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Introduction

Taxation is crucial to the functioning of the modern state. Tax revenues pay for public services—roads, the courts, defence, welfare assistance to the poor and elderly—and, in many countries, much of health care and education too. Among the industrialized (Organisation for Economic Co-operation and Development (OECD)) countries, taxes took a quarter of national income in the United States in 2012, and on average almost two-fifths of national income in the member states of the European Union.

Taxes affect individuals in many ways. Taxes paid on income and spending directly reduce taxpayers’ disposable income; taxpayers face the hassle of tax returns and making payments; and they may be anxious about the possibility of investigation and enforcement action. People also adapt their activities in various ways to reduce the impact of taxation—putting money into tax-free savings accounts, for example, or making shopping trips to other countries where taxes are lower.

It is hardly surprising, then, that taxation is so central to politics and to public debate. Politicians make reckless campaign promises about taxation and—if elected—then have to live with the uncomfortable consequences. Businesses lobby for tax breaks that they claim will create jobs and prosperity. One of the distinguishing differences between politicians on the left and those on the right is often their attitude to taxation, and to particular individual taxes. Many right-wing politicians advocate tax cuts and have a preference for taxes on spending rather than income taxes; politicians on the left are often more concerned with maintaining public services than with cutting taxes, and highlight the impact of taxes on spending on household living costs.

The iniquities and absurdities of taxation are a staple of dinner-party and pub conversation, and there are probably very few members of the public who have not voiced an opinion at some time about taxation and tax policy. Indeed, there are times when taxation seems able to trigger broad-based protest on a scale prompted by few other causes. Notoriously, the independence of the USA began with protests about the taxes levied by Britain: the cause of independence was promoted with the slogan ‘No taxation without representation’ and the stakes raised by the violent action taken in the Boston Tea Party. In more recent times, in the UK, public resentment about taxation has twice sparked remarkable civil disruption—the riots in the UK in 1990 in protest at the introduction of a local government poll tax and, a decade later, the campaign of transport blockades by hauliers, farmers, and others angered by motor fuel taxation.

The theme of this Very Short Introduction is that public decisions about taxation can be improved by a better understanding of the role of taxation, and of the nature and effects of different taxes. Although tax policy will always be a highly political issue, taxes have real effects on citizens and the economy that tax policy-makers need to weigh up. A wider public appreciation of the constraints and trade-offs in tax policy-making may help to lead to greater rationality in tax policy, and ultimately to better public decisions.


Chapter 1
 Why do we have taxes?

Revenues: the sinews of the state
Cicero




Taxation is a theme that crops up with surprising frequency in popular music. It rarely figures positively. In their 1966 song, ‘Taxman’, the Beatles sang of a world in which they felt taxed at every turn. In the very same year, the Beatles’ contemporaries, the Kinks, had a hit single, ‘Sunny Afternoon’, in which the singer laments that the taxman has made him penniless; all that he has left is the consolation of a lazy afternoon in the summer sunshine.

Why taxes should figure so strongly in popular music is not clear. Maybe successful popular musicians spend their career writing songs about the things that are most immediate and vital in their lives. When they were young and poor it was love, angst, and, perhaps, drugs. Once they find themselves on the escalator of fame, wealth, and endless touring, it is the misery of life on the road, divorce, venal managers . . . and their tax bill.

Away from popular music, taxation appears to figure little in our written or visual culture. True, there are plenty of cartoons, many of them, like most of the pop music lyrics, with more venom than humour. The celebrated cartoonist H.M. Bateman, a tart observer of English society in the first half of the 20th century, spent much of his later years embroiled in bitter warfare with the Inland Revenue, and encapsulated his vitriol in some brilliant, scathing, cartoons. But taxes figure little in literature, and—cartoons apart—are barely to be seen in the visual arts.

This absence contrasts with the enormous role that taxes play in our lives, and in the organization of society. In the UK, as in most countries in western Europe, more than one pound in every three earned is taken in taxation. Our lives and our society are closely engaged in activities that depend on taxation—public safety, defence, the courts, roads, schools, health care—not to mention public funding for the arts and culture. Taxes are at one and the same time hugely prominent in public debate, in political controversy, in the conversations we have in pubs, with taxi drivers, and with colleagues and friends—yet they are curiously invisible too. It is as if we don’t want to admit—or don’t fully comprehend—the fundamental role that they play in our society, our lives, and our living standards.

What is taxation?
So, what are taxes? Yes, we know. They are the money that is taken from us by the government. But taxes differ from the money that we spend in other ways in two distinctive respects.

To attempt a formal definition, taxes are compulsory payments, exacted by the state, that do not confer any direct individual entitlement to specific goods or services in return.

The second part of this definition is crucial, distinguishing taxes from the prices, fees, or charges that could be levied on the sale of goods and services by the state or state enterprises. While these, too, can generate public revenue, the fact that something is supplied directly in return for the payment means that they can be voluntary. As with things bought from the private sector, people pay if they want to buy the good or service in question, and if they would rather use their money for other purposes they can choose to do so. By contrast, taxation involves compulsion—which crucially distinguishes taxation from most other activities in modern democracies. The compulsory nature of taxation doubtless accounts for much public hostility.

A key characteristic of taxation in modern tax systems is that taxation is ‘parametric’: in other words, it is governed by legislation which defines in advance the basis of individual tax liability. Typically, such legislation will define the tax base—in other words, the aspects of economic activity on which the tax will be charged, such as income, spending, or the value of property—and will specify how an individual’s tax liability will be calculated, in a clear and predictable way. This has not always been a characteristic of taxation. At many times in the past taxes have been levied which have been arbitrary, and not based on clear and stable principles. If undertaken once only, economic confiscation of this sort may cause little economic harm, apart from the loss that taxpayers suffer through the resources which are confiscated. But regular confiscation can exert a chilling effect on economic activity—once people begin to believe that there is little point in doing anything if the fruits of their enterprise will merely provoke further confiscation. And arbitrary taxation—taxation which is not precisely governed by a legal framework specifying how liability to tax should be calculated—can offer undesirable scope for corruption to take hold.

Taxation in history
Taxation is by no means a modern phenomenon. Taxes, it would seem, were present at the dawn of recorded history. Some of the earliest written documents in existence, cuneiform clay tablets from Sumeria in southern Mesopotamia (modern-day Iraq) dating from around 3300 bce, take the form of tax records: lists of gold, animals, and slaves received by the temples which formed the core of social organization in the Sumerian city-states. The need to record tax payments was, perhaps, one of the earliest reasons to develop some form of written record-keeping—and so it might be argued that taxation played a part in the development of writing itself.

The earliest taxes, in Mesopotamia, ancient Egypt, and elsewhere, take the form of shares or tithes of crops or other items of production, and also obligations to provide labour services, in the form of military service or work on construction projects. Money—currency—did not develop until considerably later, and so taxes were paid in kind. Tax collection became a major activity of government, requiring a significant bureaucracy to assess and enforce the payment of taxes due. In ancient Mesopotamia, according to a contemporary proverb, the person you should fear the most is the tax collector.

In ancient Greece and Rome, too, a large part of taxation took the form of levies in kind, but taxes of a more recognizably modern form started to appear, in the form of cash levies triggered by certain kinds of transaction, such as the importing of goods, or the sale of land and slaves. During the time of the Roman Republic, extensive use was made of tax farmers, publicani, to whom the right to collect taxes for a fixed period of years would be auctioned, giving the Republic a guaranteed steady revenue, while leaving the dirty work of tax collection in the hands of contractors. The writings from this period give plenty of evidence that this was a corrupt and arbitrary system which allowed many publicani to enrich themselves greatly, while placing harsh pressures on ordinary taxpayers (Figure 1).

Towards the end of the 1st century bce, the Roman Emperor Augustus implemented a radical overhaul of the system of taxation, replacing the existing taxes by a fixed property levy, together with a head tax (poll tax) to be levied on the provinces. The censuses that were undertaken to initiate these taxes are familiar from the start of St Luke’s Gospel: ‘And it came to pass in those days, that there went out a decree from Caesar Augustus, that all the world should be taxed . . . And all went to be taxed, every one into his own city’. Luke 2:1, 3 (Authorized Version). Likewise, detailed land registers were instituted, recording the ownership of land and its potential productivity. City councils, rather than the publicani, now played the primary role in tax collection, and the more predictable and rule-based tax regime catalysed a period of growth and prosperity.
[image: image]1. Gallo-Roman relief from the 1st century ce showing taxes being paid, from Saintes (France).



The role of taxation in the subsequent decline and fall of the Roman Empire is heavily disputed. Over many years the fiscal viability of the Roman Empire began to be eroded, caught between the twin blades of rising military costs and a declining yield from taxation, as the provinces that were the main revenue contributors (Figure 1) proved unable—or unwilling—to maintain their massive fiscal transfers to the centre of the Empire. By the 3rd century ce, it had become necessary to restrict individual mobility, both geographical and social, to ensure that people did not escape the tax obligations they owed by virtue of their occupation or the land that they farmed. The measures which were taken to extract additional revenues almost certainly hastened the economic decline of the Empire, weakening still further its revenue-raising capacity.

Taxes have waxed and waned over the centuries. In western Europe, the centuries that followed the end of the Roman Empire were marked by a reversion to more rudimentary systems of revenue generation—tithes and the supply of forced labour under the feudal system—that inhibited both economic development and effective government. Taxes of a modern sort—stable and regular levies based on transactions or property—gradually began to reappear, although monarchs frequently resorted to heavy and arbitrary levies when in need of revenue to finance wars or other undertakings. In the early modern period in Europe, social and economic changes began to generate pressures to end arbitrary taxation, and rebellions in a number of European countries started to constrain the power of monarchs to impose taxation at will. Democratic legitimacy in tax policy began to take shape.

Rapid industrialization and democratization in the 19th and 20th centuries have, however, been associated with a dramatic growth in the sophistication of taxation and in the scale of tax revenues in all industrialized countries. At the end of the 19th century tax revenue was less than 10 per cent of national income in both the UK and France, and only about 7 per cent of national income in the United States. During the course of the 20th century, each of these countries then saw substantial growth in the size of the public sector and the burden of taxation, with the share of taxation in overall economic activity increasing roughly by a factor of four. Both world wars appear to have provided significant impetus to the growth of government and the scale of taxation. In the UK, for example, the two world wars were accompanied by a permanent upward jump in the level of taxation, each time of the order of 10 per cent of national income or so.

Figure 2 shows the growth in the level of overall taxation as a percentage of gross domestic product (GDP) (i.e. as a share in the value of overall production) in a number of industrialized countries in 1965 and 2012. Over this period of almost fifty years, different countries have experienced rather different amounts of growth in government spending and taxation. Over the OECD area as a whole, taxation accounted for 25 per cent of GDP in 1965, and 34 per cent in 2012, a growth of nine percentage points. In the UK, growth was only around half this, and the overall burden of taxation in the UK in 2012 was, at 35 per cent of GDP, very close to the OECD average, despite having been substantially higher than the average fifty years earlier. The United States experienced no growth at all in taxation as a percentage of GDP over this period, and by 2012 had the lowest level of taxation, as a percentage of GDP, in any of the countries shown. By contrast, public spending and taxation continued to grow rapidly in some European countries. The level of taxation in France reached 45 per cent of GDP in 2012, a rise of 11 percentage points, and there was an increase of almost twenty points in Italy and Spain. The highest levels of public spending and taxation are almost all in European countries; taxation takes less than 30 per cent of GDP in Japan, Korea, and Australia as well as in the USA.
[image: image]2. International comparison of the level of taxation, selected countries (total tax revenues as a percentage of GDP).

Note: Countries are shown here in descending order of tax as a percentage of GDP in 1965.



Taxation and the growth of government
Readers may well differ in their views about the desirability of government spending and taxation on this scale. The proper role of government is, after all, an issue that lies at the heart of political debate and controversy. This short book is not the place to debate this fundamental and complex issue. To a very large extent it should be possible to consider the efficient and equitable design and effective functioning of the tax system, independently of the scale of the revenue-raising task which it is assigned. The features of individual taxes, their economic consequences, the distribution of payments, and their efficient operation are all matters which can be discussed objectively in the light of analysis and evidence of real world operation. In the author’s view, much can be learned from the experience of different countries, even where differences in the scale of government demonstrate very different political pressures and underlying philosophies of the role of state action.

However, this is not necessarily a view which is shared by all. Certainly there is a wide measure of agreement across the political spectrum that there are a range of government functions that require tax financing—collective or ‘public’ goods such as defence and street lighting for which individual charging cannot work. Governments are needed to provide these goods and services, and taxes are required in order to finance them. On the other hand, much of the expansion of government in recent decades has reflected a substantial expansion in the redistributive functions of government. In many countries, especially in Europe, ‘welfare state’ spending has grown, providing services and income to the poor, the disabled, the sick, and the elderly. Some might argue that the buoyancy of tax revenues at a time of rapid economic growth has made possible growth of government even where there is no pressing need to expand provision of public goods that can be financed only through taxation—that government has become a ‘Leviathan’, expanding to absorb the resources available.

If this view is taken, it can obviously lead to a very different philosophy of taxation and tax policy. Advocates of efficient revenue-raising might want to reform taxation, to ensure that public revenues can be raised on a fair and efficient basis, with the least disturbance to economic activity and the least possible resistance from taxpayers. To those concerned that efficient taxation invites the excessive growth of government, however, such tax reforms might be seen as unwelcome—as an invitation to government to open its jaw still wider. The latter view—represented, for example, in the economic literature by Brennan and Buchanan amongst others—implies very different priorities in tax policy, with less emphasis on efficiency, and more interest in reforms which would enhance political and constitutional restraints on the taxing powers of government.


Chapter 2
 The structure of taxation

Happy families are all alike; each unhappy family is unhappy in its own way.
Leo Tolstoy, Anna Karenina




The tax systems of different countries vary widely. Nearly all share some common elements, including taxes on personal incomes, sales taxes, and taxes on corporate profits, each contributing significant revenues. But beneath these broad similarities lies an extraordinary diversity in terms of what is taxed by each of the major taxes (the ‘tax base’), the rates that are applied, and the legal and practical aspects of taxation. In addition, while most tax systems rely on these major taxes for a large proportion of their revenues, most countries have a diverse range of smaller and not-so-small taxes, both old and new.

In each country, the present-day tax system reflects a long process of evolution, in which taxes have been introduced, modified in response to political pressures, revenue needs, and the experience of practical operation, and very rarely subject to fundamental review and coherent modernization. Old taxes tend to survive even when more modern tax instruments could raise the same revenues more cheaply and efficiently, simply because tax reform carries political risks that inhibit change. New taxes may begin life with clear outlines and a well-defined rationale, but all sorts of idiosyncrasies and complications can be added over time. As a result, each country’s tax system tends to have found its own route to unhappiness—like Tolstoy’s unhappy families.

The structure of taxation
To provide an initial benchmark for our discussion of the tax system Figure 3 gives a broad overview of the pattern of taxation in the member countries of the OECD, a grouping which covers thirty-four developed market economies including the USA, Canada, Japan, South Korea, and most member states of the European Union. Figures are shown for 2011, the most recent year for which data is available, and for 1965, the earliest year for which a direct comparison can be made.

About a quarter of total tax revenue in the member states of the OECD is contributed, on average, by the personal income tax, levied on individual incomes from employment and self-employment, and, in most countries, on individual incomes earned from financial investments. A further quarter of all revenues is contributed by taxes under the heading of social security contributions. In most countries these contributions are also based on employment income, although they are frequently levied as payroll tax—in other words, the tax is charged to firms on the basis of their total wage bill. About 30 per cent of revenues are collected from various forms of sales tax, including general sales taxes such as value added tax (VAT) and also the excise tax which most countries levy on the sale of motor fuels, cigarettes, and alcoholic drinks. Taxes on corporate incomes contribute less than one-tenth of total tax revenue on average, and taxes on the value of property—taxes on land and buildings—raise about 5 per cent of the total.
[image: image]3. The structure of taxation in OECD countries, 1965 and 2011 (percentage shares in total tax revenue).



Some aspects of this pattern of revenue contributions have been quite stable over the past half-century, including the share contributed by the personal income tax. The share contributed by social security taxes has increased since the mid-1960s, while the share of property taxes has fallen. The most dramatic changes over the past fifty years have been in the pattern of sales tax revenues. The share contributed by general sales taxes has doubled over the period, while the significance of excise taxes in the overall revenue structure has dropped sharply, from one-quarter of all revenues in 1965 to only one-tenth of revenues now.

However the most striking change in taxation in these countries over the past fifty years is not the pattern of taxes employed, but the massive increase in the level of taxation, both in terms of total value (after allowing for inflation), and as a share of national income. On average, the total revenue collected in taxation in OECD countries (in US dollars) in 2011 was about $14,500 per head of population, equivalent to 34 per cent of GDP. In 1965, resources collected amounted to only 25.4 per cent of GDP, and GDP itself was much smaller. The revenue per head collected in 1965 was of the order of $3,600 in terms of present-day prices and values, only about a quarter of the revenue per head collected by today’s tax systems. The amount taken in taxation has grown sharply in real terms over the past fifty years, as real incomes and spending have grown, as tax rates have risen, and as countries have turned to new and more powerful tax instruments such as VAT.

Cross-country comparisons
Figure 4 shows the enormous variation in the structure of taxation across different industrialized countries. Countries have made very different policy choices about the taxes they employ; it will be seen that France, for example, obtains a much lower share of its revenues from income tax than the UK, and a massively higher proportion from social contributions (taxes levied specifically to finance social insurance for sickness or old age). The USA makes much less use of sales taxes than the OECD average, while in some other countries these can contribute as much as 40 per cent of revenue.

The differences between countries are not always easy to explain. What determines the pattern of taxes employed is a relatively under-researched area, and it is difficult to find a wholly convincing explanation for why some countries rely more on some taxes than on others. Some of the differences between countries undoubtedly reflect the influence of history: some aspects of tax structure are very durable over time, and tax privileges for certain activities appear much easier to legislate than repeal. In addition, tax policy-making in many countries is highly politicized, being exposed to substantial lobbying and public debate, and so the differences in the political process may account for some of the differences in tax systems across countries.

At the very least, the variety of tax structures across countries indicates the scope for worthwhile discussion on tax policy and tax reform. Alternative patterns of revenue-raising are clearly possible, and the question of how best to meet the government’s revenue needs is one of real substance.
[image: image]4. The structure of taxation in selected countries, 2011 (percentages of total tax revenues).
Note: Countries are shown here in descending order of per capita GDP, measured at current purchasing power parities (PPPs) (i.e. the ‘richest’ countries first).



Taxes on income
Income taxes are the most prominent element of the tax system, accounting for about a quarter of all taxes collected in OECD countries.

In view of this prominence, it might be surprising that income taxes were in fact something of a latecomer in the development of modern tax systems (Figure 5). In the United Kingdom, the first income tax was introduced in the late 18th century as a temporary measure to finance the Napoleonic wars, and then quickly abolished. The income tax was reintroduced in 1842, but it was some time before it became fully established as a source of large and broadly stable government revenues.

Income taxes vary widely across countries, both in terms of how the tax base is defined, and in terms of the tax rates applied.

The tax base for the personal income tax in most countries comprises wages and salaries earned by employees, together with other forms of individual income such as rental income from housing and other property, the interest and dividend income that individuals earn from savings and investments, and often income from pensions and state benefits. Most individual income taxes also apply to the incomes earned by the self-employed, typically allowing the business costs of the self-employed to be deducted before tax is applied to their net trading income.
[image: image]5.  Income taxpayers queuing, New York, 1915. In most industrialized countries the first half of the 20th century saw a significant upward jump in the coverage of the income tax and in the revenue raised. 



Beyond this common core, there is much less uniformity. Some countries tax money incomes only; others also apply the income tax to ‘income in kind’—such as benefits which an employer may provide to an employee in terms of health care insurance, a company car, luncheon vouchers, free housing, and so forth.

Some countries allow a wide range of deductions against taxable income. Examples include the interest paid on a mortgage and possibly on other forms of loans too, employees’ spending on tools and clothing bought for their job, commuting costs, pension contributions, and payments made to purchase health insurance.

Countries differ, too, in how they treat the income of married couples. Some countries operate a regime of joint taxation, in which the incomes of a married couple are combined and taxed together, as a single unit. The UK used to do this—indeed the UK tax system used to treat the income of a married woman as the property of her husband until comparatively recently. In 1990 the UK switched to a system of independent taxation, in which the income tax is applied on an individual basis, and married couples pay the same tax as they would if they were two single individuals.

Once the tax base has been defined, the income tax due can be calculated. It is rare for income tax to be simply proportional to taxpayer income—a single percentage rate applied to all taypayer income. More commonly, different tax rates are applied to successive slices of income—sometimes referred to as tax bands, tax brackets, slabs, or tranches.

In many countries the first slice of income is untaxed. In the United Kingdom, for example, individual taxpayers have a tax-free annual ‘allowance’ of £10,000, so that if a taxpayer has an income that is less than this they pay no income tax at all. Income tax is then paid—in the UK at a ‘basic rate’ of 20 per cent—on income above this tax-free allowance. The effect of this is that tax payments rise with taxpayer incomes, beyond the initial allowance, but that the percentage of total income taken in tax is lower than the income tax rate applied. A taxpayer with an income of £11,000 would pay no tax on the first £10,000, and then pay tax at 20 per cent on the remaining £1,000. As a result, their total income tax payment would be £200, only 1.8 per cent of their total income. A taxpayer with an income of £15,000 would pay £1,000 in tax, 6.7 per cent of their total income, and a taxpayer with an income of £30,000 would pay tax of £4,000, 13.3 per cent of their total income.

This illustrates an important distinction, which plays a central role in understanding the distribution of the tax burden and the economic effects of the tax—the distinction between the average rate of tax, which is the concept most relevant to questions of fairness or equity in the distribution of the tax burden, and the marginal rate of tax, which mainly drives the economic effects.

The average rate of tax is the total tax payment, divided by the total tax base. In the UK case described above this is zero on an income of up to £10,000, and then rises steadily to 13.3 per cent at an income of £30,000.

The marginal rate of tax is the additional tax paid on additional income. It is the extra tax that is paid when the taxpayer earns an extra pound, dollar, or euro of income. In the UK examples given above, income above the tax-free annual allowance of £10,000 faces a marginal tax rate of 20 per cent.

If the UK’s basic rate of 20 per cent applied to all income above the tax-free allowance, then on very high levels of income the average rate of tax would approach 20 per cent. In practice, however, the UK, like most other countries, applies an increasing scale of marginal income tax rates to higher bands of income. So, at an income of around £43,000 a UK taxpayer becomes subject to a higher marginal rate of income tax, 40 per cent, on any additional income, and a still higher marginal rate, of 45 per cent, kicks in when the taxpayer’s annual income exceeds £150,000.

A lot of attention is paid in political debate and in the press to the top rates of income tax—in other words to the highest marginal rates. These are usually those charged on the highest band of income, although, as we will see later, poorer households can often face what are in effect very high marginal rates of tax on income.

Income taxes, however, are rarely the only taxes charged on employment incomes. Many countries levy additional income taxes to fund their social insurance systems, in other words, to pay for unemployment and sickness insurance, public pensions, and, in some cases, public health care. In the UK, for example, the system of ‘National Insurance Contributions’ (NICs) amounts to an additional tax on incomes from employment of more than 20 per cent of income above a tax-free threshold. About half of this is charged to the employee, although—like income tax—collected directly from employers through a system of deduction at source. The remainder is charged to the employer, but, again, based on the payments of wages and salaries to employees. In some countries, social contributions are even larger. In France, for example, social contributions generate revenues which are twice as high as those from the income tax, with the bulk of this being paid by the employer.

As Chapter 3 will show, this distinction between the contributions paid by employer and employee has little, if any, economic substance. Both components amount to a tax on employment incomes, and their economic impact differs little from income tax. The only sense in which there would be any difference between these contributions and income taxes is if the employee received benefits directly in return, which were proportional to the amounts paid. While many systems may have begun by operating in a way that was in effect an insurance policy, with individual contributions generating an entitlement to a broadly corresponding level of benefit, few countries’ social insurance systems look like this nowadays. Most are more properly viewed as a second system of income taxation. In the UK, at least, the portrayal of these charges as ‘contributions’ has for some time been a misleading fiction, and clearly at odds with the underlying reality.

Taxes on spending
In most countries, taxes on spending include a general, broad-based tax, covering most or all items of consumer spending, and also some additional taxes, or excise duties, on certain individual categories of spending, especially motor fuels, motor vehicles, alcoholic drinks, and tobacco products.

In nearly all OECD countries the general tax on spending takes the form of a VAT. VAT was introduced in France in the 1950s, and adopted by the member countries of the European Community in the late 1960s. It has been one of the great success stories of tax policy in recent years, having now been adopted, in one form or another, by all of the major OECD countries with the exception of the USA, and by many developing countries too.

VAT is levied as a percentage of the value of sales of most goods and services by all forms of business, though in some countries there are exemptions for smaller firms, simply to avoid costs that would be incurred in collecting trivial amounts of tax revenue from a very large number of very small firms. The distinctive feature of VAT is that it generally applies without distinction to sales made to all categories of customers, including sales made to other businesses as well as retail sales to individual consumers. However, businesses which have purchased goods and services from other firms can offset the tax they have paid on these purchases against their VAT bill on their own sales (see Box 1).
Box 1  How VAT works
VAT is charged by firms as a percentage of the value of their sales of goods and services. It applies to all sales, both retail sales to private customers and business-to-business (B2B) trades.

Businesses that buy goods and services bearing VAT can offset the VAT they pay on their purchases against their VAT bill on their own sales. The net effect of this is that only retail sales to consumers end up bearing VAT, since the VAT on B2B trades is, in effect, refunded.

The total VAT revenue collected is equal to the value of retail sales multiplied by the relevant tax rate, but this is collected gradually through the chain of production and distribution.

Example. Consider a simple two-firm chain of production. Firm W weaves cloth, all of which it sells to firm S, who uses the cloth to make suits and sells them to retail customers. Assume the VAT rate is 20%:




		Firm W
	Firm S



	Total sales value
	£100,000
	£400,000



	20% VAT on sales
	£20,000
	£80,000



	Purchased inputs
	-
	£100,000



	VAT paid on inputs
	-
	£20,000



	Net VAT bill
	£20,000
	£60,000




Total VAT collected = £80,000 (i.e. total revenue = 20% of the value of goods sold to final consumers).

VAT zero-rating means that no tax is charged on sales, but the firm can still claim back VAT paid on inputs.

If the output of firm S in the example is zero-rated, it will charge no VAT on its sales, and receive a net VAT refund of £20,000.



If VAT is a tax on the value of sales, why then is it called a ‘value added’ tax? The reason can be seen by considering how the tax accumulates during the course of the production chain—as raw materials are gradually transformed into processed materials, components, and then into final products sold to consumers. If the same rate of tax is charged on all sales and purchases, the additional tax collected at each stage of production will be proportional to the value added by that firm: in other words, proportional to the difference between the value of the material and components it buys, and the value of the products it sells.

In practice, most VAT systems have different rates of tax for different categories of goods. Most of the member states of the European Union, for example, have a ‘standard’ rate of VAT, applying to most goods and services, and one or more ‘reduced’ rates, applying to particular categories of consumer spending, including food, household energy, books, and newspapers. In France, for example, the standard rate in 2014 was 20 per cent. A reduced rate of 10 per cent applied to public transport, hotels and restaurants, and cultural and sporting events, while food, water, and books were subject to VAT at 5.5 per cent, and newspapers were taxed at 2.1 per cent. The UK too has a standard rate of 20 per cent, but it is unusual in charging a VAT rate of zero on most of the goods subject to reduced rates elsewhere in the EU. Denmark, by contrast, is distinctive in having a single VAT rate. It applies its standard rate of VAT, 25 per cent, across the board to all goods and services.

The USA stands alone among OECD countries in having—so far—resisted the temptations of VAT. Instead, sales are taxed, at state and local level, by a retail sales tax, which applies to sales to retail customers only. Businesses making sales to other businesses as well as to retail customers have to distinguish between the two, and apply the retail sales tax to individual customers, but do not charge the tax on sales to businesses. This ‘end user distinction’ can be a weakness of a retail sales tax, since the decision may often have to be made by a shopkeeper (or till operator) who may have little reason to ensure that untaxed sales are confined to business customers, and there is little scope for the revenue authorities to monitor the accuracy of these decisions. This vulnerability of retail sales taxes is generally thought to constrain the rates of tax that can be charged, without provoking excessive evasion. Retail sales taxes seem rarely to be charged at rates higher that 10 per cent, while VAT rates of 20 per cent and more are now quite common.

Excise duties were historically one of the main revenue-raising taxes, but have declined in importance over the past century as more modern and powerful broad-based sales taxes have been introduced. Even now, excise duties and taxes on imported goods remain crucial for the revenues of many developing countries, where the organization of economic activity and the limited capacity of government may make complex accounts-based taxes unfeasible.

Excise duties are now confined in most developed countries to a small number of products, including motor fuels, vehicles, alcoholic drinks, and tobacco products. In many countries, some or all of these products are taxed at very high levels indeed. For example, in the UK, the taxes charged on cigarettes, including VAT and the excise duty, account for around 80 per cent of the retail price, while the taxes on petrol amount to nearly 60 per cent of its retail price.

Such high rates of tax require tight control, of the production and distribution of the commodities concerned, if massive tax evasion is not to take place. Generally, excise duties are levied at a relatively early stage in the chain of production and distribution to keep to a minimum the number of businesses involved. It is much easier to charge high levels of tax on whisky by taxing the distiller than it would be to charge similar tax rates at the point of retail sale. Similarly, the high excise duties charged on motor fuels are levied on the major producers, refiners, and importers, and the fuel is only released for distribution and retail sale once the tax has been charged. Nevertheless, while it is relatively straightforward to ensure that large brewers, cigarette manufacturers, and petrol companies are monitored and taxed correctly, the high levels of excise duty can provoke various forms of smuggling, cross-border shopping, and bootleg production. This has become a worrying headache for some revenue authorities in Europe, as border controls have been removed to allow a free flow of trade between the EU member states.

Taxes on business
In many countries, businesses are responsible for a significant part of tax collection—about 90 per cent of revenue in the UK, for example. In nearly all OECD countries employers are required to deduct income taxes and social security contributions ‘at source’ from the earnings of their employees, even where the legal liability to pay these taxes rests with the employee. In many countries, too, businesses in the financial services sector are required to withhold tax from payments of interest and dividends to investors. In addition to these arrangements for deduction or withholding at source, businesses selling goods and services are usually made responsible for charging any sales taxes which are due on the transaction, and for remitting the sales tax revenues to the tax authorities.

These major taxes are taxes on business only in a pragmatic sense, in that businesses are simply being used as convenient—and unpaid—tax collectors. In addition, however, two groups of taxes are levied on business in a more substantial sense, in that the amounts that the business pays in tax are related in a more fundamental way to the characteristics of the business and its organization.

First, there are taxes on corporate profits, such as the UK’s corporation tax. These are levied on incorporated businesses—those that have a legal status independent of the individual shareholders who own the business. There is enormous variation between countries in how the profit of a business is defined for tax purposes, especially how the costs of finance and investment are treated. These differences in the definition of the base for corporate profits taxes may have very large effects on the amount of taxes due, which may be at least as significant as the rate of tax in determining the overall corporate tax burden in different countries. Nevertheless, a lot of attention is paid to the rate of corporation tax, and many countries have cut the tax rate, hoping that this might attract investment from internationally footloose businesses.

Corporate profits taxes have been at the centre of great controversy in recent years, focusing on the accounting devices used by some major corporations—Amazon, Apple, and Starbucks amongst others—to minimize the taxes they pay in some major markets and to shift taxable profits to lower tax or tax-haven countries. We return to this issue later.

In addition to taxes on corporate profits, many countries also levy other taxes on business activity, property, or assets. The UK levies a substantial tax on the value of business property and fixed assets called business rates. Originally a tax levied by local government, this tax in effect became part of the national tax system when, in 1990, the government decided that local authorities should lose the power to set the rate of tax to be paid by businesses in their area. The tax is substantial—raising more than 4 per cent of total UK tax revenues—and the amount of tax payable is unaffected by the level of profits earned by the business. In effect, business rates impact on businesses in very much the same way as property rents: they are a fixed cost of occupying premises, which has to be covered before any profits are earned. Although the particular idiosyncrasies of the UK’s system of business rates are not encountered in other tax systems, many countries levy some form of tax on business assets or business activity, often taking the form of a municipal tax, locally set and contributing revenues to finance the local government budget.

Other taxes
This category includes taxes and levies on the ownership or transfer of financial assets and physical property, taxes on wealth and inheritance, taxes on the use of natural resources and on environmental damage, taxes on international trade (Figure 6), and a kaleidoscopic array of miscellaneous fees, licences, and permits.

Taxes on physical property are often among the oldest parts of a country’s tax system. Land and buildings are easy to define, virtually impossible to hide, and their ownership is often a matter of public record. It is quite common for property taxes to be levied by local government, as property can be uniquely allocated to a particular location, while it would be much harder to assign most other taxes so clearly to a particular jurisdiction. Property taxes could be levied simply on the basis of measures of physical size—such as an amount per square metre of floor-space or acre of land—but most property taxes have evolved to reflect the value of the property and not just its size. The UK’s Council Tax, a tax on domestic property which is levied by local governments, is based on an assessment of the market value of each property, undertaken when the tax was introduced in 1993.
[image: image]6. ‘Duty Paid’ by Ralph Hedley (1848–1913). Import duties were a significant revenue source for many countries in the 19th century, but play little role in revenue-raising today, except in some developing countries.



Many countries raise significant amounts of money by taxing transactions in physical assets such as land and buildings. The UK, for example, levies a Stamp Duty when houses are sold, and similar taxes on housing transactions are found in many other countries. Stamp duties and other taxes on sale can also be levied on transactions in various financial assets, such as stocks and shares.

In addition to taxes on physical property and on asset transactions, a few countries levy taxes on wealth—in other words on the value of physical and financial assets that an individual or household owns. France, for example, levies an annual wealth tax on households with net assets in excess of €1.3 million, at rates of 0.5 per cent to 1.5 per cent of the asset value. About a quarter of a million households are subject to this tax, which contributes less than 2 per cent of overall tax receipts.

Taxes on inheritance have a long history, again because the state is often involved in regulating or certifying the will of a deceased person, and the arrangements for the disposal of their estate. If some legal process is required to certify the assets owned by someone who has died, or the arrangements for their distribution, it is a relatively small step to charging a levy on the certified value of the assets left by the deceased.

Countries that have large deposits of oil and mineral resources can collect substantial revenues in the form of resource taxes, extraction licences, or royalty fees. Many of the major oil-producing countries are able to afford lavish public spending while maintaining tax rates on individual income and spending at very low rates. Indeed none of the Gulf states, Qatar, United Arab Emirates, Bahrain, and Kuwait, has an income tax at all, although local residents all pay—relatively modest—social security taxes. Since the 1970s, the development of the oil and gas reserves in the North Sea has generated significant revenues for the UK, although these have declined in recent years as the most profitable fields have been exhausted, and the UK government has reduced taxation to try to encourage oil companies to invest in the costly development of more inaccessible fields. Norway and the Netherlands, too, have both benefited from tax revenues from oil and gas fields. For Norway, these revenues continue to be very large in relation to the public budget, and—rather than blowing the money on a short-term binge of lavish spending and low taxation—successive Norwegian governments have prudently invested this revenue windfall in a massive sovereign wealth fund, to ensure that the country benefits from a continuing flow of income once the oil runs out.

A growing awareness of environmental issues has led many countries to introduce tax measures to discourage pollution and environmental damage. Existing taxes, such as those on carbon-based fuels and motor vehicles, have been increased or restructured to discourage the most polluting activities or stimulate the take-up of greener alternatives. In addition, new taxes have been introduced specifically to address particular environmental problems—for example the UK’s Landfill Tax on waste dumps, introduced in 1996 with the aim of encouraging greater recycling.

Finally, there is one area of taxation which has declined sharply over the last half-century, especially in the industrialized world. Tariffs on international trade—taxes on imported goods—have been reduced to very low levels as a result of the successive rounds of multilateral tariff reductions agreed under the auspices of the World Trade Organization (WTO), and its predecessor, the General Agreement on Tariffs and Trade (GATT). In the United States and in the EU the revenue from tariffs is now only about 1 per cent of the revenue from other taxes. Elsewhere, however, and especially in less developed countries, the significance of tariff revenues can be much greater. For countries with limited administrative capacity, frontier formalities provide one of the few reliable points at which taxes can be charged, and import taxes can make a significant and secure contribution to public revenues. In many countries in Africa, tariffs contribute 20 per cent or more of total tax revenues.


Chapter 3
 Who bears the tax burden?

How much tax do you pay? Perhaps your employer deducts income tax from your wages, and you pay little attention to your payslip apart from the bottom line—the net amount that goes into your bank account. Alternatively you may be required to calculate and pay your own income tax each year, and may be only too familiar with the size of your income tax bill. But we have seen that income tax accounts for only about a quarter of the total tax revenue collected in OECD countries. What about all the other taxes that are levied? How much of them ends up coming out of your pockets?

And how does the amount of tax you pay compare with what others pay—those better off than you and those who are poorer? ‘Who pays the tax?’ is an endlessly fascinating question—and an issue on which people can feel very strongly.

‘Formal’ and ‘effective’ incidence
It might be thought that if we levy a tax on a particular group of individuals they would be the people who would bear the burden of the tax. So, if we tax farmers, then it is farmers who are made poorer by the tax; if we levy a tax on shopkeepers, then it is the living standard of shopkeepers that falls, and so on. One of the crucial insights that economic analysis provides to tax policy is that this is far from the truth. The real burden of a tax can be borne somewhere completely different from the location of the legal liability to pay the tax.

The economic perspective on taxation distinguishes between the ‘formal’ and ‘effective’ (or ‘economic’) incidence of a tax. Formal incidence is a matter of who is legally liable to pay the tax, or from whom the tax is collected. Effective incidence concerns the more fundamental question of who ultimately bears the burden of the tax. One way of thinking about effective incidence is to ask, ‘Whose living standard falls as a result of the tax?’ This may not always be the same person on whom the tax is formally incident. The imposition of a tax can affect demand or supply in the markets for goods, labour, or capital, and hence it can change prices, wages, or interest rates. These economic adjustments can have the effect of shifting the burden of a tax away from its formal incidence, so that some or all of the burden is transferred away from the firm or individual who is legally liable to pay it.

Moreover, the outcome will be the same, regardless of whether the tax is imposed on the buyer or the seller. In a competitive market, formal incidence does not merely differ from the final economic incidence, it is irrelevant in determining economic incidence. It doesn’t matter whether we tax the buyer or the seller: the quantity traded, the tax-inclusive price paid by the buyer, and the net-of-tax payment received by the seller will all be the same.

Many countries impose a tax, such as the UK’s Stamp Duty, on the sale of private houses. In some countries the buyer is legally responsible for paying this tax—in others, it is the seller. This assignment of legal liability ensures that there is no confusion over who should make the payment, but it should have no effect on the housing market or on the individual transactions that take place. We would expect the price at which any sale is made to take full account of who has to pay the tax, so that the selling price would be higher, by the exact amount of the tax, if the seller is responsible for paying the tax rather than if the liability falls on the buyer. What determines whether a potential buyer is willing to sign the proposed contract of sale is the total amount that has to be paid, and the buyer is unlikely to care whether this accrues to the seller or to the government; likewise what governs whether the seller is willing to agree to sell their house is the net amount they will receive from the sale. Neither of these two crucial values is affected by the assignment of legal liability to pay the tax on the sale.

The observation that the economic outcome of a tax is unaffected by its legal incidence has some immediate, and rather convenient, implications for policy. It allows us, for example, to choose the side of the market on which to levy a sales tax simply on the basis of administrative cost and convenience. Sales taxes are much more conveniently imposed on the sellers of goods, since there are fewer of them than customers, and it is easier to require them to keep detailed records of transactions which can then be used as the basis for levying sales taxes. Fortunately, exploiting this convenience in administration does not at the same time require us to accept that sellers should be burdened with more of the incidence of the tax; that is governed by economic substance, and is unaffected by our administrative choices.

Part or all of the burden of a sales tax will be borne by customers, if businesses increase their prices to cover the tax payment. How much of the sales tax is passed on to consumers will depend on features of the particular market. In a competitive market, the extent to which a retail sales tax is shifted forwards to customers will depend on how much the supply of the commodity (by producers) and the demand for the commodity (by consumers) respond to changes in its price. Putting this in economic jargon, it will be governed by the relative ‘elasticities’ of supply and demand for the taxed commodity. If taxes are imposed on the sale of products where consumer spending is very responsive to the product price, relatively little of the tax will be incident on consumers, and correspondingly more of the burden of the tax will be borne by producers. By contrast, the burden of a tax imposed on a product whose supply is very responsive to price, while consumer demand is insensitive to price, will tend to fall more on the purchasers of the product than on its producers.

Readers who have previously encountered the notions of economic supply and demand curves may find that the economic processes underpinning these economic adjustments can be grasped more readily in the context of a simple diagram. For these readers—and for others who are intrigued by the concepts and apparatus of economic analysis—a supply-and-demand curve diagram is provided in Figure 7 and discussed in Box 2. For those readers who have not been initiated into the formal arts of economics, the crucial insight reflected in this diagram is that the prices at which goods and services are bought and sold in a market economy reflect an interaction between, on the one hand, the opportunities for profitable supply, and, on the other, the strength of consumer demand at different price levels. Where the market price ends up—the ‘equilibrium’ price, in the jargon—is determined by the balance between these two pressures, and this outcome will be influenced by the imposition of the tax.
[image: image]7. Economic incidence of a sales tax.


Box 2 The economic incidence of a sales tax: interpretation of Figure 7

Figure 7 shows the supply and demand curves for a good in a competitive market, before and after the imposition of a sales tax per unit sold. In the absence of taxation, the market is in equilibrium at a price po and quantity qo. The imposition of a tax on each unit sold shifts the supply curve upwards by the full amount of the tax per unit. Following the imposition of the tax the price that balances supply and demand will be pB, and the quantity sold will fall to q1.

At this lower quantity, the price that the seller receives is pS, while the price the buyer pays is pB. The difference between the two prices is the amount of the tax per unit. The total tax collected is the area of the full shaded rectangle (the tax, multiplied by the quantity sold). Part of this is borne by the buyer, who now pays a higher price for each unit purchased. The incidence of the tax on the buyer is represented by the darker shaded area. The remainder of the tax is borne by the seller, who now receives a lower price per unit, after tax. The incidence of the tax on the seller is shown by the lighter shaded area.

The division of the incidence of the tax between buyer and seller depends on the relative slopes of the demand and supply curves. If the demand curve is steeper than the supply curve (i.e. demand is less price-sensitive than supply), more of the incidence will be borne by the buyer, as in the example here.



The extent to which a sales tax collected from sellers is shifted forwards to consumers in higher prices is the outcome of a market process in which supply and demand in the market is rebalanced. The final outcome may be reached quickly, or it may take some time to be achieved, especially if it is costly for firms to adjust prices, or if buyers and sellers are locked into existing contracts for a period of time. Tax shifting is not necessarily the outcome of conscious or deliberate decisions by sellers or other market participants, nor is it a process that can, to any real extent, be regulated by law. Certainly some governments do on occasion try to control the way in which changes in taxes feed through into the prices paid by consumers, but this is a largely quixotic enterprise, liable to be frustrated by the price adjustments that sellers will naturally make in response to changing costs and consumer demands.

In a competitive market, then, the effective incidence of a tax on sales is governed by the relative responsiveness of supply and demand to changes in price. Once we move away from fully competitive markets, however, the economic processes that determine tax incidence become much more complicated. Where the burden of a sales tax lies will depend on the market structure, the pricing behaviour of firms within the market, and on other details of demand, supply, and the precise specification of the tax. In the case of a product sold by a single monopoly supplier, for example, relatively small changes in the characteristics of supply can result in the tax being shifted more or less than in a competitive market. Cases of shifting in excess of 100 per cent are possible, where a tax would induce the monopolist to increase prices by more than the tax, shifting all of the tax and more to consumers. In markets where there are a small number of firms with a degree of market power falling short of complete monopoly, the strategic interactions between firms’ pricing decisions can become extremely complex and varied. In some such markets, a firm that raises its price may find that other firms leave their prices unchanged in order to grab as much market share as possible. In this case, a sales tax would be likely to be fully incident on the firms. Alternatively, however, firms in such an imperfectly competitive market might follow each others’ lead, all raising their own prices to match any price increase made by a competitor. In this case, the full burden of any sales tax would fall on consumers.

The logic of this analysis applies equally well to the labour market. A tax on wages will have an effect on the cost of labour to employers and on the living standards of workers that will be governed by the relative elasticities of labour supply and demand. The available evidence on the labour supply of men in the workforce suggests that their hours of work vary very little in response to changes in wages. This would suggest that, at least in areas of employment dominated by men, the bulk of the incidence of taxes on labour income will be borne by the workers, and not by their employer. As we will discuss in the next chapter there is rather more evidence that the working hours of women, especially those with young children, respond much more to changes in the wage rate. In areas of the labour market where women form a significant part of the labour force, this greater responsiveness of hours of work to wage rates will tend to reduce the proportion of a tax on wages that will be borne by employees.

The irrelevance of formal incidence to economic incidence also applies to taxes on the labour market. Again this means we can levy taxes on whichever side of the market is most convenient, without any implications for where the final burden of wage taxes will lie. It also has a dramatic implication for one of the major revenue-raising taxes in most countries’ tax systems: the payroll taxes levied to finance social security systems. Many countries divide these into a portion ‘paid’ by the employer and a proportion ‘paid’ by the employee, although frequently these two elements are both collected from employers in exactly the same way. From an economic point of view this distinction is an absurdity, and the time that is spent debating the appropriate balance between employer and employee contributions to social insurance is time wasted in a discussion of no real economic substance. The only sense in which the economic effects of the two components might be likely to differ is in the very short term, following a change in the tax rates, before the labour market has fully adjusted to the change in taxes. Economic decisions of employers, however, reflect the tax-inclusive labour cost, including the effect of both contributions, and the labour market decisions of employees reflect the after-tax wage, after all contributions and taxes. No decision of economic substance hinges on the balance between the two elements.

The incidence of taxes on real estate—taxes on land and buildings—can also be understood in a similar way. Land, in general, is in fixed supply, and any taxes on sales of land, therefore, are incident on the seller rather than the buyer. Likewise, we would expect any taxes on land rents to be incident on the landowner, and not on the tenant. Legislation cannot alter this; in a competitive market it is a natural and unavoidable outcome.

With buildings, incidence will be more complex. The supply is almost fixed in the short-term, as new construction in any year is unlikely to add more than a small percentage to the total stock of housing or of office-space. Over a longer run horizon, however, significant new construction can take place, and this additional supply will shift more of the burden of taxes on the ownership or occupation of residential or commercial property towards the occupiers rather than the owners.

A further feature of taxes on land—and, for that matter, assets in general—should be noted. Taxes in current and future years are all likely to be reflected in the current price of the asset, since any sale of the asset effectively also hands over to the new owner the liability to pay all future taxes. Even if the owner only expects to hold the asset for a year or two, they will anticipate that, when they come to sell the asset, the purchaser, too, will think of the costs of ownership in these terms. The future taxes will reduce correspondingly the amount they are willing to pay. So, the effect is to make all future taxes incident on the current owner—a phenomenon known as capitalization. A tax reform that imposes a new tax on an asset will be immediately reflected in a fall in the asset’s value, equal to the net present value of the tax in current and all future years. New taxes on assets therefore impose heavy burdens on current owners. Likewise, abolishing asset taxes confers windfall gains on whoever currently happens to own them without in any way reducing the costs of the asset to any future owner (who will now have to pay a higher price to buy the asset, which will wipe out any benefit from the reduced future tax liability). Governments tempted to change the tax treatment of assets should bear these effects in mind. Tax reforms can impose capricious and unjustified windfall gains or losses on the current owners of long-lived assets, and substantial harm can be done by tax policy-making that fails to recognize these effects.

And what of corporate profits taxes? Where does their incidence lie? On shareholders? On customers? On employees? Only one thing is clear: the burden of taxes on business does not end up ‘on business’. Ultimately all taxes on business are borne somewhere else, and ultimately by individuals.

Tracing the ultimate burden of taxes on business assets and profits is much more complex than in the case of taxes on sales and incomes, and the findings of research do not reach the same level of consensus about where the effective incidence of tax in practice lies. The issues involved go well beyond the simple analytical framework which we have used to discuss the effects of other taxes—the so-called ‘partial equilibrium’ framework, in which we discuss the effects of the tax simply in terms of the market to which it is applied. For taxes on corporate profits we need to look at a wider set of economic interactions, including individual savings and investment decisions, the supply of capital to both incorporated and unincorporated businesses, and the possible interactions with both the labour market and product markets.

On one view, taxes on corporate profits simply amount to additional taxation of the income that will eventually accrue to shareholders. Indeed, this view was, at one time, reflected quite explicitly in the tax systems of a number of countries, by crediting the corporate tax that the company had paid to the company’s individual shareholders, allowing them to reduce correspondingly their individual income tax liability.

More recently, however, research has begun to assemble a growing body of evidence showing that a significant part of the burden of taxes on corporate profits ends up being borne by employees. The processes underlying this are complex, but at least two mechanisms seem to be involved. One is an observation that bargaining over wages between workers and their employers can often succeed in securing for the workers a share of the benefits of particular competitive advantages that their firm might possess; to the extent that these benefits are reduced by taxation of the firm’s profits, the workers may be able to secure less. The second mechanism has particularly dramatic implications for tax policy. It operates in ‘small’ economies that are exposed to international competition for capital—probably most of the economies in the world these days. A ‘small’ economy in this discussion is not a country with limited area or population, but a country whose use of capital does not have any appreciable impact on the global cost of capital. Instead, the country’s firms have to compete for capital with locations abroad, and any taxation of the return to capital will simply reduce the amount of capital that they can attract. The effect is to shift the burden of taxation of capital in such a country away from capital (which would otherwise simply move elsewhere) to domestic tax bases which are less mobile—probably, therefore, to wages.

Distributional incidence
So, we have seen, in broad terms, where the burden of the major taxes will lie. Income taxes and payroll taxes are likely to be borne largely by employees, a major part of the burden of taxes on sales is likely to be passed on to customers, and, while the burden of corporate profits taxes is complex and unclear, there are good reasons for believing that in a relatively small open economy a significant part of the corporate profit tax burden actually ends up being borne by employees, through reduced real wages, rather than by internationally mobile capital.

But how large is the tax burden borne on average by each taxpayer? And how is it distributed across different groups of individuals or households? In particular, how is the tax burden distributed between households with different levels of income—in other words, how is the burden distributed between rich and poor?

Research on these questions has expanded dramatically in recent decades, as techniques have been developed for simulating the impact of taxes using large-scale survey datasets covering thousands of households. This has made it possible to build up a much more detailed picture of the impact of taxation on household living standards, and how different taxes are distributed across the population. These questions are fascinating from a purely intellectual point of view. But for the tax policy-maker, there are two particular reasons to want to understand how the tax burden is distributed across households.

The first is that, in making judgements about tax policy, policy-makers may have considerations of equity or fairness in mind. Many tax policy choices, as we will see at various places in this book, involve a trade-off between the efficiency of revenue-raising, and the equity of the outcome, in terms of the distribution of the burden of taxation between rich and poor. Sometimes the taxes that one might wish to choose, purely from the standpoint of economic and operational efficiency, are taxes that bear particularly heavily on poorer households. Policy-makers then need to judge how far, with any particular tax, it is worth sacrificing some efficiency for the sake of greater equity in the overall burden of tax payments.

A second reason that policy-makers and politicians are so interested in the impact of taxes on different groups of households is much more pragmatic. It would be wise to know who will be the losers from any tax reform, and how badly they will be affected, before embarking on policy proposals and legislation. Otherwise legislators could find themselves badly bruised when voters who have been the losers from tax reform subsequently take their electoral revenge.

Economics has developed some terminology to characterize the impact of taxes at different levels of income, which is widely used—and quite often mis-used—in policy debate. It takes as its baseline a tax that is exactly proportional to income—in other words, a situation where the amount taken from each household in tax is the same proportion of income at all income levels. Selecting this as a baseline does not mean there is something particularly appropriate, desirable, or sacred about exact proportionality of tax payments to household income; it is simply a convenient starting point for analysing a range of patterns of tax payment in relation to income.

Then, two different distributional patterns of tax payments are given particular names. A ‘progressive’ tax is one where a household’s tax payments increase as a percentage of income as incomes rise, while a regressive tax has the opposite relationship between tax payments and income: the share of income taken in tax is higher at low levels of income. It is perhaps unfortunate that, back in the mists of time, words were chosen to characterize the distribution of income that carry particularly favourable and pejorative overtones, respectively, and that would also have a useful meaning quite separate from the discussion of the impact of taxes on households at different standards of living. Sometimes this can lead to confusion, especially when advocates of some particular reform wish to argue that what they propose is ‘progressive’, irrespective of the evidence about its impact on the tax burden. In this book, the terms are employed as a convenient way of summarizing the relationship between tax burden and income.

Different readers will no doubt have their own views about the extent to which public policies should seek to redistribute income between rich and poor. This is a matter of moral judgement, a question of ‘fairness’ about which rational, well-informed people may disagree, even while agreeing about facts such as the current distribution of the tax burden and the pattern of payments of different taxes. The priority that should be given to distributional equity in the design of public policies, including taxation, goes to the heart of different philosophies about politics and society. I have my own views about this, and I am sure that to some extent they are evident to the reader from the policy issues that I have chosen to discuss in this book. Readers may well disagree, and are entitled to their own moral views—value judgements—about what should be done. Such judgements are a matter of individual principle and preference, and the desirability of redistribution cannot be ‘proved’ by the description of facts—still less, by the choice of vocabulary.

In the tax systems of most advanced countries, income taxes tend to have a significantly progressive distributional pattern. It is rare for income taxes to be set exactly proportional to income, at all points on the income scale. Most income tax systems try to mitigate the burden of tax on poorer households in various ways. One way of doing this, reflected in the tax systems of many countries, is to levy higher percentage ‘marginal’ rates of tax on successive slices of a taxpayer’s income. Another is to exempt an initial slice of taxpayer income from tax altogether—as in the UK income tax system described in the previous chapter. Both have the effect that a household’s tax payments rise more rapidly than income, so that the share of income taken in tax increases at higher income levels.

By contrast, the distributional pattern of sales tax payments tends to be much less progressive, and in many countries can be quite sharply regressive. The pattern of sales tax burden across households will depend on the pattern of household spending, and the tax rates applied to different goods and services. Unlike direct taxes, where tax rates can be related directly to household income, the burden of indirect taxes is related to household income only to the extent that the spending patterns of poor and rich households differ. Some of the regressivity arises because households in the poorest income groups spend more and save less of their income, and some arises when poorer households’ spending contains a higher proportion of heavily taxed items. We return to this issue shortly.

Some recent estimates from the Institute for Fiscal Studies (IFS) of the distribution of the household tax burden in the UK are summarized in Figure 8. This chart, based on a large-scale official survey of household income and spending patterns and detailed estimates of household tax payments calculated by the IFS tax and benefit simulation model, allocates to households most of the major UK taxes, including income tax, National Insurance contributions (including those formally incident on the employer, for the reasons discussed earlier in this chapter), the council tax, levied to finance local government, and taxes on spending, including VAT and excises. Due to uncertainties about incidence, business taxes including corporation tax and business rates are excluded, as are capital taxes, including inheritance tax and capital gains tax. Overall the analysis covers about three-quarters of all UK tax revenue.

In the chart, households are lined up in increasing order of disposable income, and then divided into ten equal sized groups—the ‘decile groups’—each comprising 10 per cent of all UK households. The poorest 10 per cent of households are shown on the far left of the graph, and subsequent decile groups are in increasing order of household income, with the richest 10 per cent of the population on the far right. The chart shows the average tax payments of households in each income group, and the breakdown between two different groups of taxes, ‘indirect taxes’ levied on the sale of goods and services, which burden households indirectly through their purchases, and ‘direct taxes’, which are principally those levied on income.
[image: image]8. Who pays the taxes? Distribution of direct and indirect taxes by decile groups of household income, United Kingdom, 2009–10.

Note: Taxes on spending include VAT and excise taxes. Taxes on income include income tax, employee and employer National Insurance contributions, and council tax. Excludes corporation tax, business rates, and capital taxes.



At the very bottom end of the income distribution, the pattern of tax payments is regressive. For the poorest 10 per cent of the population, taxes are 31 per cent of income, falling to 28 per cent in the second decile, and 24 per cent in the third. Thereafter, across the rest of the income range the tax burden is progressive, and the percentage of income taken in tax rises steadily with higher household income, to reach about 43 per cent of income for the richest 10 per cent of households.

A contrast can be seen between the distribution of payments of the direct and indirect taxes. The indirect taxes, VAT and excises, together have a sharply regressive distributional effect, with tax payments of 22 per cent of income for the poorest 10 per cent of households, falling steadily across the income range, to less than half this percentage—only 9 per cent—among the richest 10 per cent. By contrast, the direct taxes levied on income increase steadily as a proportion of income throughout the income distribution, from 9 per cent of income in the bottom decile to 34 per cent of income in the top decile.

Two key points should be highlighted. First, the figure illustrates the importance of looking at the tax system as a whole in considering the distributional impact of different taxes. If what we are interested in is the impact of the tax system on the standard of living that can be maintained by households at lower levels of income, the right focus of our attention is the overall impact of the tax system, and not the distributional impact of individual taxes. It is possible for the regressive effect of one tax within the overall tax system to be offset by the effect of other taxes with a more progressive distribution. Except for the bottom two deciles this is broadly true of the tax burden as a whole in the UK: the regressive impact of the indirect taxes is more than offset by the more strongly progressive impact of the direct taxes.

Second, the figure concentrates on taxes alone. However, it is very difficult to understand the impact of taxes in the UK system—and in many other countries’ tax systems—without taking into account how they interact with systems of social protection for poor households, the unemployed, disabled, and pensioners. In the UK system, many of these state ‘benefits’ are income-related, or based on a ‘means test’—an assessment of individual or household income, so that they are only paid to households with low incomes and not to all households. Some of the payments directly relate to tax payments—for example, housing benefits cover part of the council tax that a poor household would otherwise pay—and low-income households receive benefits that significantly offset the effect of income tax. More generally, redistribution through the pattern of taxation and through social benefits provides alternative routes to providing support for poorer households, and it is difficult to argue that we should pay attention to only one part of this, the tax burden, while disregarding the role of benefits. For this reason, the Mirrlees Review, from which these data were drawn, shows the overall impact of taxes and benefits taken together—a pattern which is strongly progressive throughout the income scale, offsetting, on average at least, the regressivity of the tax burden on poorer households.


Chapter 4
 Taxation and the economy
It is the part of the good shepherd to shear his flock, not flay it.
Tiberius Caesar




Taxation in the provinces of the Roman empire was notorious for its severity. Heavy taxes were levied on the provinces to finance the central administration of the empire and its huge military machine, and during costly military campaigns the tax burden could be increased dramatically. At times taxation reached levels that made agriculture and trade unprofitable, and laws were needed to prevent farmers simply leaving the land to escape the burden of taxation. The harm done by arbitrary and excessive taxation was apparent to many observers, and, as Suetonius records, even to the emperor Tiberius Caesar.

Modern tax systems involve much greater clarity and transparency than the arbitrary systems of revenue generation in the Roman provinces. However, the level of taxation in most developed countries is sufficiently high that badly designed tax policies can cause significant economic harm. Many OECD countries have high standards of social protection against the risks of unemployment and sickness, and make costly public provision for the costs of old age. These public policy choices require high levels of taxation on incomes and spending. In OECD countries taxes take on average 34 per cent of the value of national output, and in countries with particularly high standards of social protection such as Sweden and France the tax burden exceeds 40 per cent of GDP. In this chapter we look at the economic costs of taxation, and show how these are not simply a matter of the amount of tax that is paid.

The economic costs of taxation
Taxation transfers resources—money—from taxpayers to the government. In the process, economic costs of three main sorts are incurred.

First, there are resources that have to be spent by government in operating the tax system—the ‘administrative costs’ of taxation. In most countries the budget of the tax agency constitutes the largest part of these costs, although costs may also be incurred in tax collection by other levels of government. The operating costs of the Internal Revenue Service (IRS) in the United States are, for example, about $40 per head of population; in the United Kingdom, the annual budget for Her Majesty’s Revenue and Customs (HMRC) is the equivalent of approximately £75 per head. In both countries, these operating costs amount to less than 1 per cent of the total tax revenue collected.

Second, taxpayers incur costs in their interactions with the tax system, including the time spent filling in tax returns and in correspondence with the revenue authorities, and, in some cases, the costs of employing a tax accountant. For complex taxes, in particular, these ‘compliance costs’ incurred by taxpayers can be substantial.

Evidence on the scale and pattern of taxpayer compliance costs is quite patchy. In the United States it has been estimated that individual taxpayers spend on average about twenty-seven hours each year in dealing with state and local income taxes; self-employed taxpayers, whose affairs tend to be more complex, spend on average sixty hours a year. This time has a cost in the sense that it could instead have been spent working, or on more pleasurable activities. Valuing the cost of taxpayer time, and adding the cost of accountants, gives a total tax compliance cost of some $80 billion for the US personal income tax alone, equivalent to about $250 per head of population.

The UK income tax system, by contrast, requires relatively few taxpayers to fill in an annual tax return—most are taxed entirely through the Pay-As-You-Earn (PAYE) system operated by their employers. This means that a substantial proportion of tax compliance costs are borne by employers. Estimating tax compliance costs incurred by employers is particularly difficult, because it is difficult to disentangle the time spent on tax activities from financial accounting that would be needed even in the absence of taxes. However, it seems likely that overall compliance costs for the UK personal income tax and social contributions amount to at least £3.4 billion annually, about £60 per head of population, or 1.3 per cent of the revenue collected. The compliance costs of the other major UK taxes, corporation tax and VAT, are significantly higher in relation to revenues, at 2 per cent and nearly 4 per cent, respectively.

Third, there are more subtle costs of taxation, which arise because taxation can alter the way in which people and firms behave. These changes in individual decisions and behaviour are costly in the sense that people are induced by the presence of taxes to do things that they would not choose to do in the absence of taxation. Economists refer to these effects as the distortionary effects of taxes, and the economic value of these tax-induced changes in individual decisions as the distortionary costs of taxation.

Taken together, the costs of tax distortions in individual behaviour can be summarized in the notion of the excess burden of taxation. This reflects the idea that taxes which affect behaviour impose costs on taxpayers—and hence on the economy—over and above the money which is collected in tax. ‘Excess burden’ is a way of measuring this economic harm from distortionary taxation, and a well-designed tax system would aim to raise required revenues while keeping excess burden to a minimum. Economists refer to this as ‘efficiency’ in revenue-raising: raising a given revenue at the lowest possible distortionary cost.

In thinking about public policy, we might be particularly interested in the marginal excess burden of raising additional revenues through taxation—in other words, the extra distortionary cost incurred in raising each additional pound in tax revenue. Estimates of excess burden vary widely, but as a rough rule of thumb, taxes in most industrialized countries might have a marginal excess burden of at least 30 pence for each £1 raised in tax, and badly designed taxes considerably more than this.

Efficiency and ‘excess burden’
In some cases the distortionary costs of taxation are clear and obvious. When, in 1696, a ‘window tax’ was introduced in England, charging people by the number of windows in the property they occupied, it was no doubt seen as a tax that would be easy to assess, and that would distribute the burden of taxation roughly in proportion to the wealth of different taxpayers. However, one of the side-effects of the tax was to induce householders to brick up some of their windows, so as to reduce the tax that they would have to pay. Some of these blocked-up windows can be seen to this day, visible reminders of the way in which taxes can affect individual behaviour. The costs of this tax-induced blocking up of windows are in principle obvious: people sacrificed a certain amount of light and comfort in order to save tax, living in darker and less attractive accommodation than they would have chosen if the tax had not been levied (Figure 9). To measure the cost of this disamenity we would need to understand more about the amount of discomfort and unhappiness that people suffered, living in homes with blocked-up windows, but we can at least put an upper limit on the value of the disamenity. The people who blocked up their windows presumably valued the tax saving more highly than the forgone light and comfort from the windows they lost.
[image: image]9. The distortionary costs of taxation. In this 1850 cartoon from Punch a working-class father and his family look forward to the repeal of the Window Tax, which had led many householders and landlords to block up windows to save tax.



Similarly, when we see people doing things ‘just for tax reasons’, it is an indication that the tax system involves distortion and waste. For example, when we see people spending time and money in pursuit of a tax saving—for example, when people make costly trips across the English Channel to buy wine and beer in France because it is taxed less—these are resources which are being wasted as a result of taxation.

However, these very obvious cases of tax-induced distortions in individual behaviour are only the tip of a very much larger iceberg. Most taxes which are levied have the potential to modify and influence individual behaviour. Taxes on goods and services affect product prices and influence what people buy. Taxes on labour income influence how much people work. Taxes on income from savings can influence how much people save, or the form in which they choose to save. Taxes on company profits can influence a whole range of corporate decisions: where the company is based, how it is owned and financed, how much it invests, how much it produces, and how many people it employs. All of these effects of taxes on individual and firm behaviour imply that costs are being incurred in the course of raising revenue through taxation. People and firms are doing things differently to what they would choose in the absence of taxation. These changes in behaviour are a cost of taxation, in just the same way that the bricked-up windows caused costs to householders in the form of discomfort and disamenity.

The most straightforward context in which to see the economic impact of tax distortion is when a tax is levied on the sale of one particular product. (For those who wish to see the following analysis in diagrammatic terms, with supply and demand curves, this is shown in Figure 10 and discussed in Box 3, but these can safely be omitted by readers who prefer words to pictures). The effect of the tax is to open up a difference—equal to the rate of the tax per unit—between the price that the seller of the product receives for each unit sold, and the price that the buyer pays for each unit consumed. Purchasers make their decisions about how much they wish to buy on the basis of the price including tax while producers decide how much to produce and offer for sale on the basis of the price they receive after the tax is deducted. This difference means that there are some sales that would be made if no tax was charged that are no longer made if tax has to be paid. These forgone sales involve an economic loss equal to the gain that would otherwise have been made from the trade.
[image: image]10. Distortionary cost of a sales tax.


Box 3 Distortionary cost of a sales tax: interpretation of Figure 10

The diagram illustrates the distortionary cost of a per-unit sales tax imposed on a single good. It is a ‘partial equilibrium’ analysis—i.e. restricted to effects in the market concerned, and disregarding effects in markets for other goods and for labour and other factors of production.

Following the imposition of the tax, the quantity sold falls from qo to q1. The economic cost of this distortion arises because some sales are no longer made that could have been made profitably before the tax. The size of the economic loss associated with each forgone sale is the difference between the price at which the seller would have been willing to sell, as shown by the supply schedule, and the price which the buyer would have been willing to pay, as shown by the demand schedule. The area of the dark-shaded triangle measures the total loss across all the forgone sales. It corresponds to the sum of forgone producer surplus and consumer surplus on these sales.

If the tax rate per unit is doubled, the quantity sold falls to q2. With the linear demand and supply schedules shown here, the additional fall in sales is the same as when the initial tax was imposed, but the additional distortionary cost, shown with the pale shading, is much greater than the initial distortionary cost. The marginal excess burden is higher than the average excess burden.



Suppose, for example, someone is considering whether to engage a decorator to paint their house, and has decided that they would be willing to pay up to €1,000 for this, but at a higher price than this they would prefer to save their money for other purposes. If the minimum price that a decorator needs to charge in order for the work to be profitable is €900, then, in the absence of tax, there is a price at which the buyer and seller can agree: in this case, a price somewhere between €900 and €1,000. There is a net gain of €100 from the trade between the buyer and the seller: the householder has work done for which they would be willing to pay €1,000, while the decorator does work that would have been worthwhile at any price above €900. (How this €100 gain is shared between the buyer and seller depends on the price they agree, but this does not affect the present analysis). However, if the decorator is required to charge tax on their bill at 20 per cent, the minimum price that they would need to charge, while still receiving a net amount sufficient to make the job worthwhile, is €1,080. There is now no price on which the householder and the decorator could agree; the minimum the decorator needs to charge, including the tax, is more than the maximum the householder is willing to pay. The tax has ‘distorted’ their negotiations so that a potentially profitable transaction is no longer worthwhile, and it has led to an economic loss—a ‘distortionary cost’—in the form of the €100 benefit that the two parties would otherwise have shared.

Charging tax on a particular good or service has economic costs which are the forgone gains from trades which no longer take place. These distortionary costs will depend on the size of the tax that is charged, and on the impact of the tax on buyer and seller behaviour. The higher price that buyers face as a result of the tax will reduce the amount they wish to purchase; the lower price that sellers receive, after tax, will reduce the amount they can profitably supply. For a given level of tax, the greater the impact of the tax on the quantity of trade, the greater the economic cost, in terms of the forgone economic benefit from these trades. These changes in demand and supply are generally summarized in the notion of the elasticity of demand and supply—in other words, the responsiveness of demand and supply to changes in price. The distortionary cost of taxation will be higher, for a given tax rate, the more elastic are demand and supply: in other words, the more buyers and sellers respond to changes in price.

Optimal commodity taxation
Excess burden from any tax varies with the tax rate and with the characteristics of the market where the tax is imposed. Other things being equal, higher tax rates are associated with very much higher excess burdens. Roughly speaking, excess burden tends to rise with the square of the tax rate, so that doubling a tax rate increases the excess burden by a factor of four. Excess burdens also depend on the characteristics of the market. The distortionary cost of taxation is higher in more price-sensitive markets, where either demand or supply or both are significantly reduced by higher taxes.

Taken together, these two arguments create a case for taxation which is broadly based (to avoid excessively high tax rates on any individual tax base), but which is also differentiated to take account of market characteristics. In the early 1930s the economist and mathematician Frank Ramsey published one of the classic results in the economics of taxation, in which he showed that a government with a fixed revenue requirement which it had to meet by levying sales taxes would minimize the overall excess burden by setting different rates of tax on different goods and services. In broad terms, Ramsey proposed an ‘inverse elasticity’ rule for commodity tax rates. Goods and services should be taxed at rates which are set in inverse proportion to the elasticities of demand and supply. In other words, products where a given tax rate leads to large changes in the amounts bought and sold should be taxed at lower rates than products where the same tax rate would have little effect on the quantity traded.

Ramsey’s ground-breaking work sparked a new field of economic research: the theory of optimal taxation. This extensive literature asks the question: What pattern of taxes should be employed, in order to achieve a given revenue requirement at least economic cost? Subsequently, the literature developed to ask a more complex question: What pattern of taxes should be employed to achieve a desired balance between efficient revenue-raising and fairness in the distribution of the tax burden?

It turns out that Ramsey’s original result, recommending that sales taxes should vary across goods, is actually quite fragile, and depends critically on the range of tax instruments that are available. In particular, if income can be taxed as well as spending, the case for setting different tax rates on different goods and services is substantially weaker. Economists have tended, therefore, to turn towards favouring uniform sales taxes, with the same rate of tax applied to all goods and services. This has substantial practical advantages, since it makes sales tax administration much simpler. In a country that has a well-developed system of income taxation, the economic benefit from differentiating taxes on goods and services may be small relative to the administrative complications that are caused by setting different tax rates.

The case for taxing land
Most of the taxes that governments use to raise revenue involve some distortionary impact on market behaviour. Income taxes, payroll taxes, sales taxes such as VAT, and corporate profits taxes all affect economic behaviour in various different ways. All impose economic costs in the course of revenue-raising to a greater or lesser degree. If we recognize this, then tax policy becomes a matter of compromise: of finding the pattern of taxes that raises the required revenues while causing the least-costly disturbance to economic activity. Since the economic cost of raising revenue from any individual tax tends to rise more than in proportion to the tax rate, a tax system that aims to minimize the overall economic cost of raising revenues would spread the burden of revenue-raising over a number of different taxes, using each tax to the extent that it can raise revenues more cheaply than the other taxes available. If the marginal excess burden differs between taxes, the overall costs of raising revenue could be reduced by making greater use of taxes with lower distortionary costs. In the most efficient portfolio of taxes, each tax will be used up to the point where the marginal excess burden incurred in raising an additional pound in revenue is the same across all taxes.

Two possible tax instruments, however, involve no distortionary cost in raising revenues: a poll tax and a tax on land values.

A poll tax takes the form of a fixed amount per head of population. Since this is not based on anything that the taxpayer can alter, it collects revenue without distorting taxpayer behaviour. The taxpayer is made worse off by the amount of the tax, but by no more than this.

It is, however, easy to see why very little use is made of poll taxes in actual practice. For a poll tax to collect revenues without distorting individual behaviour, it has to be unaffected by decisions that the individual can make. No account can be taken of the taxpayer’s income: the tax must be applied in full regardless of whether the taxpayer is rich or poor. Throughout history, the imposition of a poll tax has provoked opposition because of its fundamental unfairness and the heavy tax burden that it imposes on the poor, without regard to their ability to pay (Figure 11). Also, as a purely practical matter, if the tax is to be feasible and yet collected at the same rate from rich and poor, it must realistically be set at a very low level. The revenue-raising power of most other taxes is substantially greater, because the amount charged varies directly or indirectly with each taxpayer’s ability to pay.
[image: image]11. Taxation without fairness. Public protests against the ‘Community Charge’, a poll tax introduced in 1990 to finance local government in the UK. The tax was abolished in 1993.



The key characteristic that enables a poll tax to raise revenues without incurring economic costs is that it is a fixed amount for each person, and not necessarily that it should be the same amount per person. What is crucial is that the amount paid by each person is not influenced by any decision they can make. A tax that was completely random, or that varied according to some unalterable physical characteristic of individuals such as height or eye colour, would doubtless be seen as grotesquely unfair, but would involve no distortionary cost. Some unlucky taxpayers would pay more than others, but there would be nothing they could do to alter this, and therefore no possibility that the tax would distort their decision-making. Likewise—and more seriously—if we think of people being born with certain innate capabilities that may affect their future earning potential, and if we were able to observe these characteristics and levy taxes based on them, then we might be able to levy a tax that was both efficient—since it was based on characteristics that the individual could not change—and more equitable than any other, since we could tax people with higher future earning potential more heavily than those with lower potential. Sadly, however, we cannot observe earnings potential in any reliable way, and so we are stuck with levying taxes on actual earnings, and the distortionary costs that this entails.

Besides a poll tax, one further tax can potentially raise revenues without incurring a distortionary cost. In the late 19th century the US radical writer and political thinker Henry George came to prominence, advocating a tax on land values as the sole basis for financing government. George argued his case from many different angles, pointing out, for example, that the high value of land in downtown Manhattan was not created by its owner, but by its location and by the economic activity that surrounds it. Landowners do not earn the rents they receive as a result of their labour and effort; instead, they are passive recipients of value created by others.

The core of George’s argument is that the taxation of land, unlike other taxes, does not jeopardize productive activity; it merely means that some of the rent which would accrue to landowners accrues to the government instead. We can see why this should be so, by looking back to our earlier discussion of the distortionary costs of taxation. There we saw that the distortionary cost of taxation related to the elasticities of demand and supply for the taxed good. If either demand or supply is completely inelastic, a tax will not affect the quantity sold, and the good can be taxed without distortion. Since land is in fixed supply, a tax on land will not affect the quantity of land which is used—at least, until the tax reaches a level that exceeds its economic value, in other words the rent that would have been paid on it. Rents accruing to landowners could in principle be fully taxed, without imposing any distortionary cost at all.

The logic of this part of George’s argument is impeccable. So why do we not make far more use of land taxation as the basis for financing the activities of government? The answer seems likely to lie in two very different reasons. First, there is a simple story of political power and influence; the voice of landowners may well be heard much more clearly in government circles than the arguments of campaigners and pamphleteers such as Henry George, or of academic economists for that matter. Second, and probably much more decisively, it is one thing to say that a high level of taxation could be imposed on land on a continuing basis without incurring costs of economic distortion, and another to say that it could be introduced without harm. The value of land to its owner and to any potential purchaser is the stream of future benefits that can be derived from its ownership. If the rents that could be earned from land ownership will in the future accrue to the government in taxation, the value of land will drop sharply, by the full capitalized amount of all present and future expected taxes. In other words, a change in tax policy towards land would have its full effect on the current owners of land, who would find themselves in possession of an asset whose value had dropped drastically.

The effect of changes in land taxation illustrates the more general principle that we saw earlier, that change in the taxation of assets will be liable to cause substantial changes in asset values, capitalizing the present and future value of the tax change. Whatever the attraction of changing the tax treatment of physical or financial assets, governments need to be wary of the turmoil in asset values that they could cause by changing asset taxation, and by the substantial capital losses that could be incurred by those who happen to be the current owners.

Taxes and the labour market
We have left until last the issue of the economic impact of taxes in the labour market—the distortionary and disincentive effects of taxes on work. The labour market is potentially the area where tax policy is likely to involve the most significant economic costs, both because such large revenues are raised from taxes explicitly imposed on employment income (income tax and social insurance contributions), and also because a significant part of the burden of other taxes—in particular, taxes levied on the sale of goods and services—may be borne by employees, in a way that also affects labour market incentives and behaviour.

We can think about the economic costs associated with taxes on labour income using much the same framework as we used earlier in this chapter to analyse the economic cost of imposing a tax on the sale of a single good. As in that case, a tax on labour will have effects which are governed by behaviour on both sides of the market, in other words, by the interaction of demand and supply. In the labour market, this is a matter of the interaction between the labour demand of employers, and the labour supply of individuals.

As far as labour demand is concerned—the amount of employment that firms are willing to offer at a given wage rate—the effect of taxes on payroll and labour income is straightforward. If the employer has to pay more in tax on their wage bill, this increases the total labour cost of employing each worker, and the demand for labour will fall. Some production that would be profitable when labour costs are low becomes unprofitable when labour costs are higher.

The impact of income tax is more complicated when we look at the other side of the labour market and consider labour supply, the decisions that individuals make about whether and how much to work. These decisions are more complex in themselves, and are affected by taxes in a more complex way. Let us begin by looking at what is the more straightforward case, the choice ‘at the margin’, made by someone deciding whether to work an extra hour or not. Subsequently, we will need to consider ‘non-marginal’ choices—the decision whether to work at all.

Suppose someone already in employment has the opportunity to choose whether to work an additional hour or not. Perhaps their employer offers them a completely free choice about the number of hours they work, or perhaps they are being offered an hour of overtime. Their decision whether to work the extra hour will reflect a range of financial and non-financial consequences, which will be weighed up in different ways by different individuals. Their decision will reflect the possible inconvenience and costs of one more hour’s work (additional child care costs and complications, less time to prepare meals and for other housework, less leisure time . . . ). It will also reflect their enjoyment or otherwise of work. Is an extra hour of work interesting and rewarding, or is it an additional hour of tedium and drudgery? Finally we would expect it to be influenced by the financial consequences—the additional money they would earn. It is here that taxes come into the story—in two ways. First, because income tax reduces the wage they receive; their net wage after tax is lower than the gross wage paid by their employer. Second, because sales taxes reduce the purchasing power of each pound they earn, and hence reduce the quantity of goods and services they can buy as a result of the extra hour’s work. For the moment we will leave this issue to one side and maintain our focus on taxes on labour income alone, but we return to sales taxes later.

Although we often refer to the ‘disincentive’ effects of income taxes, it will be seen that the effect of income tax is not always in the direction of reducing the amount that an individual chooses to work. A tax on labour income has, in fact, two different effects, which economists refer to as the ‘substitution’ and ‘income’ effects, respectively, and these do not necessarily pull in the same direction.

The substitution effect arises because—for a given standard of living—a tax on labour income affects the attractiveness of work at the margin. In other words, it reduces the gain from an additional hour’s work, compared with the alternative—more time for leisure, perhaps. The substitution effect of an income tax certainly works in the direction of reducing labour supply. If an increase in income tax could be implemented in such a way that it did not affect someone’s overall standard of living and only impacted on their decision whether to work an extra hour or not, it is clear that additional tax acts as a disincentive. Fewer people would choose to work the extra hour.

But the substitution effect of an income tax is only part of the story. There is a second effect—the income effect—to take into account. Raising the tax on labour income also makes the worker poorer than before by the amount of the additional money taken away in tax from the proceeds of all hours worked, and not just the marginal hour. Generally we would expect this to work in the opposite direction to the substitution effect: a worker who is poorer might decide to work more, to make up some of the lost income, sacrificing some non-work time—‘leisure time’—in order to maintain their material standard of living. Indeed, if the income effect is sufficiently strong, it is conceivable that it would outweigh the substitution effect, so that the overall effect of higher income tax would be to increase, rather than reduce, the amount that people work. The evidence, however, suggests that in reality income effects are quite modest, reducing the size of the response to taxes, but not changing its direction.

Not all labour supply decisions can be analysed in this marginal framework. Some workers may indeed have a reasonably free choice about precisely how many hours to work, and can make decisions about working hours by considering the costs and benefits of an additional hour’s work, at the margin. However, many do not: many jobs offered are for a fixed number of hours, and workers face very little choice over the number of hours they work. Then the decision becomes a ‘participation’ decision—whether to work or not—rather than a marginal decision about the number of hours of work. And, while the factors that enter into the decision may be much the same, the choice is an all-or-nothing choice, and will be governed by the total costs and total benefits from working, and not just the marginal net income and other consequences of an extra hour’s work.

This is particularly important when we consider how taxes interact with social benefits, such as those paid to the unemployed. Marginal tax rates matter less in people’s participation decisions than the overall tax burden on their employment—in other words, the average rate of tax. In addition, for anyone who would qualify for social benefits if they were not working, the level of those benefits will also influence their choices.

Merely identifying the possibility that higher taxes might affect labour supply does not of course demonstrate that taxation has a significant effect on whether and how much people work. Tax policy needs to be based on evidence of the effects of taxes, and how they influence how people actually behave in the real-world labour market.

Fortunately this is an area where major progress has been made in recent years, both in the development of sophisticated research methods and in their application to detailed data for a number of countries. There is now a broad consensus about the scale and pattern of the effects of income taxes on individual employment and working patterns. Overall, and on average, taxes seem to reduce labour supply, but the effects vary widely between different groups in the population.

By and large, the evidence indicates that taxes have very little effect on the labour supply of men and of women who do not have children. Most are employed full-time, and have little opportunity to vary their hours of work.

For low-earners—low-skilled men and women with low earnings potential—there is more evidence that taxes (and social benefits) affect whether or not they are in work, but if they are employed there is not much evidence that taxes influence their hours of work.

Effects of taxes on working patterns are much larger among two groups in the population: women with school-age children, and those over 50. For both these groups, the taxation of earnings seems to reduce work and working hours quite significantly.

Equity and efficiency
To the extent that marginal income tax rates exert a negative effect on employment, income tax policy has to face up to a sharp, and largely unavoidable, trade-off between achieving distributional equity between rich and poor, and minimizing the efficiency costs of taxation, in terms of disincentive effects and other distortions to working behaviour. Tax policies which minimize the distortionary impact of labour income taxation are generally ones which will sharpen inequality in the distribution of income, and make the least contribution to narrowing the gap between rich and poor.

Since the marginal rate of income tax is what (in the main) governs the amount of labour market distortion caused by income taxation, the distortionary impact of taxation will be reduced by levying the lowest possible marginal tax rate for a given revenue requirement.

The trade-off between equity and efficiency can be considered by thinking about a simple income tax system with an initial allowance of tax-free income and a single marginal tax rate applying to all income above this allowance. In an income tax system of this form, the distributional progressivity of the income tax can be increased by increasing the size of the initial tax-free allowance. However, to raise the same revenue as before, the marginal tax rate on income above the allowance then has to be raised. The effect is that greater progressivity—in other words, more equity—comes at the cost of greater distortion—less ‘efficiency’ in revenue-raising.

Tax policy then involves a compromise between two fundamental objectives—equity and economic efficiency. Where the balance is drawn between the two will depend on the weight that we want to give to distributional equity in tax policy. The greater the weight we want to give to equity, the more we will have to accept a cost in terms of inefficiency and distortion in the labour market. A large tax-free allowance gives greater progressivity but more distortion in the labour market; a smaller tax-free allowance gives less progressivity and requires lower marginal rates, and hence less distortion.

The American economist Arthur Okun summed up this trade-off between equity and efficiency in the memorable image of a leaky bucket. Income can be transferred from rich to poor, but the bucket that is used for this has a leak, which means that some income is lost in the course of the transfer. How large a leak, Okun asked, would we be prepared to tolerate, before deciding that greater economic fairness was just too costly to achieve? Okun suggested that he himself would be willing to tolerate a leakage of no more than 60 cents for each $1 successfully transferred to the poor.

The least distortionary tax, of course, would not be an income tax at all. A poll tax is effectively the extreme version of an income tax in which the marginal tax rate is set to zero, and the tax-free allowance is large and negative, so that all taxpayers make a single lump-sum tax payment, irrespective of their level of income. Few commentators—not even the most extreme free-marketeers—would advocate that all taxation should take this non-distortionary form. Even though income-related taxes involve economic costs, fairness in the distribution of the tax burden plays an important role in maintaining social cohesion and public consent. In making tax policy, all decisions realistically involve weighing up the competing claims of equity and efficiency; the major point of political disagreement is about where to draw that balance.

Tax wedges in the labour market
In the previous chapter we saw how taxes on both sides of the labour market would be expected to have the same incidence. Similarly, the overall marginal tax rate on employment income will comprise both the taxes on wages and wage income paid by employers and employees.

A tax on wages or labour income means the cost to the employer of employing a worker for an additional hour’s work will be greater than the additional benefit to the employee of the extra hour’s wages. This will be true, regardless of whether the tax on wages is levied on the employer or the employee. If the tax is levied on the employer, the total cost of employing the worker for an additional hour will be the wage plus the tax, while the employee will only receive the wage. If the tax is levied on the employee as an income tax, the cost to the employer will be the gross wage, but the benefit to the employee will be the net wage after paying the tax.

We refer to the gap between what the employer pays and what the employee receives as the ‘tax wedge’ in the labour market, reflecting the idea that the tax drives apart the cost to the employer and the benefit to the employee.

Figure 12 shows the overall marginal tax wedge in some selected OECD countries. Since the tax wedge varies, depending on the level of income, and in some cases the family characteristics of the employee, these are calculated for a particular worker—in this case a single worker without children—in each country for three different income levels, for a worker earning two-thirds of the average wage in the country concerned, the average wage, and two-thirds more than the average wage. Even allowing for the fact that countries differ in terms of their overall level of taxation, countries differ significantly in the marginal tax wedge on employment income, and in how the tax wedge varies across different income levels. In some countries the marginal tax wedge is higher on higher incomes; others show a different pattern.

Uniformity of the marginal tax wedge across different income levels is not necessarily a particular virtue. We saw earlier in this chapter that taxes have a greater effect on the working behaviour of some groups of the workforce than others. It will be particularly important to design tax policies so as to avoid high rates of tax on those whose behaviour is most likely to be sensitive to high marginal tax rates on income: the low-skilled, women with children, and older workers.
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Interaction between income tax and benefit policies
Maintaining incentives to work places a tight constraint on tax and benefit policies at the lower end of the income scale. Here it is not just income tax that affects incentives. Indeed, in many countries, workers earning low wages pay very little in income tax. The potential disincentives arise from the combined effects of income tax and the operation of income-related social benefits. Taken together, the additional income tax paid on wages, coupled with the withdrawal of income-related benefits as more is earned, can result in a substantial total rate of deduction from employment income that can be very much higher than the rates of tax paid by the rest of the population.

For example, most countries have some form of social insurance or public assistance paid to someone who is unemployed. An unemployed person who takes a job starts to earn wages, but at the same time loses the entitlement to the unemployment benefits. In extreme cases they could be better off not working, in the sense that the income they earn, once taxed, is less than the level of unemployment benefit. It is not always easy to prevent this situation arising since benefit entitlements often take account of the number of children and other dependants a benefit claimant has to support. If benefits are adequate to provide an acceptable standard of living for large households, it is quite possible that they could exceed the net earnings from low-paid employment. Income tax may exacerbate this problem, but it is often a relatively minor factor in ensuring that people with very low earning power are able to benefit financially from employment.

Recent OECD estimates of the ‘participation tax rate’—in other words, the total of income tax and benefit losses—faced by a low-paid worker taking a job after a long period of unemployment are often much higher than the marginal income tax rates faced by most of the population. In the UK, France, and Germany this ‘participation tax rate’ lies between 60 per cent and 80 per cent of the wage that such a worker would receive. Only about one-third of this is accounted for by income tax and social insurance contributions; the loss of benefits paid to the unemployed is equivalent to an additional tax rate of about 50 per cent on the worker’s wages.

This problem can be alleviated by allowing low-paid workers to retain at least some portion of social assistance even when they are in work, relating the payment to the level of the worker’s income or the income of their household. Extending entitlement in this way avoids the abrupt withdrawal of benefit entitlement faced by someone who starts work, or whose income rises above some qualifying threshold. Instead, the withdrawal of benefit can be gradually ‘tapered’, so that the amount paid in benefit falls gradually as income rises. This tapering avoids the massive disincentive effect that arises with abrupt withdrawal. However, it can only do so by spreading a smaller disincentive all the way up the income scale, until the point where entitlement is fully withdrawn. This increases public spending costs, since more households are entitled to some level of assistance, and it means that more people face marginal benefit withdrawal, increasing their marginal rate of effective taxation above the rate of income tax. Whether these consequences are worth the benefits of improving the incentive for unemployed workers to take low-paid jobs will depend on a difficult assessment of how far the working behaviour of people in different circumstances is affected by high rates of effective taxation. There is no easy way out of this dilemma.

Do consumption taxes harm work incentives less?
It is sometimes suggested that damage done to work incentives by high taxes on labour incomes could be reduced by shifting revenue-raising away from income taxes towards consumption taxes such as VAT. Certainly, VAT has considerable revenue-raising potential, and the revenues it raises could give scope for a substantial reduction in income taxes on wages. But the idea that this shift in the pattern of taxation avoids the distortionary effects of taxes in the labour market is simply mistaken. Taxes levied on spending reduce the quantity of goods and services that can be purchased from the proceeds of an additional hour’s work in just the same way as a tax on income does.

How much more do consumption taxes add to the burden of tax on labour incomes? In particular, how much do they add to the marginal tax rate? The answer is not straightforward since it depends on how individual consumption patterns change as workers earn additional income. However, figures for 2005 from the OECD indicate that consumption taxes on average added a further 6.7 per cent to the tax wedge on earnings, raising the overall tax wedge in OECD countries from an average of 38.6 per cent to 45.3 per cent. In the UK, where a significant part of consumption is zero-rated for VAT, the tax wedge on earnings is increased from 34 per cent to 39.5 per cent when account is taken of the VAT and excise tax payments on consumption.

While the distortionary impact on the labour market of raising a given amount of revenue through an increase in the marginal rate of income tax and an increase in the rate of VAT may be similar, there are two differences of some significance between income tax and a sales tax such as VAT.

The first is that they affect the interests of different generations differently. Switching from a tax on income to a tax on spending acts to disadvantage older generations relative to younger generations—in particular, the retired who have saved out of taxed income face an increased tax burden on their spending, while for younger generations the tax change makes little difference.

The second difference arises when the income tax has a progressive distributional incidence—for example, when the income tax schedule begins with a significant allowance of tax-free income. As a result, the marginal rate of income tax (which governs the amount of distortion) tends to be much higher than the average rate of income tax (which determines the amount of revenue raised). Sales taxes, by contrast, tend to apply to all consumption and imply rather lower marginal rates for a given amount of revenue. As a result, an equal-revenue switch from income tax to VAT can reduce the overall marginal tax wedge on earnings. However, it does so only because the tax on spending is less progressive than the income tax, and therefore marginal tax rates are lower. Proposals to shift from income tax to VAT only achieve a reduction in the overall marginal tax wedge by making the tax system less redistributive, a feature that is rarely stated explicitly by those advocating such a tax shift.


Chapter 5
 Tax evasion and enforcement

Effective tax policy is not simply a matter of deciding on the taxes that people should pay, but also of ensuring that they actually do pay what they should. The practical operation and enforcement of the tax system is every bit as important as the structure and rates of tax in ensuring that revenues are raised efficiently and fairly. To a significant extent, good tax compliance is what distinguishes well-functioning states from chaotic and ineffective ones. Greece and Germany, for example, employ many of the same taxes. The most significant difference in the functioning of their tax system is the extent of evasion.

This chapter will look at tax evasion from three perspectives. First, from the taxpayer perspective: How and why do people evade taxes? Second, from the perspective of the economy: How can we assess the amount of revenue lost through evasion? Third, from the perspective of the revenue authorities: How can tax evasion be controlled?

Individual tax evasion
Oliver Wendell Holmes Jr, a distinguished Justice of the US Supreme Court, famously wrote in a letter to the British politician Harold Laski, ‘I pay my tax bills more readily than any others—for whether the money is well-spent or ill-spent I get civilized society for it.’ One only has to make the most cursory searches of the internet to find many who do not share Holmes’s enthusiasm for paying taxes, and who express their indignation about taxation in the most forthright terms. And even if many taxpayers did share Holmes’s view that taxation is the price that ensures a civilized society, there might well be many who would rather that others paid the price, and who would be tempted to minimize their own tax bill.

How do the temptations arise, and what determines who succumbs to them?

Three broad factors seem to play a role in determining how many people seek to evade tax, and how much tax they manage to keep out of the hands of the revenue authorities. First, and probably most important, are the opportunities that people face to influence the tax that they pay. Many tax systems operate in a way that leave the majority of taxpayers with little scope to evade tax. The tax due on their income is withheld at source by their employer, or by the bank that pays them interest, and they never get their hands on it. In cases where taxpayers do have control over their tax payments, the extent to which they declare their full earnings and pay all the tax that they should will be influenced by two further groups of factors: their perception of the gains and risks involved; and a complex mix of moral, psychological, and social pressures.

Opportunities for evasion
Most tax evasion takes place in a context where taxpayers—individuals or firms—are required to report income or spending to the tax authorities. Often this takes the form of an annual tax return, which has to be completed with details of relevant income or sales during the preceding year together with other information relevant to their tax liability, and filed (submitted) by a particular deadline.

The opportunities for tax evasion principally arise through the scope to make false or incomplete statements in the tax return without prompting a successful challenge by the revenue authorities. This can be a matter of simple under-declaration: the taxpayer declares a lower income than they actually received, or for a sales tax, a lower level of sales. Alternatively, an individual can try to reduce their tax liability by false or exaggerated claims for deductions or allowances against tax. If an income tax system allows the cost of donations to charity to be deducted from gross income, before tax is computed, then a taxpayer may try to reduce their tax payment by exaggerating the amount of money they have donated to charitable causes. If the cost of mortgage interest, children’s schooling, or commuting expenses can be offset against income tax, taxpayers can claim a higher level of costs than they have in fact incurred. In each case, however, the basic sequence of events is the same: the taxpayer provides misleading information which would reduce their liability to tax, and keeps their fingers crossed that the revenue authorities cannot spot the lie.

More rarely in most developed countries, tax evasion can take the form of completely hidden activity which lies entirely out of view of the revenue authorities. It may be possible for individuals to work or to trade as a business without the revenue authorities being aware of their existence at all—so-called ‘ghosts’, in the jargon used by some tax authorities. However, most individuals with full-time employment or business activities are unlikely to be able to conceal their existence from the revenue authorities for any length of time, and the majority of ghosts are likely to be working on the margins of the economy, with low working hours and incomes, and consequently rather little tax would be due in any case.

Not all taxes offer equal opportunities for evasion to every individual taxpayer. The scope for income under-declaration by employees is often very limited indeed. Many tax systems require employers to report the amount of income they have paid in wages to each individual employee, and the authorities can use this information to cross-check the figures that the taxpayer puts in their tax return (Figure 13).
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Indeed, many tax systems go further and require the employer to withhold tax from wage payments, and to remit this directly to the revenue authorities. Except in very small firms, long-term collusion between employers and employees to make coordinated false reports of wage payments is unlikely—it would only require one disaffected employee to ‘blow the whistle’ on such an arrangement. The opportunities for employees to evade tax on their wage income are then limited to making exaggerated claims for deductions and allowances, and the scope for this may also be limited if the tax system confines deductions to those where there is scope for independent reporting and verification.

Many countries also use systems of reporting to cross-check taxpayer declarations of investment incomes—bank interest, etc. Often, the only scope that taxpayers have to evade tax on investment income is to hide their investments abroad, beyond the scope of direct surveillance by the tax authorities. But such arrangements can come dramatically unstuck if information comes into the possession of the revenue authorities. Recently a number of European countries have been offered computer disks containing details of their taxpayers who hold undeclared accounts in Liechtenstein and Swiss financial institutions. Using this data windfall, some European countries have been vigorously investigating and prosecuting evaders.

By contrast, nearly all tax systems are much more exposed to tax evasion by the self-employed—people working on their own account, or the owners of small unincorporated businesses. Part of the reason for this is that the self-employed are in much greater control of the information to be reported; they do not have an employer who may separately report their income to the authorities. In addition the definition of income for the self-employed is more complex and far less clear-cut than for employees, requiring an element of judgement about which different people could reasonably reach different views. Since the boundary between true and false income is imprecise, self-employed taxpayers have scope to exploit the ambiguity.

For example, most tax systems allow people working in a self-employed capacity to deduct from their gross income the costs of the equipment and materials they have used in the course of their business activity, and an individual’s tax liability can be reduced by exaggerating these costs. The boundary between the costs of a business and the individual’s own consumption can be very blurred indeed. For example, when someone runs a business from home, how much of the cost of their home, their furniture, their telephone bill, their car, and other spending should count as part of the cost of the business? When the boundary is blurred in this way, there is probably a long way that taxpayers can push things, before the revenue authorities can seriously challenge the judgements they are making.

With sales taxes such as VAT, there are a number of different ways in which tax can be evaded. Sales can be under-reported, and this can be backed up by a false set of accounts to show the tax authorities. In a system with multiple rates of tax applying to different categories of goods and services, it may also be possible to reduce the firm’s tax bill by exaggerating the proportion of sales which are of products subject to lower tax rates. In a VAT system, moreover, the tax due on the firm’s sales is reduced by the amount of the tax paid on the goods and services the firm has purchased, and the firm’s tax bill can therefore be reduced by exaggerating the level of the firm’s taxed purchases. Most revenue authorities are, of course, wise to this, and would query a business that claimed excessive purchases in relation to its sales, so there is an upper limit to how much the firm can reduce its tax bill in this way, but some scope certainly exists.

Sales tax evasion, backed up by fraudulent accounting, is likely to be most prevalent in smaller firms where financial matters are held under tight individual control by a single individual owner. In larger firms there are greater risks to concealing sales through false accounting because employees have to be involved in the fraud, and this brings additional dangers for the firm. The tricks that are needed to conceal business income from the tax authorities can also be used by employees to enrich themselves at the expense of their employer, and few large firms are likely to want to risk losing financial control in this way.

Some smaller firms may be able to hide from the VAT authorities entirely—the VAT counterpart of income tax ‘ghosts’. However, the way VAT works tends to discourage this, at least amongst businesses which act as suppliers to firms that are themselves VAT taxpayers. Since businesses which pay VAT can, in effect, claim back the VAT on any purchase that they make, they will not benefit from purchasing from a supplier who will not charge them VAT, and if they buy untaxed supplies they may well face awkward questions when they come to do their own tax accounts. It is overstating matters to say—as some early proponents of VAT did—that VAT is therefore a self-enforcing tax. However, this feature of the tax does mean that VAT ‘ghosts’ are likely to be small-scale operations, predominantly selling to private customers rather than to other businesses. In countries like the UK where firms only pay VAT when their turnover exceeds a moderately high annual threshold (currently about £85,000) the amount of tax revenue lost from such small-scale VAT ghosts may well be rather small.

A much larger source of VAT revenue loss through fraud and evasion has attracted a lot of attention in recent years. European countries’ VAT systems refund VAT on goods which are exported, and large-scale criminal frauds have been able to exploit this arrangement to milk the VAT system of billions of euros, by creating a merry-go-round of artificial transactions, in which goods are repeatedly exported and imported, with a claim for VAT refund being made each time the goods are exported. These frauds have been particularly alarming because they are potentially unlimited. Unlike income tax fraud and evasion, which, at worst, could drive tax revenues down to zero, these export-refund VAT frauds work by ‘reclaiming’ tax which was in fact never paid in the first place, which means that, if unchecked, they could drive VAT revenue down beyond zero. Fortunately, measures taken in response to these frauds seem to have checked their growth, for the time being at least.

With corporation taxes, revenue losses through outright fraud and evasion are probably less significant than two distinctive categories of revenue loss. Both of these come under the heading of tax avoidance rather than evasion. While tax evasion is clearly illegal, avoidance is less easily defined. It involves organizing the taxpayer’s affairs, within the boundaries set by the ruling tax legislation, so as to minimize the taxpayer’s tax liability. In principle, therefore, it lies wholly within the letter of the law—if not the spirit, since much avoidance exploits contrived situations, undertaken with the primary purpose of avoiding tax.

Substantial corporate tax revenues are lost through the aggressive exploitation of loopholes, blurred boundaries, and ambiguities in the tax system and in the formulation of tax legislation, backed up by a willingness to devote substantial resources to legal action. Businesses that engage in aggressive tax planning of this sort can often make a huge return on the resources they invest in fighting legal cases, and they know that in many cases the tax authorities will be unable or reluctant to match their legal weaponry. The problem for society is that such battles are wasteful of potentially productive resources. Instead, lawyers have to be engaged, not in producing something of real value, but in shifting, or contesting the shifting, of resources from the public sector to the pockets of firms. Tax authorities have to make a difficult judgement of how much public money to devote to fighting such cases, when there are easier, and less wasteful, ways of raising additional revenues. Undoubtedly, the world would be a better place without aggressive tax planning and speculative litigation, but since these activities are essentially legal, it is difficult to see how they can be prevented. It can help if tax legislation is clear and leaves few loopholes to exploit, but this is easier said than done.

Massive revenues, too, are lost through international corporate tax avoidance. Multinational companies have opportunities to structure themselves in a way that minimizes their liability to taxes in countries where they conduct their business, and instead to shift the profits they earn to lower taxed jurisdictions and tax havens where they may pay no tax at all. Profits can be shifted through a number of mechanisms, in particular through transfer pricing—manipulation of the prices at which the business charges its internal transactions between subsidiaries in different countries—and through charges for the use of the business’s intellectual property—rights, patents, and the like. In both cases, a business unit in a high-tax country can be charged high prices for these internal transactions, reducing the profits earned in the high-tax country, and enabling the profits to be relocated elsewhere in the organization, in places where they will be taxed less.

Individual risks and gains from evasion
What determines whether an individual taxpayer decides to evade tax, given the opportunity, and by how much? Some insights can be obtained from a simple economic framework, in which individuals decide whether to evade tax, and how much tax to evade, based on a comparison of costs and benefits—weighing up, on the one hand, the gains from evasion in terms of unpaid tax, and, on the other hand, the risks of being caught and penalized.

In the simplest version of this economic model, an individual might face an opportunity to be honest or dishonest about the receipt of a particular one-off payment—for example, a one-off payment of £1,000. In the absence of any moral considerations, the individual might weigh up the consequences of dishonesty, which amount to the tax saving they would make if they were successful in evading tax, and, if they were unsuccessful, the penalty they would face. If we suppose the tax rate to be 20 per cent, and the penalty for evasion to be twice the level of the tax, plus payment of the tax due, then evasion offers a benefit to the individual in the form of a tax saving of £200 if they are undetected, and a cost of £400 if they are caught and fined. In both cases these amounts are measured against the alternative, which is honestly paying the tax that is due. It will be clear that a crucial element in the calculation of the consequences of evasion will be an assessment of the risk of being detected and punished. If the probability of detection is sufficiently high, the potential evader may think that the potential tax saving is not worth the risks involved.

In the example, if the individual reckons the risk of getting caught is 1 in 3 or higher, then on average there is no net gain from evasion. For example, if half of all evaders are caught, then they face a 50/50 chance of getting away with the evasion, in which case they save £200 in tax, but a 50/50 chance of being found out, in which case they have to pay the tax due, plus a fine twice as high as the tax saving they would have made. In this case, evasion clearly is not worthwhile. If the risk of being caught is exactly 1 in 3, then they have to weigh up a 1 in 3 chance of losing £400, compared to a 2 in 3 chance of gaining £200. For an individual who did not care about the riskiness of the outcome, this level of risk would be exactly the tipping-point between compliance and evasion; with a greater risk of detection they would comply, but with a smaller risk of detection they would evade, because on average (averaging over good and bad outcomes, taking into account their probabilities) they would then expect to gain from evasion.

But people who are ‘risk-averse’—in other words, who prefer a guaranteed level of income, compared with unpredictable income that has on average the same level—would choose the certainty of compliance against the uncertain outcome from evasion. The more risk-averse someone is, the lower the risk of detection would need to be before they would decide to evade, because they would only contemplate the risky outcome if on average the pay-off from evasion was substantially higher than from law-abiding compliance.

Once we depart from this simple framework of one-off evasion with a fixed amount of tax at stake the analysis becomes more complicated. For example, individuals might have a range of evasion options, and not just a simple yes/no decision to make. They could, for example, have a choice to try to evade part but not all of the tax due, and they might prefer this option if they are uncomfortable about very risky outcomes, but are willing to accept some lower level of risk. Their decision might also be influenced by their judgement of how the risk of being caught was affected by the amount of tax evaded. They might, for example, suspect that it would be harder to conceal a very large level of undeclared income than a more moderate amount. Their decision might also be influenced by how the penalty levied on those who are caught varies with the scale of the fraud. If the penalty is much the same regardless of the amount of tax evaded, we might expect to see very few small-scale evaders, while penalties that rise sharply with the amount of tax at stake might make small-scale evasion less risky than large-scale evasion.

Further complications arise where taxpayers have the opportunity for regular, ongoing evasion, rather than making a decision about a one-off evasion opportunity. The taxpayer’s decision about evasion in any particular year might then take into account not just the risk of detection and penalty in that year, but also the longer term consequences of being caught evading tax. If the tax authorities are known to pay more attention to people with a record of evading tax, then the implicit penalty for being caught may be considerably higher than the fine levied, as being caught may also reduce the scope for future undetected evasion.

Some of the features of this analysis can help the revenue authorities design effective strategies for tax enforcement, as we will see later. But the basic story that is told in this economic model—that taxpayers make evasion decisions by weighing up the gains from evasion against the risks of detection and the punishments that would then be imposed—does not satisfactorily account for the level of tax evasion that actually takes place. In most industrialized countries the percentage of taxpayers who are subject to audit—investigation for possible evasion—in any year is often really rather low, and the penalties for evasion are often relatively modest. People who have evaded relatively small amounts of tax may not even face criminal prosecution, and in many cases are charged an administrative penalty which is a relatively small multiple of the tax due. If the only reason that individuals comply is fear of detection and the penalty that would be levied, then the actual rates of investigation and penalties are insufficient to explain what appear to be relatively high levels of tax compliance across the population as a whole. Why do so many people pay their taxes, when the risks of non-compliance are so small?

One possible answer is that many taxpayers are very risk-averse and prefer the certainty of tax compliance against the risky gamble of evasion. But this answer is at odds with the general pattern we see of behaviour in relation to other risky activities, ranging from entrepreneurial investment to participating in risky activities such as skiing. Most people are risk-averse, but not sufficiently risk-averse to explain high tax compliance.

Another explanation could be that taxpayers simply overestimate the risks involved in tax evasion. They may believe that the tax authorities are more all-seeing than they actually are, or that the punishments for evasion are much more drastic. There may be an element of truth in this, but it seems unlikely that the scale of misperception needed to explain observed levels of compliance could last for long. People would surely learn that the risks of evasion were low from their own experience, and from that of friends and neighbours. So, if not risk-aversion or misperception, what can explain the sustained and relatively high levels of tax compliance observed in practice?

We have already seen one part of the answer: many countries’ tax systems make extensive use of withholding-at-source—such as the UK’s PAYE systems, in which taxes on employment incomes are collected directly from the employer. Elsewhere, payments of wages or bank interest may be reported to the tax authorities, which may make it difficult for the taxpayer to under-declare income without immediately being found out. Relatively few taxpayers may actually have much scope to evade tax, and it is only for these taxpayers that the chance of detection and penalties will be relevant. Moreover, if scope for evasion is confined to relatively small groups of taxpayers—such as the self-employed—the authorities can concentrate their limited resources on auditing these taxpayers much more frequently and intensively.

Another possible explanation for a high level of tax compliance is that there are significant moral and psychological elements in tax evasion decisions. Some taxpayers may comply, not because they fear detection and punishment, but through a sense of moral obligation or ‘civic duty’, while others may comply because they care about their reputation in the community, or their own self-image. Some have argued that these social and psychological influences are as important in understanding actual taxpayer behaviour as the opportunistic calculation of evasion risks and rewards.

Moral, psychological, and social influences
‘If you are not happy with how the government spends your taxes it’s OK to hold some of it back by not declaring everything you earn.’ A study commissioned for the Australian Tax Office in 1998 asked people to say whether they agreed or disagreed with this statement, and a remarkable 95 per cent disagreed. Few survey questions attract such a uniform response. In this study, as in many others which have posed a variety of questions about tax evasion, in many different countries, there is clearly a significant moral element to tax compliance. The proportion of the population accepting some form of moral obligation to pay taxes varies depending on the precise form of the question posed. The question above seems to have attracted a particularly negative response, perhaps as much because it implied that individuals have the right to pick and choose in their acceptance of the legitimate spending choices of elected governments as because of concerns about tax evasion. But even when faced with a less loaded question, a significant proportion of the population reject evasion as wrong. The ‘World Values Survey’, conducted periodically across many countries, has asked people to comment on tax evasion, for example asking them to consider ‘Cheating on tax if you have the chance’, and to rate how far they think this would be justified (Figure 14). Work by Benno Torgler shows that in most European countries about half of all respondents say that such cheating is ‘never justified’, and tax morality appears to be even stronger in Asian countries, with around 80 per cent of respondents taking this view in Japan, China, and India.

In many cases, the moral view that people themselves take on such questions seems to contrast with a more jaundiced view about the behaviour or attitudes of other people. The psychologist Michael Wenzel points out that in the Australian Tax Office study around half of respondents thought that ‘Most people try and avoid paying their fair share of tax’. Similarly, almost half of respondents agreed that ‘A lot of people I know think it’s OK not to pay tax on cash earnings’, but only 8 per cent would admit that this was a view that they themselves held. It is possible, of course, that people are unwilling to own up to having anti-social views themselves, but feel less inhibition when talking about the views of others. A similar phenomenon is sometimes found, for example, in surveys on racist attitudes, and can also bias opinion polls on voting intentions. It is also possible that in answering surveys some people may be wary of giving their own views accurately, for fear that this somehow would be reported back to the authorities. But there does seem a tendency for people to misperceive social norms about tax evasion, and to think that others are less moral, and more actively engaged in evasion than is actually the case.
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Research has uncovered some interesting patterns in individual answers to these questions about taxpaying morality. Generally taxpaying morality seems to be higher among older respondents—and sometimes amongst the young—than amongst people of middle age, and it tends to be higher amongst those who are religious and amongst women. It seems to be higher among people who believe that others comply, and to be positively influenced by the perceived quality and efficiency of public services, and the perceived fairness of public policies. Intriguingly there seems to be a tendency for tax morality to be lower among the self-employed. It is not, however, clear whether this is a genuine difference in attitudes, or a self-justification for a group of people who are much more extensively engaged in evasion than many employees.

How much tax is lost through evasion?
People’s willingness to evade tax is almost certainly affected by their perception that other people do so and get away with it. Given this, it is perhaps unsurprising that estimates of the extent of tax evasion attract so much attention.

The amount of tax revenue lost through evasion is very uncertain. Reliable estimates are hard to obtain, because taxpayers who go to considerable lengths to conceal their activities from the authorities may also be reluctant to reveal their activities to researchers. Nevertheless, it is important to learn what we can about the level and pattern of evasion, as this is likely to affect the design of public policies, and, in particular, the more effective targeting of the tax authorities’ limited resources for audit and investigation.

One approach to investigating the scale and pattern of evasion is to undertake an intensive investigation of a representative sample of taxpayer returns. This approach has a number of merits. It starts from taxpayers’ returns, and therefore provides a direct measurement of the level and pattern of under-reporting, and detailed data about how under-reporting relates to taxpayer characteristics. Unfortunately, it can only place a lower bound on evasion, rather than giving a precise estimate, because some under-reporting and evasion may not be uncovered by even the most intensive audit.

Only a few countries have undertaken this sort of intensive investigation and audit of a representative sample of taxpayers. The most extensive investigations have been in the United States, in the form of the Taxpayer Compliance Measurement Program (TCMP), under which the US Internal Revenue Service audited in depth a sample of tax returns roughly every three years from 1963 to 1988. Following concerns about the intrusive nature and cost of the TCMP audits, a less intensive exercise was instituted in the 1990s, the National Research Program (NRP). Overall, taking the personal and corporate income taxes together, the level of income tax evasion in 2001 was found to be around 16 per cent. For the individual income tax, the rate of evasion through under-declaration was about 9 per cent of the total revenue due, and the evasion percentage for the corporate income tax was 17 per cent. Within the individual income components there was wide variation. Under-reporting of individual wages and salaries was only about 1 per cent: most taxpayers know that their wages are reported to the IRS by their employers. There was more under-reporting of self-employed business income, with less than half the true income reported on average.

A similar contrast between employees and the self-employed was found by a one-off tax enforcement study in 2007 by the Danish tax administration, based on an intensive randomized audit experiment involving around 40,000 individual income taxpayers. Overall, the income under-reporting discovered in the audit was equivalent to less than 2 per cent of taxpayers’ net income, and the tax lost through the evasion was some 2.4 per cent of the total tax liability of the taxpayers concerned. Under-reporting of income was, once again, closely related to the amount of information which taxpayers knew the authorities had at their disposal. In the case of employment income independently reported by employers the level of evasion was a mere 0.2 per cent. By contrast, taxpayers were less likely to declare incomes which were not subject to third-party reporting, such as self-employment income; overall about 8 per cent of self-employment income was found to be under-reported.

Audits, however well-resourced and thorough, can only ever give a lower bound to the level of income which is concealed from the tax authorities, and some income may remain hidden despite intensive investigation. It is possible that virtually nothing of significance has escaped the attentions of the auditors; but it is also possible that what has been revealed by the audit is only the tip of a very much larger iceberg. What other clues can we find to the true scale of evasion?

Possible indications can be given by various discrepancies in official statistics or from clues given by other aspects of individual behaviour. Official statistics are likely to be affected to varying degrees by tax evasion, depending on the source of information on which the statistics are based. In particular, we would expect statistics that are based on reports by the taxpayers themselves to be more severely contaminated than those that are based on information from other sources. If it is illegal for a plumber to fail to declare income, but not illegal for their customer to employ the plumber, then the plumber might well conceal their income and turnover from a statistical enquiry as well as from the tax authorities—for fear that the statisticians and tax authorities might compare notes—but there would be no reason for the customer to under-report the amount they have spent on the plumber’s services.

The UK tax authorities have been able to make regular and quite plausible assessments of the scale of revenue losses through VAT fraud, evasion, and other sources of revenue shortfall—the so-called ‘VAT gap’—by calculating how much revenue should have been collected, by applying the appropriate VAT rates to official statistics on the level and pattern of consumer spending, and comparing this with the VAT revenue actually collected. This approach is far from straightforward, since complex and detailed adjustments are needed to take account of the timing of tax payments, the VAT charged on sales to the public sector and VAT-exempt financial institutions, and the effect of sales by small firms that are not required to charge VAT. While the results are subject to an appreciable margin of error, this work has been useful in indicating the scale of revenue losses through carousel frauds as well as through more routine forms of evasion, such as the under-reporting of sales, and from revenue losses due to bankruptcy and other factors. Overall the VAT gap in the UK appears to have peaked at somewhere around 13–15 per cent of potential revenue about a decade ago, with organized frauds such as carousel fraud accounting for only about a quarter of the total, but has subsequently been reduced to around 10 per cent. Multi-country studies using a similar approach suggest that the overall rate of VAT revenue losses across the EU as a whole may be similar to this, but that there are wide variations among individual member states.

The UK authorities also estimate the scale of revenue losses for the other major UK taxes, although not all of these estimates have such a clear methodological foundation as with the VAT gap estimates. The shortfall in corporation tax receipts—much of it due to aggressive tax planning and avoidance—is believed to be about the same percentage of theoretical receipts as the VAT gap, while the revenue gaps for income tax and excise duties are believed to be significantly smaller. A substantial part of income tax is collected through deduction at source, which leaves little scope for individual evasion, and excise duties are subject to very close monitoring and control by the revenue authorities; for both these taxes revenue shortfalls are thought to be only about 5 per cent.

Tax enforcement
Tax evasion undoubtedly provokes resentment on the part of law-abiding taxpayers. It leads to inequity in the pattern of tax payments, and, to the extent that the lost revenue has to be recovered through higher taxes elsewhere, it increases the tax burden on the rest of the population. The perception that others are evading tax may increase the likelihood that someone may themselves decide to evade tax. For all of these reasons, maintaining a reasonably high level of tax compliance is crucial to maintaining a ‘good equilibrium’ in which tax revenues are seen to be distributed reasonably equitably across the population, and in which most taxpayers pay their tax bills. Should significant evasion take hold, there is a serious risk that an economy can slide into a ‘bad equilibrium’ in which taxpayers believe that others are evading tax on a large scale, and decide that they would be foolish not to follow suit.

How can the revenue authorities best deploy their resources to stop people evading tax, or at least reduce the scale of revenue losses?

The obvious first step is in the design of the tax system and tax processes. Designing the tax system so that taxes can, as much as possible, be withheld at source is the single most effective step that can be taken to reducing tax evasion. Taxes can be withheld at source from employment incomes, from bank interest, for company dividends paid to shareholders, and possibly from other payments too. At the very least this then means that tax evasion requires collusion between two parties who may not entirely have shared interests, and at best—as in the majority of industrialized countries—it ensures that a large proportion of tax revenues is gathered cheaply and predictably, with minimal scope for evasion.

As an alternative to withholding at source, a similar, though less watertight, effect can be achieved if the tax authorities require employers, banks, and others making income payments to individual taxpayers to report these payments to the authorities. Taxpayers then know that the authorities have the ability to identify income under-reporting, and this will encourage the bulk of these incomes to be reported honestly in tax returns.

The authorities can then target their efforts on the remaining streams of tax revenue where withholding at source or third party reporting cannot be used.

Tax investigation and enforcement activities are costly. In the simple economic model of tax enforcement outlined earlier in this chapter, taxpayers make their decisions about evasion based on the potential tax saving, and the risks and costs of being caught. The latter, in turn, depend on two factors that policy can influence—the chance that tax evasion will be detected, and the penalties that an evader faces if caught. Increasing the chance that an individual’s tax evasion will be detected will require more resources to be devoted to tax investigation, so that a higher proportion of taxpayers can be audited each year, and to increase the intensity and thoroughness of audits. In this simple framework, a higher rate of detection works by increasing the penalty that an evader might, on average, expect to face. However it can only do so by devoting more resources to audit and investigation, and it might be tempting to think that the same effect could be achieved more directly, and at no additional cost in investigation resources, by increasing the severity of the penalties imposed on those who are caught. This brings us to a familiar dilemma in deterrent law enforcement more generally: since we can achieve a given level of deterrence much more cheaply through higher penalties than through more intensive investigation, surely we should save on investigation resources, and impose the most severe penalties imaginable on the few law-breakers who are caught?

The logic may be right, but the framework is overly simplistic. One restriction on the penalties that can be levied for any offence of tax evasion is the need to keep penalties in proportion to the scale on the evasion. If severe penalties are imposed for the most trivial offences, there is a risk that they can push evaders towards more, rather than less, evasion. They may well judge that they might as well be hung for a sheep as a lamb, and turn their attention to more ambitious evasion, knowing that the penalty would be little higher than that imposed on smaller offences. Another restriction on how far the authorities can rely on the deterrent effect of massive penalties is that higher penalties might be hard to impose. Once penalties are high enough to drive taxpayers into bankruptcy, evaders may be indifferent to a higher penalty. Moreover, a perception that the penalty was out of proportion to the seriousness of the crime might make courts—especially jury courts—unwilling to convict.

Most seriously, tax enforcement that relied only on draconian penalties for the few evaders who are unlucky enough to get caught could adversely change the climate of tax payment and compliance, to the detriment of efficient revenue collection. Many tax authorities try to maintain a non-confrontational relationship with taxpayers, believing that this is more likely to encourage willing compliance by taxpayers. By contrast, harsher regimes, with a less cooperative relationship with taxpayers, can provoke taxpayers into passive resistance, which adds to the costs and reduces the effectiveness of administration and enforcement.

The atmosphere of the tax authorities’ interactions with taxpayers matters, but so does public confidence that appropriate effort is being devoted to ensuring that ‘other people’ pay the taxes they should. There are some straightforward strategies to improving the effectiveness of resources available for investigation. Resources can be targeted to areas where past experience has shown that evasion is concentrated, and detection rates are higher, while maintaining some baseline level of audit in other areas, to ensure that some incentive for compliance is maintained. More creative audit strategies can be designed, which try to reshape the incentives for taxpayers towards a higher level of honest declaration. One approach, for example, can use the fact that taxpayers interact annually with the tax authorities, to enhance the incentives for compliance in any given year. Taxpayers who know that if they are caught they will face more intense audit in future years may be more cautious about evasion in the current year to avoid the burden of more intense future audit, and the loss of possible evasion opportunities in later years.

Nothing succeeds like success, so the saying goes, and in the field of tax enforcement there are good reasons to believe this to be true. We have seen that public attitudes towards tax evasion are heavily influenced by what people believe others are doing, and that people tend to think that others are less moral in matters of taxation than they are themselves. If taxpayers believe that their neighbours are failing to pay their fair share of tax they may be less inclined to comply themselves. Ensuring that taxes are paid, and being seen to do so, are amongst the most important steps that can be taken towards encouraging future tax compliance.


Chapter 6
 Issues in tax policy
There are those who seem to have nothing else to do but to suggest modes of taxation to men in office.
Conservative Prime Minister Robert Peel, in the House of

Commons, 1842




Tax policy can be a political minefield, and an area of real danger for politicians and—at times—the whole system of government. Changes in taxation have provoked revolts and rebellions throughout history, sometimes with dramatic consequences. The independence of the United States from the British Crown was sparked by resentment to taxes imposed by London. Opposition to British rule was built around the slogan ‘No taxation without representation’, and the Boston ‘Tea Party’ of 1773, in which shiploads of heavily taxed tea were dumped by American protesters, led to repression, military conflict, and the ultimate defeat of the British. In India, Gandhi’s non-violent opposition to British colonial rule began with a hugely symbolic ‘Salt March’ in 1930, in protest against the heavy duties charged on salt—a cause which united all levels of Indian society, for the tax was a heavy fiscal burden borne by the poor as well as the better off. In more recent times, the long-serving and seemingly unstoppable British prime minister Margaret Thatcher was unseated as the result of public protests against a reform in local taxation, which replaced the long-standing local tax on property values with a fixed tax per head, the ‘Community Charge’ or, colloquially, ‘poll tax’. In this there were echoes of Wat Tyler’s Peasants’ Revolt of 1381, a violent—but ultimately unsuccessful—protest following the imposition of a poll tax to finance Richard II’s wars with France.

Tax reformers have to navigate treacherous waters, and it is not surprising that many politicians exercise great caution, even cynicism, in tax policy. Governments need revenues to fund public services and redistribution, and ambitious governments with grand plans and projects need to find creative ways of increasing the revenues they can raise. The 17th century French king Louis XIV, the ‘Sun King’, was one of the most ambitious and extravagant of monarchs, and needed massive revenues to finance wars, construction projects—including the elaborate Palace of Versailles—and major institutional reform. His controller-general of finance, Jean-Baptiste Colbert, approached this task pragmatically, seeking to raise the necessary money with the minimum of provocation. His maxim for tax policy is widely quoted: ‘The art of taxation consists in so plucking the goose as to obtain the largest possible amount of feathers with the smallest possible amount of hissing.’

What makes good tax policy?
Not everyone, however, has seen tax policy as an exercise in cunning and cynicism. Adam Smith (Figure 15), in his major work The Wealth of Nations published in 1776, set out four principles, or ‘canons’ which should govern tax policy.


1   Equity of contributions: ‘The subjects of every state ought to contribute towards the support of the government, as nearly as possible, in proportion to their respective abilities; that is, in proportion to the revenue which they respectively enjoy under the protection of the state.’

2   Certainty of tax liabilities: ‘The tax which each individual is bound to pay ought to be certain, and not arbitrary. The time of payment, the manner of payment, the quantity to be paid, ought all to be clear and plain to the contributor, and to every other person. Where it is otherwise, every person subject to the tax is put more or less in the power of the tax-gatherer, who can either aggravate the tax . . . or extort . . . some present or perquisite to himself.’

3   Convenience of payment: ‘Every tax ought to be levied at the time, or in the manner, in which it is most likely to be convenient for the contributor to pay it.’

4   Minimization of costs: ‘Every tax ought to . . . take out and to keep out of the pockets of the people as little as possible over and above what it brings into the public treasury of the state, . . . in the four following ways. First, the levying of it may require a great number of officers, whose salaries may eat up the greater part of the produce of the tax . . . Secondly, it may obstruct the industry of the people, and . . . may thus diminish, or perhaps destroy, some of the funds which might enable them more easily to [pay]. Thirdly, by the forfeitures and other penalties which those unfortunate individuals incur who attempt unsuccessfully to evade the tax, it may frequently ruin them, and thereby put an end to the benefit which the community might have received from the employment of their capitals . . . Fourthly, by subjecting the people to the frequent visits and the odious examination of the tax-gatherers, it may expose them to much unnecessary trouble, vexation, and oppression . . . It is in some one or other of these four different ways that taxes are frequently so much more burdensome to the people than they are beneficial to the sovereign.’


Adam Smith’s canons of taxation are surprisingly consistent with the way in which modern economic analysis approaches tax policy. The first and fourth canons, in particular, foreshadow the more modern concepts of ‘equity’ and ‘efficiency’, which sit at the heart of modern economic theorizing. Smith’s second and third canons address issues no less important, but ones which probably play more of a role in the thinking of practical administrators than of economists—the importance of ensuring that taxation is based on clear rules, so as to leave little scope for arbitrary abuse of power in the tax system, and the practical importance of having taxes collected in a convenient manner.
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Smith’s discussion of the fourth canon sketches out four important aspects of the costs of taxation: the operating costs of the revenue authorities, the economic costs imposed by taxation through its impact on behaviour, the costs of activities which are required to prevent tax evasion, and the ‘compliance costs’ borne by taxpayers themselves in their contact with the tax system.

Where Smith’s canons differ from contemporary economics is in their lack of clear guidance about how to balance the various considerations, and in particular what to do when the canons conflict in their recommendations.

As we have seen in earlier chapters, the perspective of modern economic analysis sees tax policy typically in terms of ‘efficiency’ and ‘equity’ objectives (where ‘efficiency’ encompasses the aim of minimizing the distortionary effects of taxation discussed in Chapter 4). Frequently these two goals are in opposition: for example, a higher marginal rate of tax on income (the additional tax paid when income increases) increases the distributional progressivity of the tax system, but it also increases labour market distortions.

The economics literature on ‘optimal taxation’, beginning with the work of James Mirrlees, considers the structure of taxes that will maximize a social welfare function, giving weight to both efficiency and equity goals. This approach makes the trade-offs explicit, and makes it possible to see how far particular policy recommendations depend on the weighting being given to equity in the analysis.

Although the economics of taxation is important, and we neglect the economic costs of taxation at our peril, we need to recognize that taxation is first and foremost a political issue. Tax policy is often a major election issue, and short-term political objectives may conflict with long-term rationality. Governments face pressures both from voters and from business lobbyists, and have to balance these pressures and interests in developing their tax policy. The tax system cannot be designed as a purely technocratic issue, and implemented as the outcome of a sophisticated backroom calculation. Ultimately it is the political process that decides on taxes and tax reform.

‘Neutrality’ as a guiding principle for tax policy
If the tax system is not to experience a chaotic sequence of random changes, some of them promoted by self-interested lobbies and others dreamed up by creative politicians, it is crucial that tax policy-making should be governed by clearly articulated principles, ideally commanding a degree of consent across the political spectrum. These principles need to be able to accommodate the shifts in priority that may come from changes in political control without the need for destabilizing waves of change in the fundamentals of the tax system.

No such principles fully conform to what economists might recommend as the optimal tax treatment of each particular activity. This almost certainly would turn on features of economic behaviour—elasticities and other behavioural responses to taxation—that can be measured only with great difficulty, and in some cases with little precision and confidence.

However, the notion of ‘neutrality’ as a guiding principle for tax policy has much to commend it. In essence it is a maxim that tax revenues should be raised with the least possible disturbance to economic activity—and as such it is broadly consistent with the concept of economic efficiency in taxation. It is, of course, impossible to raise significant revenues without affecting economic behaviour. The notion of neutrality suggests, however, a way of keeping this effect to a necessary minimum, in particular by ensuring that similar—and closely substitutable—activities are not subject to unjustified differences in tax treatment.

The value of neutrality as a principle is not only—or even primarily—its economic merits. As John Kay has argued, one great advantage of a rule that taxes should be neutral in their treatment of different activities is that it constrains the scope for sectoral lobbying. ‘Not to have such a presumption’, he writes, ‘requires us to listen to the oil company, the mortgage lenders, the life assurance companies.’ The government could find itself with little defence against well-resourced special pleading by companies and industries anxious to reduce the taxes they pay.

Where does the principle of neutrality in taxation then lead us in terms of practical policy? Its main implication is that similar activities should face the same taxation. Different forms of saving should be taxed equally; different industries should face the same taxes and should not be accorded special privileges and favourable treatment; different forms of corporate organization and financing should be taxed on an equivalent basis—a complex issue, well beyond the scope of this small book—and similar goods and services should all be taxed at the same rate.

Internationally, it implies that tax structures should not confer national preference or protection, and that national differences in revenue systems should not be manipulated for competitive advantage.

Beyond these general policy maxims, however, tax policies based on neutrality in the taxation of similar activities would offer extensive scope for different policy judgements about the scale of the public sector, the overall burden of taxation, and its distribution across the population. As a principle to guide tax policy, neutrality can still accommodate substantial differences in political choice and policy judgement, especially with respect to the priority to be given to equity and income redistribution. While changes in the political wind may of course lead to changes in taxation, the principle of neutrality may have scope to accommodate some of the more fundamental changes in political principle without excessive disturbance to the organization of the tax system.

In the following three sections we look at three key policy issues that lie at the heart of current tax policy controversy in many countries: the scope for radical simplification of the tax system, the case for a single-rate income tax, and the case for exempting basic goods such as food from sales taxes. We then look at an area of policy where departures from neutrality have strong justification as a way to correct failures and distortions that would otherwise arise in economic activity—the use of taxes in environmental policy. We conclude by looking at the future of tax policy: How are the ideas and principles discussed in this book likely to be affected by the increasing globalization of the world economy and by technological change?

Tax simplification
Proposals for radical income tax simplification are a seductive idea, with considerable political resonance in many countries. Existing tax legislation in nearly all countries is hugely complex—typically many hundreds of pages. Taxpayers struggle to comprehend the system, and often have to fill in long, complex tax returns which they barely understand. How much taxpayer time could be saved if the tax return was reduced to a handful of questions that would fit on the back of a postcard!

Considerable simplification would be achieved in many countries by eliminating the myriad allowances and deductions which can be set against taxpayers’ income tax. The income tax system in the United States, for example, allows taxpayers to offset many deductions against their taxable income, including pension scheme contributions, mortgage interest, state and local taxes, charitable contributions, college tuition fees, house-moving costs, and business expenses.

Many of these have their origins in political and economic pressures in the distant past, but all add to the complexity of taxation, and can create unnecessary loopholes which weaken the revenue-raising effectiveness of the system. Taken together, the effect of these allowances and deductions is to narrow quite sharply the tax base—the income on which tax is charged—with the effect that higher rates have to be charged to raise a given revenue than if the income tax system had applied to a wider definition of income.

In countries such as the United States where there are extensive deductions and allowances that reduce taxpayers’ taxable income, there is the opportunity for a ‘base-broadening’ tax reform that raises the same total tax revenue while reducing tax rates. Eliminating deductions and other special provisions would broaden the tax base sufficiently to allow a much lower tax rate to be set, whilst maintaining tax revenue. The same revenue could be collected—and taxpayers would, on average, pay the same amount in tax—but this could be achieved with lower tax rates and with less economic distortion.

Not all countries have a tax system with a large number of allowances, deductions, and special tax privileges for particular activities or groups. The UK income tax, for example, is relatively straightforward, with relatively few deductions which can be set against taxable income. Consequently there is relatively little scope for a base-broadening reform that would permit reductions in UK income tax rates.

But how realistic is tax simplification? Much tax complexity arises from efforts to prevent the exploitation of tax loopholes. For example, many countries have extremely complex legislation to tax capital gains. The reason for this is not because they expect to collect large revenues from capital gains taxes, but because the capital gains legislation protects income tax revenues by discouraging taxpayers from turning income into capital gains.

More generally, many tax loopholes arise because of differences in the fiscal treatment of income paid in different ways. Many countries—including the UK—tax wages and other ‘earned’ income at a different rate from bank interest, share dividends, and other ‘unearned’ income. Mostly, earnings are taxed more heavily, if only because they tend to be subject to social contributions as well as the main income tax. The effect of this is to create a strong incentive for employers to try to pay as much as possible of their employees’ remuneration in forms that would count as unearned rather than earned income, and a lot of effort is put into devising ingenious avoidance schemes that achieve this. The scope for avoidance—and the need, then, for complicated anti-avoidance principles in legislation—is greatly diminished, if tax systems do not seek to make distinctions between different categories of activity that are potentially substitutable, and which have blurred or ambiguous boundaries. This is easier said than done, of course, but if tax simplification is not to open the door to widespread avoidance, it places serious constraints on the philosophy and structure of the tax system.

There would be substantial administrative advantages in moving towards a simpler, more uniform tax system, with greater uniformity in the tax treatment of different income sources, but this seems hard to achieve, and, perhaps, even harder to maintain.

A flat-rate income tax?
A different issue—though one that is frequently conflated with proposals for simplifying the tax base—is the case for reducing the higher rates of income tax charged on high-income earners, and, even more radically, for levying income tax at the same rate at all levels of income.

Some argue that the disincentive effects of the highest tax rates are so large that reducing tax rates would actually increase tax revenues. The so-called ‘Laffer curve’ reflects this possibility: when existing taxes are very high, a cut in tax rates may actually increase revenues by stimulating so much growth in the tax base that this more than compensates for the reduced rate of tax that is being charged.

One important way in which this might happen is by encouraging internationally mobile taxpayers to return, or not to relocate their activities abroad. Also, cutting tax rates could improve incentives for labour supply, as discussed in Chapter 4. Both these effects expand the domestic tax base, and if they are sufficiently strong, the revenue-increasing effect of the larger tax base could outweigh the revenue-reducing effect of the lower rate of tax. Identifying the logical possibility that this could happen is, however, a far cry from demonstrating that tax cuts actually increase revenues in practice; this will depend on the level of existing taxation and the magnitude in practice of the behavioural responses to taxation.

Flat-rate income taxes have been introduced in many of the formerly centrally planned economies of eastern Europe and the former USSR. Often this seems to have been a dramatic statement of intent by governments committed to introducing more market-orientated economic policies. There could be few clearer ways of signalling that economic policy was no longer to be governed by Marx’s principle ‘from each according to his abilities; to each according to his needs’ than eliminating higher tax rates on the rich.

The first flat-rate income tax reforms in the former communist countries were in the Baltic states. In 1994 Estonia introduced a flat-rate income tax of 26 per cent to replace the rates of 16–33 per cent previously charged. Lithuania set a uniform tax rate of 33 per cent—in fact its highest pre-reform tax rate—and Latvia set a uniform rate of 25 per cent.

The flat-rate income tax reform that really captured the imagination of policy-makers was, however, the Russian reform of 2001. Unlike the Baltic states, which had set their uniform income tax at relatively high rates, Russia’s flat-rate tax was at a low rate—13 per cent—barely higher than its lowest pre-reform income tax rate. Tax rates for higher income earners were cut dramatically. Despite the sharp reduction in the average rate of income tax, however, income tax revenues were remarkably buoyant. In the year after the reform, revenues increased by 46 per cent, a rise of some 26 per cent after allowing for the effects of inflation. This seemed like dramatic confirmation of the strength of the Laffer curve effect.

However, much to the chagrin of radical reformers and low-tax campaigners, the story of Russia’s revenue-increasing tax cuts fell apart under detailed scrutiny by International Monetary Fund (IMF) economists. They noted that the rise in revenue seemed to have little connection with the change in tax rates. The majority of taxpayers were largely unaffected by the reforms, paying much the same tax rate after the reform as before, while a small proportion of taxpayers benefited from very large cuts in income tax rates. If the flat-rate tax had really been responsible for the sharp growth in tax revenues, it would be reasonable to expect this to have come from the taxpayers who had been affected by the reforms. The opposite, however, seems to have been the case: the strongest growth in income tax payments came from those who were untouched by the change in tax rates, and there was a dramatic fall in the proportion of revenue contributed by the high-income taxpayers who benefited from the reform. Other factors than cuts in tax rates seem to explain the overall rise in tax revenues, in particular the much more muscular approach to tax enforcement that had been introduced by the newly elected President Putin. The IMF economists concluded with a warning of the risks of over-enthusiastic supply-side reforms: ‘Tax-cutting reforms of this kind should not be expected to pay for themselves by greater work effort or improved compliance.’

Flat-rate income tax reforms may, nonetheless, have played an important role in simplifying tax administration in the challenging environment of the post-Soviet economies, where the tax authorities struggled to come to terms with the rapidly developing private sector, without the information base and legal resources needed to ensure compliance, and where economic policy-makers wanted to assert a sharp break with previous views of the role of the state in economic activity. Is there, however, any mileage in similar reforms, based on a single flat rate of income tax, outside eastern Europe and the former USSR?

There is little doubt that a single rate of income tax has some practical advantages. Many of the arrangements for deduction of tax at source, on bank interest and share dividends for example, can be greatly simplified without the need for subsequent adjustment to reflect the precise tax rate applicable to each individual taxpayer. Fewer tax ‘boundaries’ would need to be policed if different taxpayers all faced the same rate of tax.

A reduction in the tax rate on high earners might also improve tax compliance—in other words, reducing the use of schemes for tax evasion and avoidance—if the main deterrent for taxpayers using these schemes is in practice the cost rather than the risks involved. Taxpayers may then be more inclined to comply, and the tax base would be increased (though there is no evidence that this effect would, in itself, be strong enough to pay for the reform).

The most obvious objection to a single rate of income tax would appear to be its distributional effects. Reducing tax rates on higher incomes while maintaining constant overall revenues would seem to require an increase in the tax burden on lower incomes and greater inequality. In fact, the distributional effects of some of the reforms actually implemented have been less clear-cut. Many reforms, such the flat tax in Estonia for example, combined a uniform tax rate with a higher initial tax-free allowance. Although the tax rate faced by low earners increased, their overall tax bill was reduced by the higher tax-free allowance. In terms of the distributional effects, the losers from this reform were in the middle of the income scale, with gains being made by low- and high-income-earners.

Figure 16 illustrates the trade-off between a low flat tax rate and distributional equity using results from a simulation by Clemens Fuest, Andreas Peichl, and Thilo Schaefer of a hypothetical flat tax reform in Germany. The two simulated scenarios both raise the same revenue as the existing income tax system in 2007, which had marginal tax rates ranging between 15 per cent and 45 per cent. The first scenario maintains the existing tax-free allowance, and sets the flat-rate tax at 27 per cent. Households at the very bottom of the income scale are largely unaffected, because they pay virtually no tax in any case. Most income taxpayers would pay more under the flat tax, in some cases substantially more, but large gains would be made by the richest taxpayers, those in the top income decile, whose annual tax bill would fall on average by more than €3,000. The second scenario addresses the adverse effect on income inequality by increasing the annual tax-free allowance by about one-third, but in order to maintain revenues must then set the flat-rate income tax at a much higher rate of 32 per cent. The effect of the higher allowance is to reduce the additional tax payments by middle-income households, and the higher rate of tax reduces the gains made by the rich. The study also shows that, with the lower tax rates in the first scenario, there is a modest reduction in the distortionary cost of income taxation, and a small increase in employment (of about 0.3 per cent), but with the higher tax rate needed in the second scenario these labour market benefits are wiped out. The trade-off between equity and efficiency in these reforms is very stark indeed.

Such a pattern of gainers and losers makes the politics of a flat tax reform rather unpromising. The conventional ‘median voter’ wisdom about self-interested voting on economic issues would place the swing voter somewhere in the middle of the income range, with political parties offering policies which converge on the interests of this group of the electorate. A reform that does harm to the interests of this group, while benefiting the rich, would seem to run directly counter to the way in which modern political competition seems to operate.
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Of course, it might be possible to implement a flat-rate income tax with the support of those in the middle of the income distribution, and, at the same time, to provide adequate protection for the interests of the poor, if it is implemented as part of a wider package of measures. But if revenue is not to be lost in the course of the reform, the income tax component of the package will need to have relatively high marginal tax rates. And almost all conceivable reform packages based on flat-rate income tax share one very clear characteristic: the most substantial gain would accrue to the richest taxpayers.

Sales taxes and the poor
Could simplification through greater uniformity in taxation also be applied to sales taxes? Many countries with sales taxes such as VAT levy the tax at various different tax rates. Member states of the European Union are permitted to levy reduced rates of VAT on food and certain other ‘distributionally sensitive’ goods and services. Most choose to do so: only Denmark levies VAT at the same rate for all taxable goods and services. The UK takes matters to the extreme of ‘zero-rating’ food, water, children’s clothing, public transport, books and newspapers, and some other items, and applies a low rate of VAT—5 per cent—to household supplies of electricity and gas.

Outside the EU, VAT systems often have a rather less complicated structure of tax rates. Many of the developing countries which have adopted VAT in recent years have chosen to apply it at a single uniform rate, though some have followed the EU in charging lower tax rates on goods and services which typically form a large part of the spending of poorer households.

In practical terms there are huge advantages in operating a sales tax system like VAT at a single rate. The amount of information which the tax authorities need to collect and verify is much more limited than when sales are taxed at various different rates. In a single-rate system, all the authorities need to know is the total level of sales of each business, not a detailed breakdown of sales between product categories. The information which firms need to collect and supply to the tax authorities is correspondingly reduced.

Where different goods are taxed at different rates, taxpayers and the revenue authorities can find themselves embroiled in time-consuming, costly, and—often—surreal litigation over the correct tax classification of particular transactions. To avoid erosion of VAT revenues the UK revenue authorities have been forced to defend the tax treatment of various food items: well-paid lawyers have spent days in court debating whether ‘Jaffa cakes’, a chocolate-coated biscuit-sized product, should count as a (zero-rated) cake or a (standard-rated) biscuit for VAT purposes, and whether freshly squeezed orange juice should count as (zero-rated) fruit or a (standard-rated) soft drink. In each case, what was at stake was tax revenue equal to 17.5 per cent of the total value of sales of the product: a huge windfall to an individual firm which succeeds in challenging the tax classification of their product. To individual firms, it is well worth spending significant sums of money on litigation of this sort, if there is a chance of shifting some of their products into the lower rate category, but to the revenue authorities the ambiguity over the definition of product categories is a wasteful diversion of time and resources that could be better spent elsewhere.

In any case, differentiating sales tax rates makes a feeble contribution to helping the poor. The problem is that, while the poor may spend a higher proportion of their income on ‘necessities’ such as food, and a lower proportion of their income on less-essential goods and luxuries, the rich spend more on pretty much everything. As a result, whatever benefit is given to poorer households by charging a low VAT rate on food, the benefit this gives to richer households is greater, since they spend more money on food like nearly everything else.

We can think of the VAT revenue forgone by charging a low rate of VAT on food as a form of subsidy, paid to households in proportion to their purchases of food. The subsidy through low VAT on food is larger relative to income for poorer households, but it is a smaller amount of cash than the rich receive.

Figures from the 2007 OECD Economic Survey of Mexico illustrate this clearly (Figure 17). The VAT system in Mexico zero-rates food and some other goods and services, reflecting concern about the impact of taxing food on the living standards of the poor. As the darker bars in the graph show, charging VAT on food would create a heavier burden on poorer households than on the better-off. For the poorest two deciles—the poorest 20 per cent of the population—the extra tax would amount to 6 per cent of income, compared with 2 per cent for the richest 20 per cent of the population. Eliminating the zero-rating of food would thus be relatively more harmful to the poor than to the rich.
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On the other hand, it can be seen that the amount of help that is given to the poor by VAT zero-rating of food is only a small part of the VAT revenue forgone. The paler bars in the figure show the distribution of the benefit of VAT zero-rating across income groups in cash terms; in other words, the percentage of the total subsidy which goes to each income group. It is clear that the benefit of VAT zero-rating in money terms rises steadily up the income scale. For every $100 forgone in tax revenue through VAT zero-rating in Mexico, more than $40 goes to the top 20 per cent of households, and less than $10 to the poorest 20 per cent of households. Zero-rating food helps the poor, but it does so very wastefully: $100 must be spent in order to transfer less than $10 to the poorest 20 per cent of the population. In this case, Arthur Okun’s bucket (see Chapter 4) is very leaky indeed.

The question, of course, is whether there would be a more effective way of using the same money. Could we target other forms of assistance to the poor more effectively than by VAT zero-rating of food? The answer is an unequivocal ‘yes’. Even giving each household in the population an equal lump-sum amount from the proceeds of VAT on food would help the poor more than zero-rating would do. Still more sophisticated packages can be devised that achieve effective compensation of the poor for the effects of VAT on food at even lower cost, for example by devoting part of the additional revenues to increasing the value of means-tested social benefits paid to poorer households.

None of this analysis would come as a surprise to tax policy-makers in the UK Treasury or other finance ministries. It is widely recognized that the largest beneficiaries of reduced VAT rates are the better-off, and that only a fraction of the additional tax resources generated by taxing food at the standard rate would be required to provide help more effectively to poorer households. Nevertheless, reduced VAT rates on food and other necessities have proved remarkably durable, and few countries have dared to propose abolishing them. Why might this be so?

One possibility is that governments are scared of a backlash from better-off voters who dislike being asked to pay more. Another reason, no doubt, is that it may be harder to explain that there are better ways of helping the poor than it is to make the point that the extra VAT would be a large part of poorer households’ budgets. A further, intriguing, possibility is that what underpins public resistance to imposing VAT on food is not just driven by its effectiveness in helping the poor, but by a wider view that there are some things, such as food, that, in principle, simply should not be taxed. This may well be a principle which would command wide support, but what is clear from the data above is that this view comes at a considerable price.

Taxation and the environment
In recent years environmental policy-makers have become increasingly aware of the costs and limitations of conventional ‘command-and-control’ environmental regulation, in which a public regulatory agency sets legal limits on a firm’s polluting emissions, or requires it to use particular technologies or equipment for pollution control. They recognize that this approach to environmental regulation can be too rigid and excessively costly for the regulated firms and the economy as a whole. Given more flexibility, firms might be able to find cheaper ways of reducing emissions that would achieve the same environmental benefits at lower cost.

Environmental policy-makers have increasingly turned to more flexible ‘economic instruments’ as a way of reducing the costs of environmental regulation. A tax on polluting emissions—say, a tax per kilogram of nitrogen oxides emitted by power stations and large industrial boilers and furnaces—would give firms an incentive to reduce emissions whenever the cost of emissions reductions was less than the tax. It would ensure that emission reductions were concentrated on those that could be achieved at low cost, and polluters for whom the costs of abatement were excessively high would have the option of paying the tax instead. A system of tradable pollution permits achieves a similar outcome. It sets a limit on overall pollution by limiting the number of permits issued, and trading will then ensure that permits end up in the hands of the firms with the highest abatement costs. Moreover, both emissions taxes and tradable permits provide an ongoing incentive for further innovation in pollution control technologies, since firms face a price for any pollution they still emit. By contrast, under conventional regulation, a firm that has met its legal requirements faces no incentive to cut its emissions further.

There have been some very successful applications of both emissions trading and environmental taxes in the past two decades. The US Acid Rain Program, for example, used emissions trading between power stations to facilitate a much more rapid reduction in their sulphur dioxide emissions than would have been possible with more conventional approaches to emissions regulation. A number of countries have used taxes on product packaging and waste disposal to achieve reductions in unnecessary packaging and to stimulate greater recycling. And taxes on motor fuels and vehicles have been restructured to encourage a shift to less-polluting fuels (unleaded petrol, low-sulphur diesel, etc.), and to incentivize the development of more fuel-efficient vehicles.

How much scope is there for tax policy to go further in this direction? There are two areas in particular where taxes and emissions trading could be used to strengthen incentives for environmental improvement. Higher taxes on fossil-fuel energy are needed to stimulate the wide-ranging changes in household and industrial behaviour that will be needed if global greenhouse gas emissions are to be reduced and the risk of catastrophic climate change averted. Systematic taxation of traffic congestion—‘congestion charging’—offers the prospect of tackling the otherwise intractable problems of urban traffic congestion. Both could potentially raise quite significant revenues, although introducing congestion charging would weaken the case for retaining the present very high level of motor fuel taxes in many European countries.

Tax policy: the future
At the start of this book we saw the massive expansion in tax revenues over the past fifty years. Over the OECD area as a whole, tax revenues increased more than fourfold in real terms, as economic growth led to higher revenues, and more tax was raised through higher social contributions and the introduction of VAT. At the same time, the revenues from taxes on international trade fell as the result of successive rounds of trade liberalization. What changes might we expect to see in the coming decades?

The most powerful force shaping future tax policy is likely to be the increasing globalization of economic activity, which means that countries’ economies will be closely inter-connected, and their economic policies—including tax policies—increasingly constrained by the pressures of international economic competition. Policy choices in other countries will severely limit the margin for manoeuvre in domestic tax policy.

Globalization has made tax bases more mobile. Capital and investment, the production of goods and services, and, indeed, employment can move much more freely between countries, and decisions about where to invest and produce are likely to be increasingly influenced by taxation. The effect of this increased mobility is that countries will lose—and indeed have already lost—substantial de facto fiscal sovereignty. Countries that try to set tax rates for capital or other highly mobile tax bases that are higher than the tax rates elsewhere will find that they lose tax base to their competitors as mobile activities move abroad. In markets such as capital markets with a high level of international integration, countries may have negligible power to set tax rates that differ from the rates ruling elsewhere; if they were to do so they would suffer a substantial capital outflow, which would continue until the net-of-tax return available to the investor was equalized with the net-of-tax return available in other locations. It is this process that is already thought to have shifted much of the burden of corporate taxes in smaller economies away from capital and onto less mobile tax bases such as unskilled labour.

Countries that try to have a tax system that is more redistributive than elsewhere may find that the losers from this redistribution move elsewhere, leaving only those who might have expected to gain. Some pessimists see in this process the end of redistributive public policy altogether, and the end of the welfare state. Even if this exaggerates the severity of the constraint that international competition places on redistributive policies, the reality is that countries’ fiscal choices will be increasingly constrained by competitive pressures. Highly redistributive policies will carry a significant cost in the form of outflows of highly skilled labour and capital, which will increase the cost of redistribution.

The pressures on tax policy from the effects of greater mobility of commodities, firms, and people in the globalized economy will be exacerbated by the impact of the internet, which is already reshaping certain areas of the economy, and which creates new difficulties for tax systems which are, in the main, designed to deal with transactions in physical goods. Internet-based retailers have proved adept at exploiting opportunities to have their products taxed in countries offering them the most favourable tax regime, both for the taxes they must charge on sales, and the corporate taxes levied on their profits. Some of the opportunities that internet-based companies have been able to exploit to reduce the taxes charged on their sales and profits are loopholes that have been exposed in legislation which was not drafted with the internet in mind, and, over time, many of these loopholes are likely to be closed. However, while the internet may not—as some have feared—spell complete catastrophe for the tax system, it has undoubtedly amplified the impact of globalization on the fiscal system by reducing the costs of mobility and expanding the range of activities that can be shifted to locations offering a more favourable tax treatment.

Unlike economic competition between firms, which tends to promote efficiency and lower prices to consumers, fiscal competition between countries is not a benign process. Tax havens, in particular, exploit their ability to offer a lower tax regime which undercuts the rates of tax elsewhere; they are not offering any greater efficiency or any other positive advantage, but only the opportunity to sidestep taxes levied elsewhere. Countries which compete to grab tax base from other countries impose a costly burden on other countries, raising their cost of revenue-raising and limiting the range of tax policy choices that countries can make.

A further aspect of globalization is the growing significance and power of large-scale multinational enterprises operating on a transnational basis. Multinationals have the opportunity to shift a significant proportion of their profits into countries where they will be taxed less heavily by manipulating the internal charges—the ‘transfer prices’—at which they book trades between their subsidiaries located in different countries. Profits can be shifted out of a country where they would be taxed heavily by raising the price which that subsidiary must pay other parts of the group for supplies or the use of intellectual property, such as patents or brand rights, and by under-charging for its own sales within the group. The ‘arm’s length’ principle espoused by the OECD is intended to constrain this, by forcing firms to set their internal charging on a basis that mirrors the prices that would be charged for an equivalent transaction between wholly independent firms. But it is often very difficult to implement this principle, since there may be no directly equivalent arm’s length transactions to use as a benchmark. This is a particular problem with multinationals which earn a substantial proportion of their profits from a brand image or other special advantage that they possess. Such firms have a considerable degree of latitude in shifting profits to lower tax countries and tax havens. At the very least, the grey area around transfer pricing offers considerable scope for firms to challenge the tax assessments they receive, and the tax authorities must then decide whether to spend resources on a legal battle to preserve their revenues.

One way of restoring some measure of tax sovereignty is, paradoxically, through international coordination and harmonization. If countries collectively agree ground-rules that limit the scope for tax competition that could drive tax rates downwards, all may benefit by being able to raise revenues without the erosion of those tax bases most affected by mobility. There is nothing equitable about a tax system in which the mobile—and perhaps predominantly rich—can avoid taxation, while the burden of taxation ends up borne by those unable to escape. Nor is there anything efficient about allowing unrestricted international tax competition to erode parts of the tax base. A continuing feature of tax policy over the coming years is likely to be a difficult and protracted international debate over whether countries are willing to reach some form of agreement to limit the scope for tax competition and the operation of international tax havens.








Glossary





Average rate of tax. The total tax paid, as a percentage of the tax base. So, for an income tax, the taxpayer’s total income tax payment, expressed as a percentage of their taxable income.



Compliance cost. The cost incurred by the taxpayer in their interactions with the tax authorities, including the time and other costs incurred in completing a tax return and making tax payments.



Corporate income tax, see Corporation tax.



Corporation tax. A tax on the profits of incorporated businesses.



Distortionary effects. Changes in the behaviour of individual or business taxpayers induced by the presence of taxation. For example, increasing the rate of tax on some item may lead people to buy less of it, switching to alternatives they would not have chosen in the absence of tax.



Efficiency. In the economics of taxation, efficiency means raising revenue at least economic cost, i.e. with the minimum excess burden.



Excess burden. The total economic cost of raising a given revenue, over and above the value of the revenue itself. The excess burden includes the economic value of the distortionary effects of taxes; in other words, the reduction in taxpayers’ living standards arising from tax-induced changes in behaviour.



Excise duty/tax. A sales tax levied on certain commodities such as alcoholic drinks, tobacco products, or motor fuels.



Flat-rate income tax. Tax levied at a uniform percentage rate on all taxpayers.



Incidence. Where the burden of taxation is borne.




Lump-sum tax. Taxation taking the form of a fixed amount for each taxpayer, irrespective of any characteristics or behaviour under their control.



Marginal rate of tax. The additional tax paid as a result of a small increase in the tax base. So, for an income tax, the marginal tax rate is the additional income tax paid on an additional pound or dollar of income.



Payroll tax. A tax levied on the total wage bill of a company.



Poll tax. A tax taking the form of an equal amount per taxpayer.



Progressive taxation. A pattern of taxation across households in which the poor pay a lower percentage of income in tax than the rich.



Regressive taxation. A pattern of taxation across households in which the poor pay a higher percentage of income in tax than the rich.



Retail sales tax. A tax on the aggregate value of retail sales by a business (i.e. a tax on sales made to individual consumers).



Social contributions. Taxes, typically levied on income or payroll, which are specifically allocated to fund social insurance benefits such as unemployment and sickness insurance, public pensions, or health care.



Tax avoidance. Actions taken by a taxpayer to reduce the amount of tax they pay through legal means; this can include the use of contrived or artificial devices.



Tax base. The amount or quantity on which taxation is levied.



Tax compliance. Ensuring payment of all tax properly due, without tax evasion.



Tax evasion. Failing to pay some of the tax that would be due—generally, either by concealing or by under-reporting income or other taxable transactions.



Transfer pricing. The price charged for transactions between branches of the same multinational enterprise. By choosing a higher or lower transfer price an enterprise could shift profits between subsidiaries located in different countries, to ensure that they accrue in a country where they will be taxed less.



Turnover tax. A tax on the aggregate value of sales by a business, including sales both to individual consumers and to other businesses.



Value-added tax (VAT). A tax on the value of sales by a business, in which the business can offset the amount of tax paid on its purchases of goods and services against the tax due on its sales.
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