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Public Economics 3

Summary notes: Black et al, Chapter 10

Tax efficiency and tax reform

Learning objective

· Explain what is meant by tax efficiency

· Compare the excess burden of different taxes using indifference curve analysis

· Determine the magnitude of excess burden using the consumer surplus concept

· Explain the meaning of administrative efficiency and how it can be achieved

· Define tax flexibility

· Distinguish between patterns of taxation in DCs and LDCs

· Identify the direction of international tax reform

10.1  Excess burden of taxation: Indifference curve analysis

In addition to direct burden of a tax, there is an excess burden (deadweight loss/welfare cost).

To use an extreme example: a good taxed so heavily that the consumption of the good falls to zero. The tax generated falls to zero. Excess burden would be the utility loss of consumers.

Two ways to tackle the problem:

· Indifference curve approach, and

· Consumer surplus approach

10.1.1  Lump-sum taxes

Lump-sum tax is a fixed amount of tax e.g. a poll/head tax. 

The most efficient tax – no excess burden. Why?  

Does not distort relative prices and therefore people’s choices - simply reduces total income. (Can’t avoid it by changing consumption patterns/ working less.)

Big disadvantage – regressive, and hence, fiercely resented.

Note: trade-off between equity and efficiency.

See Figure 10.1, p. 139.

Initially - budget line AB, equilibrium E0. 

In a two-commodity world, with fixed budget (slope gives relative prices), a lump-sum tax is levied.

This shifts the budget line inwards to CD, and new equilibrium at E1. A parallel shift because relative prices unchanged. 

Consumer is worse off because consumption on a lower indifference curve U1. But still Pareto-optimal.

No excess burden (only normal burden of lump-sum tax)

10.1.2  Selective taxes

Now introduce a selective tax on one good – X. Relative prices distorted.

Budget line swivels to AF – price of X has increased, price of Y unchanged.  Consumer can buy less of X given income. Utility level falls to U2, equilibrium E2.

Difference between utility U1 (when a lump-sum tax is introduced) and U2 represents excess burden. 

Assuming the tax is borne fully by consumers, then, in formal terms, the Pareto condition MRSxy = MRTxy is breached because:

· for consumers, the MRS of X for Y is equal to the after-tax price ratios,

· whereas for producers MRT of X into Y is equal to the before-tax price ratio.
10.1.3  General taxes

General taxes do not distort relative prices – as long as there are no exemptions, all prices are raised by equal proportional amounts.

Budget line shifts in to CD and equilibrium at E1.

After-tax price ratio is the same as the before-tax ratio. 

Still Pareto-efficient. They are like lump-sum taxes, no excess burden and equally regressive.

10.2  Excess burden:  Consumer surplus approach

10.2.1  The magnitude of the excess burden

Having shown the excess burden effects of general versus selective taxes, we now move to the question of measuring the extent of excess burden.

The consumer surplus approach is illustrated in Figure 10.2, p. 142. Partial equilibrium framework – unit (selective) tax on butter.

Simplify by assuming constant-cost production (horizontal supply curves). Ordinary demand curves are used.

Tax raises supply price.  Consumer surplus falls from ACE to ABF. 

Revenue raised (number of units sold multiplied by tax per unit) – FBDE, is smaller than the loss of consumer surplus – FBCE. The triangle BCD represents excess burden.

A tax on butter causes a reallocation of resources to the production of goods without a tax – BCD measures the welfare loss caused by this misallocation.

The size of the triangle is determined by the price elasticities of demand and supply and the tax rate.

10.2.2  Price elasticities

The effect of differing elasticities is illustrated in Figure 10.3, p. 143.  The steep (less elastic) demand curve, D1 generates a much smaller excess burden (GCH) than D0 (BCD).

This gives rise to the inverse elasticity rule – it is more efficient to impose taxes on price inelastic goods and services than on elastic ones.

This ignores distributional implications – demand for necessities (e.g. bread) often inelastic – poor suffer. 

Again, the efficiency/equity trade-off must be faced.

Black et al derive an equation [10.4] for the magnitude of excess burden, which shows it to be a function of three variables:

Eb = ½ ( t2 PQ
Where ( = price elasticity of demand

t = the tax rate

PQ = amount spent on the commodity before tax

So: 


· the more inelastic the demand (the lower (), the smaller the excess burden

· the higher the tax rate t, the higher the excess burden, and

· the more spent on the commodity (the higher PQ), the higher the excess burden.

10.2.3  The tax rate

See Figure 10.4, p. 145. Initial equilibrium is Pb and Q0. 

Tax t1 creates excess burden of BCD. A larger tax t2 creates excess burden of ACH. The tax doubled but the excess burden more than doubled. Excess burden increases by a multiple of the tax rate. 

Conclusion:  low tax rates on a broad range of commodities are more efficient than high taxes on a few commodities yielding equal revenue.

So, VAT is more efficient than most other selective commodity taxes that could be devised.

10.3  Administrative efficiency

Excess burden is not the only cost of a tax – administration is expensive as well.  In SA, where efficiencies of collection have improved dramatically since SARS was first created, administration costs are about 1% of total revenue – this is low.

Compliance costs (born by taxpayers rather than the govt.) – form-filling plus hiring tax experts. No figures for SA. Estimated at 5-7% of revenue from income taxes in USA, and about 2.5% of GDP in New Zealand.

Administrative efficiency entails minimising both compliance and administrative costs.

Tax avoidance.  Legitimate action taken using loopholes in tax system to minimise tax liability – wasteful in sense that individuals make decisions based on tax, rather than economic, considerations.

Tax evasion.  Illegal activities such as under-reporting income and claiming higher deductions. 

So, good tax administration also means minimising tax avoidance and tax evasion.  

· Golden rule for tax design is simplification.

· Incentives for tax delinquency should be minimised, and penalties for evasion high.

· Collection is improved if taxes are withheld at source.  PAYE for e.g. (trade-off between administrative and compliance costs though – costs on private sector)

· Tax morality affects collection – acceptability of system depends on perceptions of it’s fairness.

· Tax efficiency also affected by political will to enforce tax laws (very high in SA – major improvements in SARS in collection).

· Taxes should be certain (implies little or no discretion on part of payer or receiver) and transparent (government should not take advantage of people’s ignorance, tax decisions openly debated).

10.4  Flexibility

Taxes should be flexible enough to provide for changing economic conditions.

Flexibility of tax structures allows govt. to manipulate supply-side variables to affect economic growth – changing the incentive for individuals to work and spend/save. 

Demand-side measures to smooth out business cycles -stabilisation policy. Two forms of intervention recognised:  discretionary and automatic stabilisers. For the former timing is crucial. The latter are characterised by built-in flexibility, e.g. progressive income tax system (average tax payments rise during boom and fall during recession).

10.5  Tax reform:  International experience

Various motivations for change: political, ideological, need to reduce budget deficit, redistribute income, tax simplification, response to international trends 

10.5.1  Patterns of taxation in developed and less-developed countries

Total tax burden greater in DCs than LDCs (30.4% vs 15.3% of GDP)

Composition:

Direct higher in DCs – 69.2%

Indirect higher in LDCs – 51.9%

Tax on individuals in DCs – 28.4%

On companies – 8.3%

Two sources roughly equally important in LDCs - 16%

LDCs rely heavily on VAT and GST – 27.9%

Trades taxes in DCs – 0.5%

In LDCs – 9.2%

SA mixed – mimics LDC taxes on goods and services, but Personal Income Tax bigger than DCs – 40.9% (vs 28.4%)

See Table 10.1, p.149.

10.5.2  International tax reform
Look briefly at directions in tax reform in LDCs.

· Re-appraisal of distributive role of taxes – declining role. Taxes should at least not make poor people poorer – rather use expenditure side to redistribute.

· Efforts to broaden the tax base and reduce tax rates at the same time - to reduce distortions/excess burden (by e.g. imposing a more general tax like VAT)

· Improvements in tax administration (through simplification of taxes esp.)

· Lower tax rates and more uniform tax rates (e.g. 14% VAT) – worldwide phenomenon of last decade (has accompanied economic globalisation).

10.5.3  Globalisation and tax reform
Greater integration across countries – led to greater competition. A country’s tax system can no longer be considered independently from the rest of the world.  

· Cross-border shopping – attract foreign consumers by lowering taxes on high-value products

· Multi-nationals can shift profits from high to low tax jurisdictions (countries compete to attract these firms).

· People can evade domestic taxes on savings by shifting to tax havens around the world.

Forces rates internationally towards equality

Future of tax systems? Lower company tax and higher property tax (immobile asset)?

10.6  Tax reform in South Africa

Franzsen (1968)

Margo (1987)

Katz (1994-99)





























































