agencies and their 

multiple databases, including the National Corporation for Indigenous Development; ministries such as 

education, labour and social security, housing and urban development; data collected by municipalities; 

data from the social programmes, including information on payments and other in-kind benefits; data from 

the municipalities and civil registry. The registry also keeps records of some sensitive data, such as income 

and taxes. The registry is updated regularly and information can be accessed and modified by citizens 

online (Barca, 2017[7]). 
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Box 1. Potential impact of social policy reforms on poverty and inequality 

Simulations, based on microdata from Colombian household survey (GEIH) for 2017, allow gauging 
the impact of increasing coverage and income-support for two of the most vulnerable populations: old-
age and poor families in rural areas (Table 1.1). For both types of support, increasing coverage and 
the level of benefits are needed to achieve significant results on inequality and poverty-reduction. 

Table 1. Estimated impact on poverty and inequality 

 Poverty Old-age poverty P90/P10 

 % of population  

Old-age income support (Colombia Mayor) 

Baseline 19.3 22.7 8.3 

Increased coverage 19.1 21.5 8.2 

Increased transfer to poverty line 18.7 17.5 7.9 

Increased transfer and coverage 18.2 13.5 7.6 

 Poverty Rural poverty P90/P10 

 % households  

Cash transfers to the poor (Familias en Acción) 

Baseline 20.2 29.8 9.5 

Increased transfer 19.9 27.9 9.3 

Increased coverage in rural areas 19.8 27.0 9.3 

Increased transfer and coverage in rural areas 19.1 24.0 9.1 

Note: The P90/P10 ratio is the ratio of income of the 10% of people or households with highest income to that of the poorest 10%. For Colombia Mayor 

coverage is doubled reaching 2.5 million old-aged and subsidy is increased to poverty line (calculated by DANE depending on the region). For Familias en 

Acción, coverage is increased in 1 million families in rural areas covering 2.5 in total and subsidy is increased only in rural areas by COP 30 thousand. The 

extension of coverage was based on ranked estimated probability of obtaining the subsidies depending on income available and individual and household 

characteristics. 

Source: OECD calculations based on GEIH 2017, DANE. 

 

Source: OECD Economic Surveys: Colombia 2019, OECD Publishing, Paris. 

While it can be useful prioritising target areas, especially given the low coverage in rural areas, it 

should ultimately have no incidence on eligibility as the targeting system improves. The place of 

residence (department) using the multidimensional poverty index (MPI) is used in the first step to select 

eligible households. An issue that could raise using MPI is that the dimensions of the MPI used in Colombia 

do not include consumption. As a result, the compensation mechanism to compensate for VAT payments 

is not clear. Colombia has rightly selected the MPI for setting poverty targets because it recognizes that 

monetary poverty can be significantly decorrelated from other essential aspects of poverty. However, there 

could be cases of households having a lower MPI but a higher consumption level than other households, 

leading to the latter receiving the transfer while the former not. As a result, the result of the mechanism 

may not be felt by those who are paying relatively more VAT. 

The VAT compensation is also an opportunity for improving access to banking or basic payment 

services for the vulnerable households. The costs of delivery of present transfer programmes like 

Familias en Acción (4-15%) seems unusually high, and is likely related to the low fraction of beneficiaries 

with access to banking services. This could be addressed by defining a universal service/basic package 

of banking services for low-income households that would include the delivery of the social benefit, the 

ability to spend it through a debit payment card in addition to cash withdrawals and basic remote banking 

through cell phones, to ensure access to those in remote areas without physical bank branches in the 

proximity. Adding a basic savings account with non-negative real interest rates would also be useful to 

strengthen saving incentives, even if pick-up is likely to be slow. The great challenge is to bring the informal 
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population and migrants into the banking system, for whom a major effort must be made in terms of opening 

simplified accounts and other instruments such as electronic wallets, through Fintech companies. 

In Brazil, a basic saving account is widely used, even among low-income households. The public 

sector could either require banks to offer such a package or use reverse auctions to minimise the amount 

of subsidies required to implement this, as several countries have successfully done in other areas of 

universal service obligations, e.g. telecommunications. In Brazil, a large public bank plays a key role in 

delivering benefits and providing basic banking services as the programme comes with a payment card, 

but private banks could do the job just as well, provided the public sector defines the rules and the extent 

of basic banking services well. Once opened, an account should remain open at no cost until the person 

wishes to close it.  Argentina has also made significant progress in the provision of social benefits through 

a promising roll-out of specific debit cards for low-income households, even if these efforts were later 

discontinued. 

The benefit delivery on a 2-months basis seems unusual and may no longer be needed once 

investments in a more effective benefit delivery have been made. Given the low capacities to save of low-

income households, two months could be a long horizon, so evaluating going to a monthly basis once an 

efficient delivery is set-up could have a larger impact on welfare for poorer households. 

Regular impact evaluation should remain a key feature. The proposed impact evaluation after 2 years 

will be a crucial element to measure the success of the measure and correct if needed. Continuous and 

rigorous evaluation mechanisms can be used to identify what works better for poor households, particularly 

in terms of income generating opportunities. The DNP has already sound experience in conducting regular 

impact evaluations, such as the one done for Familias en Acción, which has fed improvements to the 

programme during the years. Integrating the evaluation process into the national planning process and 

budget formulation remains a challenge. 
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