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What we stand for

® Rebuilding the British economy. Even as we manage our way through the reces-
sion, we need to think about how to transform the British economy so that we are
ready to face the future. Our research looks at how to restore financial stability, and
also how to reform government spending and regulation. We believe that with
radical reform of the budget, tax, welfare, and the supply side of the economy,
Britain will be able to enjoy sustainable and faster growth in the future.

What we are working on

® Financial services reform: We need to avoid a knee-jerk response to the financial
crisis, and instead introduce the right regulatory and structural reforms. Do we
need to reform central bank mandates or the inflation target? Are financial markets
socially useful? And if they are, how can we make them sustainable and competi-
tive in the UK, without placing the nation’s balance sheet at risk? What can be
done about asset price bubbles?

® Innovation and industry: Retaining a dynamic industrial base is essential to
maintain a balanced economy. Governments can’t pick winners, but they can
create the conditions for winners to emerge. Policy Exchange will consider how
government policy might better support manufacturing by reforming tax and
regulation; encouraging innovation, science and technology; and ensuring that the
necessary building blocks in education and skills are in place to put Britain at the
forefront of the industries of the future.

® The future of public services: How can we shift resources from unproductive to
productive government spending and find scope to reduce the tax burden? How
can Government achieve more with less?

® Public sector pay and staffing: We are looking at pay, conditions and staffing in
the public sector and considering what changes to remuneration, staffing levels
and working conditions might be appropriate to achieve the savings necessary in
the coming period of fiscal consolidation.

® Welfare reform: We are looking at the disincentives for people on benefits to seek
work; analysing the potential for reform in the Housing Benefit system and what
people have to do to qualify for welfare on health grounds; and developing a
philosophy for what a modern social security system should look like.

If you would like to find out more about our work, please contact:

Dr Andrew Lilico, Chief Economist

Policy Exchange, Clutha House, 10 Storey’s Gate, London SW1P 3AY
Email: info@policyexchange.org.uk
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Executive Summary

This report examines the effect of various different types of tax on economic
growth and employment. The tax system may thereby distort the choices between
work and leisure, consumption and savings, and domestic and foreign investment.
These tax-induced distortions impede efficient allocation of resources across the
economy and lead to a cost over and above the revenue collected. Not only does
the tax present a cost to the taxpayer, it also creates an additional welfare loss.
Some taxes may create bigger distortions and deadweight costs than others.

In this report we examine whether some taxes might be worse than others in two
main ways. First we run a number of experiments on a standard macroeconomic model
of the UK economy. We use Oxford Economics’ Model, which is similar to the ITEM
club model and HM Treasury’s model. This gets results which are fitted to the UK specifi-
cally: We also look at academic evidence from around the world looking in greater detail
at the different types of taxes. We then run a series of experiments on the model which
involves raising one tax and reducing another. These are “fiscally neutral” — in other
words, they leave the deficit unchanged — but might boost growth or employment.

Context
Contrary to some press discussion, the fall-off in tax receipts has not been a particularly
significant factor in driving the UK’s current high deficit, compared to the increase in
spending. During the recession of the early 1970s 82% of the deterioration in the deficit
was due to falling tax revenues, while in the early 1990s about 46% was due to tax falling
back. But only 33% of the increased deficit in this recession is due to falling tax revenues.

Early studies found that the effects of the level of taxation upon economic
growth were modest, but the overwhelming message of more recent studies is
that increases tax levels reduces the growth rate of economies — in the most
authoritative studies, a 10% rise in the overall ratio of tax to GDP is found to be
associated with a 0.5%-2.0% fall in the growth rate of GDP.

The 2009 pre-budget report has already announced a rise in taxes by £19
billion, thus the primary concern for policy-makers in the short term will be how
to structure this rise in taxation to maximise growth (i.e. to minimize how much

growth is damaged by a rise in taxes on this scale).

Findings on specific taxes

Increasing Employers National Insurance appears to be one of the most damaging
ways to raise revenue. Evidence from the 2007 reassessment of the OECD Jobs Strat-
egy suggests that a ten-percentage-points reduction in the tax wedge on labour in an
average OECD country would increase the employment rate by 3.7 percentage points.
Afonso & Fuceri (2008) find that whilst income taxes have no large effects upon eco-

policyexchange.org.uk
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Taxation, Growth and Employment

nomic growth, reducing social security contributions will increase growth. Macro-
economic models like the Oxford Economics model, find that increasing employers
National Insurance dramatically increases unemployment and reduces growth. These
effects (also found in the Treasury’s own model) are so powerful that they should be
treated very cautiously —a 2p rise in Employers National Insurance in the model re-
duces GDP after three years by 2%. However, it seems fairly clear that Employers Na-
tional Insurance is one of the worst possible taxes to raise. Under circumstances where
wage growth is already very low it might be particularly difficult for employers’ to cut
wages further in response to a rise in employers’ NIC, and so the key effect might be
raised costs of employment, resulting in greater unemployment.

Increasing consumption taxation (e.g. VAT) is often seen as the least damaging way to
raise taxes. However both recent academic evidence and experiments on the model
suggest that increasing VAT may be as bad as, or worse, than increasing the basic rate of
income. Some firms will try to absorb some of the effects of a VAT rise — e.g. because
they do not operate in competitive markets, or because they are in financial difficulties
and need to maintain turnover. Consequently, not all prices will necessarily rise by the
same amount, distorting relative prices, re-directing economic activity inefficiently and
so reducing growth. Not all goods attract the same level of VAT — e.g. some are subject
to reduced or zero rates increasing the distorting effect. In the 1970s, rates of income
tax were high, income tax complexities excessive, and union power higher (increasing
the distorting effects of income tax) whilst rates of VAT were low (so that the effects of
distortions were small). Until the index-linking of benefits during the 1980s, VAT in-
creases also effectively reduced the value of benefits, increasing work incentives. At this
point the trade-off may well have been more favourable to increasing VAT and reducing
income tax. Now the rate of VAT is approaching the basic rate of income tax it may be
the case that VAT rises will dominate over income tax-related distortions.

Increasing tax on debt interest and reducing corporation tax. This measure should
be expected to reduce growth during booms and reduce the scale of recessions. Since,
in practice, policy responses to deep recessions are likely to be damaging to growth
in the long term, we believe that the net effect of increasing the neutrality of the tax
treatment of debt versus equity will be to promote more rapid economic growth. The
effects of increasing the degree of neutrality between recycled and distributed profits
are unclear — there would be an increase in exploitation of economies of scale at the
expense of fewer business start-ups and less competition. Despite this, the overall ef-
fect should be expected to be positive for growth and stability. According to HM Treas-
ury, each percentage point cut in corporation tax would cost about £800 million in
revenues. So if debt interest taxation raised £12.5 billion, we would have scope to cut
the corporation tax rate by around 11% - from 28% to 17%. This suggests that the
overall effect would reasonably place us with an arrangement of corporation tax at 17%
and debt interest and dividends tax at 10% after a transitional period. However, it
would obviously require a long transition because firms have made investment deci-
sions on the basis of the current balance of tax on debt and equity.

Reducing savings taxes relative to other taxes. When there are significant distortions
in savings taxation — in particular, when savings are subject to material double taxation
— then reductions in savings taxes tend to promote growth. Until recently, in the UK the

8 | policyexchange.org.uk



Executive Summary

extent of double taxation of savings has been modest (setting aside the double taxation
problem of dividends). Furthermore, although during the 2000s there was probably
under-saving in the UK, over the next few years the issue is more likely to be over-sav-
ings as households rebuild their balance sheets. There is therefore little reason, starting
from here, to suppose that encouraging additional savings would promote growth.

General findings

Dynamic effects make tax rises less attractive. Dynamic effects need to figure more in
the discussion about the role of tax rises in correcting the budget deficit. Our modelling
suggests that the amount of revenue raised by some of the tax rises considered would fall
away over time, as the dynamic effects of the tax rise are felt. Much of the media discus-
sion of potential tax increases is based on the static estimates presented in the Treasury’s
Ready Reckoner. However, these estimates don’t do not measure the dynamic effects of tax
rises and in most cases don’t include behavioural responses either (the basic rate of in-
come tax is one such exception). We find for example, that a 2p increase in the basic rate
of tax would raise roughly the same amount as estimated by the Treasury in year one.
But after three years it might raise 2.1 billion less than the Ready Reckoner suggests, be-
cause growth would be lower and unemployment higher as a result of the tax rise.

Fiscally neutral tax reforms have the potential to boost growth and reduce un-
employment. The academic evidence and our modelling work suggest that not all
taxes have the same damaging effects on growth and employment. We could po-
tentially get an economic benefit by reducing some taxes and increasing others. For
example given our finding that employer NICs are more damaging to economic
growth than income taxes or VAT, a cut in employer NICs paid for by a rise in the
basic rate of income tax or VAT would tend to promote growth and reduce unem-
ployment. Our analysis investigates seven different possible combinations.

A summary of simulation effects from the Oxford Economics model
Tax rise (2p, unless GDP level (% change Increase in Improvement in Total increase in HMT Tax
otherwise stated) of simulation from unemployment Government Balance Government “Ready reckoner”
unchanged policy (ILO definition) as % of GDP (change in Revenue (2p equivalent
forecast) percentage points) (change in billions) revenue raised)
Year 2010 2013 2010 2013 2010 2013 2010 2013 2010/11
VAT 0.0 -0.3 5,100 81,200 0.8 0.5 11.4 9.2 9.4
Basic rate of Income tax -0.1 -0.1 5,000 16,100 0.5 0.6 6.7 4.7 6.8
Employees’ NIC -0.2 -0.2 0 51,600 0.9 1.0 12.2 8.0 8.5
Employers’ NIC -0.3 -1.9 200,000 1,000,000 0 -0.4 13.1 32.0 10.8
Employers’ NIC 0 0.1 6,900 -68,100 0.8 1.1 53 -2.9 10.8
(alternate specification)
Corporation tax (5p rise) 0 0 100 -100 0.1 0.6 0.8 8.5 1.7
Corporation tax (5p rise, 0 0 0 6,300 0.1 0.6 0.6 6.6 1.7
alternate specification)
Increased Personal 0.1 0.1 -3,000 -8,000 -0.3 -0.3 -4.1 -2.5 -9.2
income allowance (£8000)
Introducing a carbon -0.2 -0.5 21,000 98,300 -0.1 -0.3 -0.8 1.0 n/a
tax ($30/tCOze)
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Introduction

There are many important political issues connected to taxation, and many motivations
for imposing taxes. Taxes might be imposed so as to redistribute wealth from the rich
to the poor. Taxes might aim to discourage activities considered socially harmful, such
as gambling or the paying of bank bonuses, regardless of their economic merits. In
imposing taxes one might need to take account of how likely they are to be paid in prac-
tice and whether people will change their behaviour to avoid paying the tax.

There are also concerns about public reaction, leading to the famous dictum of
Jean Baptiste Colbert that “The art of taxation consists in so plucking the goose as
to get the most feathers with the least hissing.”

These are all important and legitimate issues. In this report, however, we shall
focus upon the effects of taxation on economic growth and employment. We
shall include consideration of how changes to taxes affect long-term growth as
well as how growth might be affected in the UK in the current economic circum-
stances. We shall be particularly interested in changes involving increasing a tax
by an amount offset by a reduction in another tax, leaving the total tax take
unchanged (what is termed a “fiscally neutral” tax reform).

Context
Aggregate tax take
Figure 1.1 illustrates how the tax take has evolved in the UK over a period of 50 years.

Figure 1.1: Total public sector receipts as a % of GDP

48% -
44%
40%
36%

32%

28%

1963-64
1965-66
1967-68
1969-70
1971-72
1973-74
1975-76
1977-78 {
1979-80
1981-82
1983-84
1985-86
1987-88
1989-90
1991-92
1993-94
1995-96
1997-98
1999-00
2001-02 1
2003-04 1
2005-06 -
2007-08 -
2009-10 4
2011-12
2013-14

mes=== Public dector current receipts
= Net taxes and national insurance contributions

Source: Public finances databank. Note that the key difference between the two series is that the public sector current receipts
series includes the operating surplus of the public sector.
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Introduction

It can be seen that taxes alone have never been significantly above 38% of GDP

during this period. Once one includes the operating profits of the nationalised
industries, the peak of the past 20 years came in 2007/8, at 38.7% of GDP.
Compared to the late 1980s, public sector current receipts were much lower even

before the recent recession, so to under-
stand the evolution of tax receipts over
this period it is more instructive to
focus upon the net taxes and national
insurance contributions line.

The recent peak in net taxes and
national insurance contributions was
also in 2007/8, at 36.4%. Taxes dip

It can be seen that the general trend from

around 1999 onward in the euro area was for

thereafter, particularly as a result of the recession. However, it is worth noting that

the trough proportion of GDP taken in taxes (33.0%) was higher than in either
the early 1990s or mid 1970s recessions (31.8%, 1993/4 and 31.9%, 1973/4)
and almost identical to that in the late 1970s/early 1980s (33.1% in 1978/9).
Furthermore, the drop-off in taxation as a percentage of GDP in this recession, at
3.4% from 2007/8 to 2009/10, was less than that in the early 1990s at 3.6%
from 1989/90 to 1993/4. Table 1.1 shows that the fall-off in tax revenues is not
a strong explanatory factor for why the deterioration in the deficit in 2007/8 to

2009/10 has been so much worse than that in the previous recessions of the past

three decades.

taxes to fall relative to GDP. In contrast, in the UK

taxes began rising strongly from 2003 onwards

Table 1.1: Contributions to deficits

Pre-recession level

Recessionary trough

Fall (% of GDP) Rise in spending Deterioration in

% of deterioration

of net taxes and (% of GDP) (% of GDP) deficit (% of GDP) attributable to
NICs as % of GDP falling tax revenues
1971/2 to 1973/4 36.3 31.9 3.1 1.7 3.8 82
1989/90 to 1993/4* 354 31.8 3.6 3.8 7.9 46
2007/8 to 2009/10 36.4 33.0 3.4 6.8 10.2 33

Source: Public finances databank

Notes: ¥1989/90 was not the peak in taxes - that was in 1984/5 at 38.2% of GDP.

During the late 1970s, spending fell as a proportion of GDP, driven particularly by the IMF-required spending cuts. This meant that the deterioration in the deficit was much less than the fall in
tax revenues. Tax revenues did not fall relative to GDP during the recession of the early 1980s

Figure 1.2 compares the evolution of total receipts on the OECD definition

across the OECD, in the UK and in the euro area. It can be seen that the general

trend from around 1999 onwards in the euro area was for taxes to fall relative to

GDP In contrast, in the UK taxes began rising strongly from 2003 onwards,

before falling back, somewhat, during the recession. The pattern across the OECD

was in some ways similar to that in the UK. However, whilst in the mid-1990s

UK taxation was very close to the OECD average, from the mid-1990s onward the

UK begins to diverge from the OECD, with UK rises being more pronounced and
falls less pronounced than across the OECD, with the overall effect being that UK
receipts by 2008 were (at 42.2%) considerably higher than those in 1997
(38.2%) whilst those in the OECD in 2008 (37.9%) were lower than in 1997

(38.6%).
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Taxation, Growth and Employment

Figure 1.2: General government total tax and non-tax receipts as

% of GDP
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Source: OECD Economic Outlook 85, Annex Table 26

The structure of taxation

The structure of taxation has changed fairly significantly over the past decade as the
aggregate tax take has risen. Figure 1.1 demonstrated that the aggregate tax take
as a proportion of GDP reached a trough in 2002/3, after which there was a rise
to 2007/8. As we shall now demonstrate, this rise in taxes relative to GDP can be
almost entirely accounted for in terms of increases in the tax take in just three areas
of taxation: National Insurance contributions, corporation tax, and the three wealth
and housing related taxes (capital gains tax; inheritance tax, and stamp duty).

Table 1.2 gives the breakdown of taxes in 2002/3 and 2007/8.

Table 1.2: Changing structure, increasing levels

2002/3 2007/8

£bn As % of GDP £bn As % of GDP
Income tax 112.6 10.3% 151.8 10.7%
NICs 64.6 5.9% 100.4 7.1%
VAT 63.5 5.8% 80.6 5.7%
Council taxes, business rates, VED, 51.3 4.7% 66.6 4.7%
oil duties, PRT, royalties and misc.
Corporation tax 29.3 2.7% 46.4 3.3%
Fuel duties, Land fill tax, Climate 23.6 2.2% 26.8 1.9%
Change levy, Aggregates levy
Interest, dividends, public sector 21.2 1.9% 32.6 2.3%
operating surpluses, and other
Excise duties plus customs duties 18.6 1.7% 20.4 1.4%
and levies
Wealth-and-housing taxes: Capital 11.5 1.1% 23.2 1.6%
gains tax, inheritance tax, stamp duties
Other HMRC taxes, including -0.2 0.0% -0.3 0.0%
income tax credits (appearing as -ve)
Total receipts 396 36.3% 548.4 38.7%
Total of NICs, corporation tax, and 105.4 9.7% 170.0 12.0%
wealth-and-housing taxes
Total other 290.6 26.6% 378.5 26.7%

Source: Public finances databank
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Introduction

National insurance contributions rose from 16.3% of total receipts in 2002/3
to 18.3% in 2007/8, whilst over the same period corporation tax receipts rose
from 7.4% to 8.5% and wealth-and-housing taxes rose from 2.9% to 4.2%.

Future outlook
The UK’s deficit in 2009/10 is forecast by the government at £178 billion, more
than 12% of GDP The structural deficit is estimated by the Treasury at 9.0% of
GDP, some £125 billion. Policy Exchange has argued previously that about £100
billion of that £125 billion deficit needs to be eliminated fairly quickly, and that
this should be done via £80 billion in spending cuts and £20 billion in tax rises.
At the time of writing, the government has already pre-announced £19 billion
in tax rises, roughly equating to what we believe are the total tax rises required.
Thus the key issue for the short term concerns the structure of taxation.

policyexchange.org.uk | 13



1 There is some complexity as to
what “the same things” means
here. It obviously cannot mean
the same volume of things since
taxation reduces the spending
available. It might mean “the
same pattern”, though that might
not necessarily mean the same
ratio at lower spending as at

2

Economic Growth and Taxation:
Theoretical Underpinnings

Why Should Taxes Affect Growth?

Taxes would have no effect upon growth if the following two conditions held:

a) if behaviour did not respond to taxation — if people bought the same things!,
produced the same things, worked the same hours, and so on, regardless of
how taxes were arranged.

b) if the uses to which the resources confiscated in taxation were put were
equally as growth-producing as the uses to which they would be put in the
absence of taxation.

It is almost certain that neither of these conditions will hold. No taxation system
is completely “neutral” in the sense that it does not encourage or discourage any
distortions to behaviour. And the uses to which tax revenues are put is most un-
likely to be exactly as productive as the use they would have been put to without
being taxed — they may be more productive (e.g. if it is really the case that the pri-
vate sector processes involved significant market failure whilst the government
processes do not) or they may be less productive (either because the government
use is misguided, being less efficient, or because the priority of the government use
is not growth-promotion but something else such as re-distribution of wealth);
they are unlikely to be precisely equally as productive.

Three Classes of Effects of Taxes upon Growth
Let us distinguish between three ways in which taxes might affect growth:

1. The overall level of taxes in the economy — the proportion of GDP that is taken
as tax — may reduce (or, in principle, increase) growth.

2. The structure of taxation — how much some activities or persons or regions
are taxed, relative to others — might affect growth rates, particularly through
the effects upon incentives.

3. Raising or lowering taxes may have an effect on growth in the short-term —
e.g. taxes might be cut during a recession in order to attempt to stimulate the
economy, or a particular tax might be cut, temporarily, in order to promote
some activity thought desirable. This means that there are also potential tran-

sitional effects of changing the structure of taxation.

policyexchange.org.uk



Economic Growth and Taxation: Theoretical Underpinnings

Over the longer term, there are two categories of question. First, there is the
question of whether there is an optimal level of taxation (as is argued by a
number of commentators). Second, once we advance beyond our near-term chal-
lenges with the deficit and start to normalise policy again, moving towards a
tax-cutting stance, which would be the most growth-promoting taxes to cut first?

In the nearer term the key issue is not the level of taxation, but its structure. We
have argued that taxes need to be raised by about £20 billion, whilst some £19
billion of tax rises have been announced. So the aggregate level of taxation does not
need either to rise or fall except insofar as tax rise plans are implemented. But this
leaves the very important question of whether there are useful changes that could
be made to the structure of taxation that would encourage faster growth.

Effects of the Aggregate Level of Taxation upon Long-Term
Growth

In a modern economy, governments have two basic sources of revenue: taxation and
the printing of money. It is important to note that budgets need not balance, even

over the long-term, for two reasons:

a) Provided that budget deficits, as a proportion of GDP, are less than growth
rates of economies, in principle budgets need never balance in any year, let
alone balance on average over time. For example, suppose that an economy
grows at 2.5% per year but runs a budget deficit of 1% each year, beginning
in the first year with a debt of 40% of GDP, and all debt takes the form of infi-
nite-term bonds (i.e. no debt is ever repaid). Then government debt as a
percentage of GDP will remain at 40% of GDP. To see this, suppose that GDP
at the start is 100 and debt 40. Then after a year, GDP will be 102.5 and debt
41. But 41/102.5 = 40%. So the percentage of debt is stable, even with
deficits every year and no debt ever repaid.

b) In addition, governments can choose to fund deficits by printing money. This
will tend to have inflationary (or counter-deflationary) effects over the medium
term. But, be that as it may, governments can and do fund deficits by this route.

The upshot of this line of thought is that there are choices to be made over the op-
timal level of taxation that go beyond the level of spending. Governments can
choose to run permanent surpluses (reducing and then eliminating government
debt over time, and eventually building up a sovereign wealth fund), to balance
budgets or to run deficits on average, even for a constant level of government
spending as a proportion of GDP.

Thus, even over the longer term, the effects of higher taxation upon growth
might not be exactly the same as the effects of higher public spending. As it
happens, however, and as will be outlined in more detail below, recent studies
suggest that the growth-reducing effects from taxation are indeed about the same
as the growth-reducing effects from increased spending.

Increased spending affects growth both in itself (by replacing private sector
activity by whatever the government is spending money on?) and by necessitating
additional taxation to pay for that spending. If the government spending is justi-
fied by a market failure, as opposed to, say, being directed at promoting social

2 Previous Policy Exchange re-

ports have discussed the damag-

ing effects of excessive public
expenditure upon economic

growth. See, for example, Con-

trolling Public Spending: The Scale

of the Challenge, http://www.pol-

icyexchange.org.uk/assets/

Pub_spend_3Jun.pdf
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equality, then such spending might, in principle, increase growth rates. On the
other hand, when government spending is not more efficient than private spend-
ing or when its purpose is the promotion of social welfare in the broader sense,
rather than economic efficiency, it will tend to reduce growth.

As with government spending, some taxes might enhance economic growth —
e.g. if they tax economically damaging externalities, thereby increasing economic
efficiency. However, typically higher taxes will reduce growth. In addition to the
sheer effect of displacing private sector activity (which may or may not be offset
by the sheer effect of the public spending itself), taxation also distorts economic
activity. Standard estimates are that the cost of increased taxation, in terms of GDP
lost through distortions created by the imposition of taxes, are around 30% of the
tax raised (i.e. if the government raised tax by £100 million and spent £100
million in exactly the same way the private sector would, GDP would fall by £30
million); other estimates go above 50%.3 Using the 30% figure, the implication
is that if the economy has 50% of taxation, it adds the same amount to itself each
year as would a 40% taxed economy of only 97% the size.*

“Static” vs “dynamic” effects of tax changes

If a tax raises £1 billion and we abolish the tax, then the natural first thought is that

the cost to the Treasury of this tax cut will be £1 billion. But matters are not quite

so straightforward as this. For the economy will adapt to the fact that this tax has

gone. For example, if the tax is applied to a particular product, when the tax is
abolished the product’s price may fall,
leading people to buy more of it, leading

What is hotly disputed is the extent to which output to increase, leading to more jobs

adaptation might entirely wipe out losses so that ~ being created, leading to greater wage

tax cuts become “self-funding”

3 See, for example, p165 of
http://www.iea.org.uk/files/upld-
book307pdf?.pdf or the following
quoted from Smith, D.B., Living
with Leviathan: Public Spending,
Taxes and Economic Performance,
Institute of Economic Affairs: “the
US Congressional Budget Office
(CBO) has reported that the ‘typi-
cal estimates of the economic cost
of a dollar of tax revenue range
from 20 cents to 60 cents over
and above the revenue raised’”.

4 This effect equates to about a
0.1% fall in the growth rate. We
emphasize, again, that this is in
addition to the negative effects of
the public spending itself on
growth. The overall effect might
be as much as a 1-1.5% reduction
in the growth rate for a 10% rise
in the ratio of public spending/tax
to GDP (say, from 40% to 50%).

bills in the industry, leading to more in-
come tax being paid. The notional im-
pact on revenues to the Treasury of the
tax measure, calculated on the assumption that the economy does not adapt is
termed the “static” cost. In contrast, the “dynamic” impact on overall tax revenues
takes account of the adaptation of the economy.

Now, it is indisputable that changes to taxes will lead to some adaptation, and
such adaptation means that the overall revenue lost from tax cuts will almost always
be less than the static effects of the cut (and similarly that revenues raised from tax
rises will, likewise, be less). What is more hotly disputed is the extent to which
adaptation might entirely wipe out losses so that tax cuts become “self-funding”.

The idea here is that certain sorts of taxes (or certain very high levels of taxa-
tion) create such distortions in the economy that reducing (or even eliminating)
them would stimulate so much additional growth that the extra revenues from
income taxes, VAT, corporation tax, and so on at higher levels of economic output
would be greater than the revenue lost from the initial tax cut.

The standard view is that, for most countries and for most taxes, tax cuts will
not have such large dynamic effects as to be self-funding, at least in the short-
term. Over the longer term there is a considerable body of opinion that the scope
for improving the structure of taxation is such, and the tendency for governments
to over-tax is such, that for many developed economies there are likely to be avail-
able tax cuts that are self-funding over the long-term (see Box 2.1 for details).
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Box 2.1: Dynamic Scoring Models

The existing literature on the dynamic effects of tax cuts uses a “dynamic scoring”
model, developed in part by Gregory Mankiw and Alan Auerbach. The essence of this
approach is based in standard neo-classical economic growth models, which assume
that the long run growth rate of the economy is determined by the capital stock of the
economy, the amount of labour supplied by workers and the technological rate of
progress. This framework is then adapted to reflect the fact that the amount of labour
supplied and the capital stock of the economy are influenced by the rates of taxation of
income derived from labour or capital.

According to a paper authored by Gregory Mankiw, under certain conditions some
tax cuts can be substantially self-financing in the long run. For example, suppose that
the initial tax rates on capital and labour are 25%, the production function is of a stan-
dard empirically tested form (Cobb-Douglas), the capital share is 1/3rd and labour
supply is inelastic. Then, in the long run, the dynamic effect of a cut in capital income
taxes on government revenue is only 50% of the static effect. That is, one-half of a
capital tax cut pays for itself through economic growth, whereas 18% of labour tax cut
pays for itself. This suggests that capital taxation would have more of an impact on
growth rates than taxation on labour; and that cutting capital taxation would raise

national income more than labour taxes®.

Taxation and economic efficiency

The notion of promoting economic growth by means of carefully conducted tax
policy is sometimes debated — in particular, there are those that claim that it is only
the aggregate level of taxation that is of significance and that the structure of tax-
ation is irrelevant. However, for our purposes here we shall take it as given that
taxes can indeed drive behavioural responses and distort economic decisions in
both positive and negative ways.

Taxes impinge on the economic choice of individuals and firms by altering the
relative prices of the factor inputs and goods and services. In general people
purchase less of more heavily taxed inputs (and vice versa). The tax system may
thereby distort the following choices:

® work and leisure;
® consumption and savings; and
® domestic and foreign investment.

Tax-induced distortions impede efficient allocation of resources across the econ-
omy and lead to a cost over and above the revenue collected. Not only does the tax
present a cost to the taxpayer, it also creates an additional welfare loss. This wel-
fare loss is referred to as an ‘excess burden’ or ‘deadweight loss’ of taxation.
Modern tax systems cannot help but produce some efficiency losses. For
concreteness, let us initially focus upon the effects of an income tax. Broadly, an
income tax induces two economic distortions. First, income tax tends to distort
people’s choices between leisure and consumption, including both how much
leisure people choose, thereby surrendering some consumption; but also when

5 See Mankiw, Gregory and
Matthew Weinzierl, “Dynamic

Scoring: A back of the envelope

guide’, Journal of Public Econom-

ics, 90 (2006): pp1415 — 1433.
This particular result is derived

from a model calibrated to the US

labour market.
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6 It is worth remarking that this is
not the only way of looking at this
matter, however. According to an
alternative view, saving converts
labour income into capital, and so
savings income is just income
from another factor of production
(just like labour income). Then
without savings income being
taxed, there is an incentive to
over-produce capital at the ex-
pense of labour. Having noted
this interesting alternative ap-
proach, we shall proceed here-
after on the conventional view
presented in the main text.

people take their leisure and when they consume. Income tax distorts these
choices because it changes the trade-off — the higher the income tax, the more
leisure must be surrendered (the more work must be done) in order to deliver a
given amount of consumption. This might mean that less work is done, since work
offers less consumption return. But under certain circumstances it might, instead,
mean that more work is done. This could be the case, for example, if an individ-
ual is close to the minimum subsistence level of consumption so the option of
consuming less and taking more leisure is not feasible — such a person might
respond to higher income taxes by working longer hours so as to deliver the
minimum required consumption.

Second, if savings income is taxed (if there are not savings tax reliefs), then an
income tax is usually thought to distort the choice between consuming today and
saving today (and consuming later). Why? Well, people are usually thought to
discount the future, so (even setting aside inflation) they need to earn a real
return on savings for consumption tomorrow to be equally as good as consump-
tion today. But if that real return from savings is taxed, then the value of
consumption tomorrow, for a given amount of labour income today, will be less
than if one simply consumes today.®

Capital income tax has similar effects to labour taxes with regard to the saving-
consumption decision. A positive tax on the return to savings reduces the price
of current consumption relative to the price of future consumption. As with
labour income taxes, capital income taxes may either encourage people to
consume now and save less, or stimulate them to save more to achieve a needed
given level of future consumption (e.g. to achieve subsistence pension income at
a time in life when obtaining significant labour income is not an option).

As we shall discuss in more detail below, past empirical studies have not
produced a decisive universal result concerning the scale (or even the sign) of
these behavioural responses (i.e. the evidence is not completely unambiguous
even as to whether increasing income taxes increases or decreases the amount of
work done, and is certainly not clear as to precisely how much working is reduce
by raising income tax (if it is so reduced)). Nonetheless, the bulk of the evidence
does tend to indicate that income tax reduces overall labour supply moderately,
has a slight negative effect on savings and a larger effect on investment. In addi-
tion, most income tax systems contain a mixture of different provisions that
create complex distortions. Some of these distortions are discussed more exten-
sively in later chapters.

Brief Literature Review

Aggregate tax take and Economic Growth

Standard economic growth theory tells us that there are various channels through
which taxes can affect the level of output and output growth rates. First, taxes
alter the size of the capital stock by encouraging or discouraging investment.
Second, taxation affects labour supply (that is, participation rates, unemploy-
ment and work effort) and the choice to acquire education and skills training.
Third, taxes have the potential to influence the level of R&D and thereby the rate
of technological innovation. Also, under normal market conditions, capital is al-
located to where it is most efficient as measured by the marginal product of cap-
ital. However, when we have unequal tax rates, capital may be allocated from
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highly-taxed but nevertheless productive sectors or countries to lower-taxed sec-
tors or countries, even if these lower-taxed sectors or countries have lower pre-
tax productivity. In this way, by distorting capital allocation, taxes can reduce
the overall level of productivity (high productivity activities are replaced with
lower productivity ones).

A number of important studies have been conducted that measured the effect
of the overall level of taxation on economic growth. These studies can be broadly
divided into the theoretical and the empirical. Empirical studies are mostly
econometric in nature and take as given certain fundamental assumptions
concerning the nature of growth (different studies taking different such assump-
tions as given). They offer a quantitative measurement of the effects of tax policy
changes. Empirical studies typically compare cross-country and time series data
to estimate whether there is a link between taxes imposed and economic growth
rates observed.

The outcomes critically depend upon the parameters chosen and whether
long-term growth is determined “exogenously” (i.e. purely by factors coming
from outside the model) or “endogenously” (i.e. partly by factors that are part of
the model). Growth models explaining long-run economic growth by popula-
tion growth and an exogenous rate of “labour-augmenting technical progress”
(i.e. technical advances that have their effects upon growth by increasing the
productivity of labour) are known as “exogenous growth models”.” In contrast,
“endogenous growth theory”® explains growth from within the model by knowl-
edge spill-overs, human capital and R&D activity.” The results generally show that
high taxes affect economic growth negatively, though the magnitude of the effects
varies significantly.'?

We shall now see that although different studies in the growth literature have
found differing effects, the more recent literature has tended to find larger effects
—i.e. early studies suggested very limited effects, whilst more recent studies have
tended to suggest that taxes do indeed affect economic growth and that their
effects are larger than originally thought.

Robert Lucas (1990), in a seminal early paper, found negligible affects on US
growth. He estimated that eliminating the capital tax would change growth by
0.03 percentage points. Using an endogenous growth model, he initially found
that eliminating capital income tax would increase the capital stock by 35%. In
another key piece of work, Engen and Skinner (1996) find that a 10 percentage
point increase in taxation reduces growth rates by 1.4 percentage points from a
cross-country sample of 107 countries over a period of 15 years. The most
authoritative research measuring the affect of taxation on OECD economies was
conducted by Leibfritz et al. (1997). Their results show that a 10% point
increase in the tax to GDP ratio reduces the growth rate by 0.5 — 2 percentage
points.

It should be noted, however, critics of this literature argue that there is some
difficulty in the interpretation of results from cross-country growth regressions.
The arguments are based around the idea that causality is difficult to establish due
to the fact that one or more of the explanatory variables in the regression are
jointly determined, typically through an equilibrium mechanism.!!

Some of the main results from this literature are summarised in the table over-
leaf:

7 These are also often called
“neoclassical growth models”.

8 This is also known as “post-neo-
classical endogenous growth the-
ory”, as per the notorious
reference to this theory by Gor-
don Brown.

9 See Appendix A2 for more de-
tails. A key message often taken
from endogenous growth theory
by politicians is that it is possible
to boot-strap growth by having
the government invest in educa-
tion, R&D, and infrastructure.

10 The results seem to be particu-
larly sensitive to the proportion of
factor inputs, the applied depreci-
ation schedule and the elasticity
of labour supply and inter-tempo-
ral substitution rate. For more
details see Stokey, Nancy L. and
Sergio Rebelo, “Growth effects of
flat-rate taxes”, Journal of Political
Economy, 103.3 (1995): pp 519 -
550

11 This property is also known as
simultaneity. For further details
see Durlauf, Steven N. “The rise
and fall of cross-country growth
regressions”, History of Political
Economy, 41.1 (2009): pp315 —
333.
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Table 2.1: Literature on Taxation and Economic Growth

Authors Methodology, coverage and timeframe Economic impact of taxation on growth

Koester and Kormendi (1989) 63 Countries over 1970s Holding average tax rates constant, a decrease
in marginal tax rates of 10 percentage points
increases per capita income by 7.4%

Lucas (1990) Model simulation (endogenous growth) Eliminating the capital tax would increase
capital stock by 35%, but due to diminishing returns
to capital such a capital expansion would lead
to only a 0.03% point increase in growth

Easterly and Rebelo (1993) About 100 countries over 1970 — 88 No discernible relation between taxes and growth
Engen and Skinner (1992) 107 countries over 1970 — 85 10 percentage points increase in taxation reduces
growth rates by 1.4 percentage points
Jones et al. (1993) Model simulations Eliminating all distorting taxes increases growth
rates by 4 - 8%
Cashin (1995) 23 OECD countries over 1971 — 88 1% point of GDP increase in taxation reduces
output per worker by 2%

Engen and Skinner (1996) Model simulation for US economy 5and 2.5% point increase in marginal and average
tax rates, respectively, reduces the growth rate
by 0.2 — 0.3 percentage points

Leibfritz et al. (1997) OECD countries over 1965 — 95 10% point increase in tax to GDP ratio reduces
the growth rate by 0.5 — 2 percentage points
Mendoza et al. (1997) Theoretical and empirical framework 10% tax cut increases investment by 0.5 -2
percentage points; negligible effect on growth
Kneller et al. (1999) 22 OECD countries over 1965 — 95 1% point of GDP decrease of distortionary taxes
increases the growth rate by 0.1 — 0.2% per year
European Commission (2000a) Model simulations by QUEST model 1% point of GDP decrease of distortionary taxes
increases GDP between 0.5 and 0.8%
Folster and Henrekson (2001)  Sample of 29 rich OECD countries over 1970 — 95 10% point increase in tax to GDP ratio reduces the

growth rate by 1% point

Bassanini et al. (2001) 21 OECD countries over 1971 —-98 1% point increase in tax to GDP ratio reduces per
capita output by 0.3 -0.6%
Padovano and Galli (2001) 23 OECD countries over 1950 — 80 Negative correlation between high marginal
tax rates and long run economic growth

Barton and Hawksworth (2003) 18 OECD countries over 1970 — 99 1% of GDP increase in distortionary taxation reduces
the growth rate by 0.2 and 0.4 percentage points

Lee and Gordon (2005) 70 countries over 1970 — 97 10% point corporate tax cut increases the growth
rate by 1 — 2 percentage points

Afonso and Furceri (2008) OECD and EU countries 1970 - 2004 1 percentage point increase in the share of total tax in
GDP reduces output growth by 0.12 percentage points.

Growth and consumption taxes
Consumption taxes can be categorised as either general consumption taxes, typically
VAT or sales taxes, or specific excise and import duties, which are applied on a num-
ber of goods and services. A standard thought (which shall be challenged below)
is that, in general, consumption taxes and particularly VAT have a less adverse influ-
ence on the decisions of households and firms and thus on GDP per capita than in-
come taxes, but that these advantages have to be balanced against equity concerns
that arise from their lack of progressivity. Putting it crudely, the usual idea is that
income taxes are fair but inefficient, whilst VAT is efficient but unfair.

Since consumption taxes apply the same tax rate on current and future
consumption (provided that tax rates are constant over time) they do not influence
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the rate of return on savings and individual’s savings choices in the same way as
income taxes. Hence, consumption taxation is often seen as favouring private
savings relative to income taxation. Since savings are not “double taxed”, it is
argued that a consumption tax is an attractive choice to collect the required
revenue. However, the empirical evidence on the sensitivity of the volume of
private savings to changes in the after-tax return to such savings (the after-tax
interest rate) is inconclusive. Some studies found that the amount of savings
increased significantly if savings interest taxes fell, whilst other studies have found
no effects at all.’? In an open economy with mobile capital, any changes in private
savings are likely to over-state the resulting change in the capital stock and hence
GDP. Nonetheless, increased private savings can be expected to increase future net
national income.

It should be noted however, that because consumption taxes lower the purchas-
ing power of real after-tax wages, consumption taxes can also reduce labour
demand in the short-term if they add to wages and labour cost.!3 The extent and
persistence of this effect depends on labour markets settings. The empirical
evidence of the impact of consumption taxes on labour supply and employment
is sparse. Most empirical studies that assess the effect of taxation on employment
exclude consumption taxes from the relevant wedge.'* However, a recent study
that includes the consumption tax in the overall labour wedge finds that a rise in
this wedge reduces market work, though no separate effect of consumption taxes
on employment is estimated.'®

This point is explored in more detail below, in our consideration of fiscally

neutral tax reforms.!®

Growth and labour/ personal income taxes

Taxes on labour such as personal income taxes and employers’ and employees’ na-
tional insurance contributions can potentially have adverse effects on labour utili-
sation by affecting both labour supply and labour demand. Labour taxes affect
labour supply through both the decision to work and average hours worked. A
decrease in labour taxes can have both a substitution and an income effect on par-
ticipation and hours worked. The substitution effect of a decrease in labour taxes
would increase labour supply as the reward for additional work has increased,
while the income effect would reduce labour supply as it increases household in-
come and thus increases the demand for leisure. The net effect on labour supply
is then an empirical matter. Labour taxes also influence firms’ costs of labour es-
pecially when the tax burden cannot be shifted on to lower net wages. In this case,
lower taxes bring down labour costs and firms respond by increasing labour de-
mand. Thus, depending on the net effects on labour supply and labour utilisation
there will be an effect on the output levels and growth.

It has been argued, that social security contributions have a smaller impact on
labour supply than other taxes because the eventual social benefits that workers
receive are related to the amount of contributions that they have paid. However,
in many countries there is only a loose relationship between the amount of social
security contributions paid and the amount of benefits received. A recent study
conducted by the OECD concluded there is “only weak evidence that employees’
social security contributions have less of an impact than personal income taxes in
terms of reducing GDP per capita”.'” Another study finds that a one percent

12 See Summers, Lawrence H.
“Tax policy and the return to sav-
ings”, NBER Working Paper Series
No. 995 (1982) and Hall, Robert E.
“Intertemporal Substitution and
Consumption”, Journal of Political
Economy, 96.2 (1988): pp 339 —
357.

13 Short-term inflationary effects
may influence wages and labour
costs, but what matters for the
long-run employment is the total
tax wedge and what matters for
long-term inflation is monetary
policy.

14 A wedge is the gap between
the price paid by the buyer and
price received by the seller in an
exchange. For example, a tax
wedge is the deviation from equi-
librium price/quantity as a result
of a taxation, which results in con-
sumers paying more, and suppli-
ers receiving less. See Pissarides,
Christopher, “The impact of em-
ployment tax cuts on unemploy-
ment and wages: The role of
unemployment benefits and tax
structure”, European Economic
Review 24.1 (1998): pp155 — 183.

15 Nickell, Stephen, “Employment
and Taxes”, CEP Discussion Paper
No. 634, (2004).

16 See chapter 4..

17 “Tax and Economic Growth”,
OECD Economics Department
Working Paper ECO/WP 28,
(2008).
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18 Afonso, Antonio and David
Furceri. “Government size, Com-
position, Volatility and Economic
Growth”, ECB Working Paper No.
849 (2008) pg19.

19 See Blundell, Richard, Alan
Duncan and Costas Meghir, “Esti-
mating labour supply response
using tax reforms”, Econometrica
66.4 (1998): pp 827 — 861.

20 The tax wedge is the deviation
from equilibrium price/quantity

as a result of a taxation, which re-

sults in consumers paying more,
and suppliers receiving less.

21 Vartia, Laura, “How do taxes
affect investment and productiv-
ity? — Industry level analysis of
OECD Countries”, OECD Econom-
ics Department Working Paper
No. 656, (2008).

22 “Tax and Economic Growth”,
OECD Economics Department
Working Paper ECO/WP 28,
(2008).

increase in social security contributions lowers growth for the EU by 0.27
percentage points — much more than the impact of income taxes.!® One reason
for this is that the relationship between social security contributions and benefits
is not widely established across OECD countries. Empirical studies have found
hours worked to be only modestly responsive to labour taxes while participation
is much more responsive to them.!” Most empirical studies also find that the esti-
mated elasticity of hours worked with respect to the after tax wedge?® is very
small for men. (A natural interpretation here might be that men’s income is
regarded by households as servicing core consumption, whilst the leisure-
consumption trade-off factor is more central to decisions about how much women
work.)

Labour taxes may also affect the relative price of capital and labour and this
could lead to a reallocation of inputs within and between firms and industries that
could have transitional growth effects. For instance, a change in the relative factor
price could lead to less usage of either labour or capital (or possibly both) in a
firm or industry. It is possible that all inputs not used in this firm/industry are
either re-allocated to other less productive firms or not used at all, thereby lower-
ing the efficiency in the use of production inputs, i.e. the total factor productivity
growth. New empirical results from industry level data of certain OECD coun-
tries finds evidence that employer and employee social security contributions
influence total factor productivity negatively.?! A simulation experiment indicates
that the effect of a ten percentage point decrease in the tax wedge leads to a
increase in employment of 3.7 percentage points, and growth by 0.5 percentage
points.??

It is worth noting that an income tax with savings tax reliefs, such that income
is taxed only in the period in which it is consumed, is in a formal sense what the
academic literature regards as a “consumption tax”. Putting matters more bluntly,
the UK’s “income tax” is a form of the academic’s “consumption tax”.

Growth and capital income/ corporation tax
Capital income taxes can apply to corporation income as well as personal income.
Let us first consider taxation on personal capital income — taxes on personal capi-
tal income may affect private savings by reducing their after-tax return. However,
the effects of this on savings, and particularly on investment, are uncertain.
Nonetheless, differences in the personal income tax treatment of different forms
of savings can be expected to distort the allocation of savings and reduce the growth
potential of the economy. As many countries do favour certain types of savings
over others, there is scope to increase growth by reducing these distortions.

High capital gains taxes may affect both the demand for venture capital through
entrepreneurs’ career choices and the supply of funds. Since venture capital is one
important source for financing high-technology start-ups, financial support for
these start-ups may be hindered by capital gains tax, thus lowering the potential
contribution of new firm entry to growth. Empirically, there is relatively little
evidence for direct forms of this relationship, but there may be more important
indirect effects.

The design of the capital income tax system and its interaction with corpo-
rate taxation may also influence firms access to finance which in turn can affect
risk-taking and total factor productivity. In most OECD countries, profits are
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taxed first at the corporate level and then at the personal level when distributed
as dividends. Double taxation might in principle create a bias towards financ-
ing investment with debt rather than equity, which may in turn discriminate
against firms that can raise finance from foreign investors. While the effects of
high dividends taxes on financial structure and on the valuation of firms are
widely accepted, it is less clear that raising dividend taxes (whilst leaving corpo-
ration taxes unchanged) actually affects investment decisions over the medium
term (at least for existing firms),
because existing firms have the option
of recycling profits (rather than paying

Double taxation might in principle create a

out dividends) and building up pias towards financing investment with debt

retained profits stocks out of which

future investment can be made (as rather than equity, which may in turn discriminate

opposed to funding future investments  555inst firms that can raise finance from foreign

out of additional equity issuance).?} )

Next, let us turn to corporate Investors
income taxation. Corporate taxes are
levied on the corporation as an entity rather than on the individuals who own
the corporation — such taxes can affect the rate of capital accumulation and hence
GDP per capita. Since firms’ investment decisions are driven by the cost of and
the expected return to investment projects, corporate taxes can have a negative
effect on corporate investment by reducing the after-tax return. The primary
way through which taxes affect investment behaviour is via their impact on the
user cost of capital?*, which in competitive financial markets is the minimum
required rate of return that an investment has to earn to be viable. (In the same
way that wages are a cost for employing labour, the cost of capital is the expense
the firm incurs for using capital as a production factor. As a broad rule of thumb,
a lower cost of capital encourages investment, while a high cost of capital
discourages it.)

The general consensus in the economic literature is that the effect of the cost
of capital on investment is significant. The OECD estimates increases in the tax
adjusted user cost are found to reduce investment at the firm level. A simulation
experiment indicates that a reduction in the statutory corporate tax rate from 35%
to 30% reduces user cost by 2.8%. This implies a long-run increase of the invest-
ment to capital ratio of approximately 1.9%.25 On the question of the impact on
economic growth, another recently published study found that a 10% point
corporate tax cut increases growth by 1 — 2 percentage points?®.

Here, it is worth mentioning that there is a difference between statutory rates
(the legally imposed rate) and effective tax rates. Effective tax rates depend on the
statutory tax rate, allowances and the definition of taxable profit. There is a body
of literature which measures the effect of corporate taxation on investment using
effective tax rates as opposed to statutory tax rates. Recent research conducted by
the IFS has shown that while statutory rates in the UK have remained low, changes
in tax law may have increased effective tax rates?’. As taxes typically raise the cost
of capital?®, and as the proportionate change in the cost of capital due to taxation
is measured by the effective marginal rate of taxation, it has been argued that there
may be effects of corporate taxation on investment decisions that are better
captured by effective rates than statutory rates.

23 For further details see Auer-
bach, Alan J., "Taxation and cor-
porate financial policy,"
Handbook of Public Economics, in:
A.J. Auerbach & M. Feldstein
(ed.), Handbook of Public Eco-
nomics, 1st Edition, Volume 3,
Chapter 19, pages 1251-1292.

24 The cost that needs to be paid
to raise finance for an investment
project, where that cost might in-
clude interest on loans and divi-

dends on equity

25 “Tax and Economic Growth”,
OECD Economics Department
Working Paper ECO/WP 28,
(2008)

26 Lee, Young and Roger H. Gor-
don, “Tax Structure and Economic
Growth,” Journal of Public Eco-
nomics 89.5 (2005): pp 1027-1043

27 See Devereux et al. “Why has
the UK Corporation Tax raised so
much revenue?” IFS Working
Paper WP04/04 (2004)

28 The rate of return must now
be sufficient to pay the additional
tax as well as compensate the in-
vestor and hence reduce invest-
ment
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Growth and Employment
Effects of Tax Rises in Oxford
Economics’ Model

This section outlines the results from a standard economic forecasting model
concerning how tax rises affect growth. We shall first state the results, then
comment in the second part of this section. In some cases where we feel the fore-
cast results are implausibly large we also look at the effect of varying some of the
assumptions in the model.

It is worth mentioning here that the Oxford Economics model is very similar
to HM Treasury’s own model and the ITEM model which have very similar prop-

erties with regards to fiscal policy.

Form of presentation of results

The results will take the form of graphs followed by tables comparing what is fore-
cast to happen if the tax rises (in dotted orange lines on the graphs) with what
would happen with policy unchanged (in solid black lines).

It is worth noting that the growth figures are for growth rates, not for the
level of output. So, for example, if the dotted red line goes below the blue
line for some period after a tax rise is introduced and then converges at the
right-hand end of the graph, that does not mean that output is expected to
be the same, with or without the tax rise, by the end of the period. Rather,
it means that by the end of the period the growth rate is expected to be the
same.

The tables show what the effect of a tax policy change such as a 2p rise in VAT
would have on GDP, unemployment and the fiscal balance as a % of GDP
compared to the unchanged policy forecast. In particular, the table gives GDP
levels, rather than growth rates.

2p rise in VAT

In the Oxford Economics model, a rise in VAT depresses the growth rate over the first
few years, as shown in Figure 3.1A. A rise in VAT raises prices and reduces company
profits, which reduce growth rates initially. This also raises wage costs, resulting in
higher unemployment in the short run. However, as prices rise, real wages fall and
this raises firm profits in the medium-term thereby increasing growth.
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Figure 3.1A: Impact on medium-term growth rates
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Figure 3.1B: Impact on unemployment (‘000s)
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Figure 3.1C: Impact on fiscal balance as a % of GDP

-10
-12 1

-14 4

-16 4

-18

-18 T T T T T T
2007 2008 2009 2010 2011 2012 2013

e Unchanged policy forecast == == Simulation

policyexchange.org.uk

25



Taxation, Growth and Employment

This lower growth rate is associated with a modest rise in unemployment, as
can be seen in Figure 3.1B.

The rise in VAT raises money for the Treasury early on, reducing the deficit relative
to the unchanged-policy forecast. Over time, because the growth rate is reduced with
the tax rise, the reduction in the deficit narrows, as illustrated in Figure 3.1C.

Table 3.1: Differences of simulation from unchanged policy forecast
Year GDP level (% change Increase in Total increase Improvement in
of simulation from Unemployment in Government Government Balance
Unchanged policy (ILO definition)  Revenue (change as % of GDP (change
forecast) in billions) in percentage points)
2010 0.0 5,100 11.4 0.8
2011 -0.1 31,200 11.3 0.7
2012 -0.3 68,700 10.2 0.5
2013 -0.3 81,200 9.2 0.5
2014 -0.2 67,700 8.6 0.6
2015 -0.1 43,800 8.5 0.6

The model suggests that raising VAT generates more revenue than that forecast
by HMRC’s tax ready reckoner. A 2p rise in tax raises £11.4 billion in the first
year according to the model, compared to £8.2 billion suggested by the HMRC
in the tax ready reckoner.?’

2p rise in basic rate of income tax

Raising income tax very slightly depresses growth over the first few months, as il-
lustrated in Figure 3.2A, but within a short time this effect has disappeared and
growth converges to the unchanged-policy growth rate.

Figure 3.2A: Impact on medium-term growth rates
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The period of reduced growth is associated with a small rise in the unemploy-
29 See Appendix Al for detailed

tables from the ‘Tax Ready Reck- ment rate, but the unemployment rate has converged back to the

oner’ HMRC unchanged-policy scenario by the end of the period.
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Figure 3.2B: Impact on unemployment (‘000s)
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Raising income tax raises revenue in both the short and the longer terms.

Figure 3.2C: Impact on fiscal balance as a % of GDP
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Table 3.2: Differences of simulation from unchanged policy forecast

Year GDP level (% change Increase in Total increase Improvement in
of simulation from Unemployment in Government Government Balance
Unchanged policy (ILO definition)  Revenue (change as % of GDP (change
forecast) in billions) in percentage points)
2010 -0.1 5,000 6.7 0.5
2011 -0.2 28,600 5.9 0.5
2012 -0.2 29,500 5.3 0.5
2013 -0.1 16,100 4.7 0.6
2014 -0.1 5,800 4.4 0.6
2015 0 -4,100 4.2 0.7
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Comparing the revenue raised by this tax to the HMRC’s tax ready reck-
oner, a lp increase in the basic rate of income tax, we find that in the first
year of the introduction of the increase there would be broadly similar
results. The HMRC forecasts that a 2p increase in income tax raises £6.8
billion in the first year, very similar to £6.7 forecast by the Oxford
Economics model. However it is worth noting that this revenue does decline

in the medium to long-run.

Rise in income tax personal allowance to £8,000

Raising the personal income tax allowance works similarly to a fall in income tax
rates. We should note that whereas the rest of our simulations are tax rises, this
simulation is effectively a tax cut. The
. . model employs an effective rate of tax
The model employs an effective rate of tax in

in its equations meaning that a rise in

its equations meaning that a rise in the tax the tax allowance would broadly have

the same effect on the effective rate as a

allowance would broadly have the same effect on o L
fall in an income tax. There is a slight

the effective rate as a fall in an income tax increase in growth rates due to an in-
crease in average earnings initially.
However, this is effect is offset by rising wage costs and lowered firm profits.
The model is not a detailed model of welfare systems, so it does not allow us to
explore many of the more interesting questions about such a policy change in
detail — in particular its effects on participation tax rates and people leaving wel-
fare for work.

Figure 3.3A: Impact on medium-term growth rates
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Unemployment falls initially as there is a behavioural response on labour util-
isation of higher earnings, but as wage costs begin to rise in the medium-term
leading to a rise in unemployment.

There is an overall loss to revenue and this worsens the fiscal balance as a
percentage of GDP initially but the losses begin to taper off in the longer

term.
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Figure 3.3B: Impact on unemployment (‘000s)
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Figure 3.3C: Impact on fiscal balance as a % of GDP
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Table 3.3: Differences of simulation from unchanged policy forecast

Year GDP level (% change Increase in Total increase Improvement in
of simulation from Unemployment in Government Government Balance
Unchanged policy (ILO definition)  Revenue (change as % of GDP (change
forecast) in billions) in percentage points)
2010 0.1 -3,000 -4.1 -0.3
2011 0.1 -21,100 -3.3 -0.3
2012 0.1 -20,700 -2.8 -0.3
2013 0.1 -8,000 -2.5 -0.3
2014 0 200 -2.2 -0.4
2015 0 3,100 -1.9 -0.4

Roughly, raising the income tax threshold leads to a loss of revenue of about
£4.1 billion in the model where as the HRMC suggests that such an increase in

the threshold would cost £9.2 billion of revenue.
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2p rise in Employers’ National Insurance
contributions
The impacts of increases in Employers’ NI are extraordinarily and probably im-
plausibly high in the Standard Oxford Economics model.

First, growth rates fall dramatically as wage costs rise, average earnings fall and
profits are down.

Figure 3.4A: Impact on medium term growth rates
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Unemployment increases by more than one million as wage costs rise.
Figure 3.4B: Impact on unemployment (000’s)
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Initially, the tax raises revenue and improves the fiscal balance, but as the GDP
growth falls and unemployment shoots up the revenue generated from this tax
falls dramatically and worsens the fiscal balance as a % of GDP.

These results are clearly implausible — though it is of interest to note that simi-
lar results are produced by the Treasury’s own model. The model forecasts that a
2p increase employers’ NIC will raise £13.1 billion in 2010 compared to £10.8
billion suggested by the tax ready reckoner.
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Figure 3.4C: Impact on fiscal balance as a % of GDP
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Table 3.4: Differences of simulation from unchanged policy forecast

Year GDP level (% change Increase in Total increase Improvement in
of simulation from Unemployment in Government Government Balance
Unchanged policy in millions Revenue (change as % of GDP (change
forecast) (ILO definition) in billions) in percentage points)
2010 -0.3 0.2 13.1 0
2011 -0.9 0.5 17.2 0.6
2012 -1.4 0.8 24.4 0.1
2013 -1.9 1.0 32.0 -0.4
2014 -2.3 1.2 39.1 -0.8
2015 -2.4 14 47.4 -1.2
2016 -2.2 15 58.4 -1.5

Alternative specification

Though it is of interest to note that the Oxford Economics model (and hence, by
extension the Treasury model) produces such large effects for employers’ na-
tional insurance contributions, given that the Treasury has indeed introduced
such a rise in the rate (indicating its lack of confidence in this modelling result),
we consider the answers so implausible as not to constitute a useful basis for
policy analysis.

In our alternative specification we introduce the same increase in employ-
ers’ NIC into the average earnings equation, which means that any rise in
employers NICs will lead to a squeeze on pay. If we have full pass through into
wages, the tax works similarly to an income tax, although it operates through
a different structure and has different effects in terms of wage bargaining.
Therefore it has comparable effects on employment and growth to those of an
income tax.

Growth rates fall initially and then rise for a brief period as wage costs rise,
but as earnings fall wage costs begin to fall and GDP growth begins to rise

again.
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Figure 3.5A: Impact on medium term growth rates
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Unemployment rises initially as wage costs rise, but as average earnings fall in

the medium-term employment increases.

Figure 3.5B: Impact on unemployment (000’s)
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The revenue generated from this tax falls after two years but the gains made
through economic growth and rising employment ensure that the fiscal balance
improves as a % of GDP.

Although not so absurd as the standard model results, we are unclear as to
how robust the foundation is of this model — there is the danger that we have
simply moderated implausibly high impacts without providing a robust basis
for an alternative forecast. In later sections we go on to review wider academic
evidence on the subject, and we believe that it is natural to suppose that
increases in employers’ NIC should be expected to have a materially negative
impact on employment — though perhaps not on the scale in the standard
model.
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Figure 3.5C: Impact on fiscal balance as a % of GDP
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Table 3.5: Differences of simulation from unchanged policy forecast

Year GDP level (% change Increase in Total increase Improvement in
of simulation from Unemployment in Government Government Balance
Unchanged policy (ILO definition)  Revenue (change as % of GDP (change
forecast) in billions) in percentage points)
2010 0 6,900 53 0.8
2011 -0.1 26,300 0.1 0.7
2012 0.1 -33,900 -2.3 0.9
2013 0.1 -68,100 -2.9 1.1
2014 0 -44,100 -3.1 1.1
2015 -0.1 -7,300 -3.5 1.1

2p rise in Employees’ National Insurance contributions

The effects of rises in Employees’ National Insurance contributions are fairly sim-
ilar to raising income tax, as might be expected. Growth is depressed for the first
few months, but by the end of the period is about the same as the unchanged-pol-
icy scenario. The growth lost is slightly more than from income tax rises.

Figure 3.6A: Impact on medium term growth rates
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This period of reduced growth is associated with a small rise in unemploy-

ment, but this is gone by the end of the forecast period.

Figure 3.6B: Impact on unemployment (000’s)
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The measure raises money, and those funds are still there at the end of the fore-
cast period. According to the model, the amount raised is a little more than from

an equivalent rise in income tax.

Figure 3.6C: Impact on fiscal balance as a % of
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Table 3.6: Differences of simulation from unchanged policy forecast

Year GDP level (% change Increase in Total increase Improvement in
of simulation from Unemployment in Government Government Balance
Unchanged policy (ILO definition)  Revenue (change as % of GDP (change
forecast) in billions) in percentage points)
2010 -0.2 0 12.2 0.9
2011 -0.3 9,300 10.2 0.8
2012 -0.3 52,000 8.9 0.9
2013 -0.2 51,600 8.0 1.0
2014 -0.1 25,800 7.2 11
2015 -0.1 7,900 6.6 1.2
2016 -0.1 -5,400 6.3 1.3
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A 2p rise in employees’ NIC raises £12.2 billion in the first year of introduc-
tion compared to £8.5 billion suggested by the tax ready reckoner.

5p rise in Corporation Tax
In the standard Oxford Economics model, corporation tax has its effects in the
model by changing the relative return on investment. The modelled impact of
a change in the rate of corporation tax on business investment is quite small and,
therefore, the impact on GDP growth is much smaller still. Again, we will go
on to test how the results in the model would be affected by different assump-
tions.

Growth rates are unaffected in the medium-run, whereas in the long run
GDP levels rise marginally compared to the unchanged policy forecast

scenario.

Figure 3.7A: Impact on medium-term growth rates
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Unemployment is virtually unaffected.

Figure 3.7B: Impact on unemployment (‘000s)
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The tax rise raises a little revenue, which is still there at the end of the forecast
period improving the government balance.

Figure 3.7C: Impact on fiscal balance as a % of GDP
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Table 3.7: Differences of simulation from unchanged policy forecast

Year GDP level (% change Increase in Total increase Improvement in
of simulation from Unemployment in Government Government Balance
Unchanged policy (ILO definition)  Revenue (change as % of GDP (change
forecast) in billions) in percentage points)
2010 0 100 0.8 0.1
2011 0 1,200 3.9 0.3
2012 0 1,400 6.5 0.4
2013 0 -100 8.5 0.6
2014 0 -2,200 10.0 0.7
2015 0 -3,700 11.2 0.7
2016 0.1 -6,400 12.5 0.8
2017 0.1 -10,100 13.8 0.8
2018 0.1 -13,100 15.4 0.9
2019 0.1 -16,500 17.3 0.9

The tax rise raises £0.8 billion in the first year of its introduction compared to
£1.7 billion forecast by the HMRC.

Alternative specification
Here we run a slightly different specification from the standard model, altering
the private sector business investment equation by adding a retained earnings term
(that is the after tax company profits of the firm). In this specification, an increase
in corporate taxation will decrease retained earnings and lower private sector busi-
ness investment. Even on this alternative specification, we might question the lack
of response to the tax hike.

We can see from the table that in the long run there is a negative impact on
GDP levels and growth as private sector business investment decreases.
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Figure 3.8A: Impact on medium-term growth rates
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Unemployment rises marginally in the long run as jobs are lost due to lowered in-

vestment.

Figure 3.8B: Impact on unemployment (000’s)
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There is a sustained improvement in the fiscal balance as revenue raised by this
tax increases over time.

The alternate specification of the model suggest that a 5p rise in the tax
raises £0.6 billion where as the tax ready reckoner suggests this number is
more like £1.7 billion. However, even in our alternative specification, the
model generates very little impact of a 5p rise in corporation tax, which is
somewhat implausible. It would be reasonable to expect the magnitudes of the
change to be greater (though we expect the change to be broadly in the same
direction, i.e. GDP levels would be lower in the long run with a higher rate of
corporation tax) than reflected by the alternative specification in the model.
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30 This is the shadow price of car-

bon, as given in Chapter 13 of the

“Stern Review on the Economics

of Climate Change”, HM Treasury.

Figure 3.8C: Impact on fiscal balance as a % of GDP
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Table 3.8: Differences of simulation from unchanged policy forecast

Year GDP level (% change Increase in Total increase Improvement in
of simulation from Unemployment in Government Government Balance
Unchanged policy (ILO definition)  Revenue (change as % of GDP (change
forecast) in billions) in percentage points)
2010 0 0 0.6 0.1
2011 0 800 3.2 0.3
2012 0 3,700 5.2 0.4
2013 0 6,300 6.6 0.6
2014 0 6,900 7.6 0.6
2015 -0.1 6,800 8.2 0.7
2016 -0.1 7,800 8.7 0.7
2017 -0.1 7,400 9.3 0.8
2018 -0.1 7,100 10.0 0.8
2019 -0.1 7,400 10.7 0.8

Introduced carbon tax of $30/tCOze
We now look at the results on the Oxford Economics model of an introduced
carbon tax of $30/tCO,e.?° This value is known as the shadow price of carbon
which represents the social cost of environmental damage from carbon diox-
ide emissions. In the model carbon taxes work to raise the price of fuels, which
in turn increase firm costs and lowers profitability, which acts to lower return
on investments and thus lowers investment and economic growth. The figure
below shows that the introduction of a carbon tax reduces growth in the
medium term, though in the long term growth returns to the unchanged pol-
icy level.

Unemployment is higher as well, suggesting that lowering labour taxes from
the proceeds of an introduced carbon tax could reduce the distortionary affects of

labour taxes and improve welfare.
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Figure 3.9A: Impact on medium term growth rates
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Figure 3.9B: Impact on unemployment (000’s)
2800 - - 2800
2600 __——"’__"‘~~,_ - 2600
2400 \— 2400
2200 A L 2200
2000 - - 2000
1800 A - 1800
1600 : : : : : : 1600
2007 2008 2009 2010 2011 2012 2013
e Unchanged policy forecast == == Simulation

In the Oxford Economics model, the impact of an introduced carbon tax actu-
ally reduces the fiscal balance due to large effects on GDP through raised fuel
prices, however, evidence from research we quote later suggests otherwise.

Figure 3.9C: Impact on fiscal balance as % of GDP
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Table 3.9: Differences of simulation from unchanged policy forecast
Year GDP level (% change Increase in Total increase Improvement in
of simulation from Unemployment in Government Government Balance
Unchanged policy (ILO definition)  Revenue (change as % of GDP (change
forecast) in billions) in percentage points)
2010 -0.2 21,000 -0.8 -0.1
2011 -0.5 75,000 -0.3 -0.2
2012 -0.5 106,000 3.6 -0.3
2013 -0.5 98,300 1.0 -0.3
2014 -0.5 83,600 1.7 -0.3
2015 -0.5 66,000 2.1 -0.2
2016 -0.4 50,500 2.4 -0.2
2017 -0.4 40,900 2.8 -0.2
2018 -0.4 36,300 33 -0.2
2019 -0.5 33,500 3.9 -0.2
Summary Table

The results of the above simulations are summarised in the following table, show-
ing the affect on GDP, unemployment and the fiscal balance in the first year of in-
troduction and 3 years after introduction. We also compare the revenue raised by
the tax in the model to that forecast by the HMRC in the tax ready reckoner.

Table 3.10: Effects of different tax rises on GDP, unemployment and the fiscal balance

Tax rise GDP level (% change Increase in Improvement in Total increase HMT Tax “Ready
(2p unless of simulation from unemployment Government Balance in Government reckoner” (2p
otherwise Unchanged policy (ILO definition) % of GDP (change Revenue equivalent revenue
stated) forecast) in percentage points) (change in billions) raised
Year 2010 2013 2010 2013 2010 2013 2010 2013 2010/11
VAT 0.0 -0.3 5,100 81,200 0.8 0.5 114 9.2 9.4

Basic rate of -0.1 -0.1 5,000 16,100 0.5 0.6 6.7 4.7 6.8
Income tax

Personal income 0.1 0.1 -3,000 -8,000 -0.3 -0.3 -4.1 -2.5 9.2
allowance

(Increased to

£8000)

Employers’ NIC -0.3 -1.9 200,000 1,000,000 0 -0.4 13.1 32.0 10.8
Employers’ NIC 0 0.1 6,900 -68,100 0.8 1.1 5.3 -2.9 10.8
(alternate

specification)

Employees’ NIC -0.2 -0.2 0 51,600 0.9 1.0 12.2 8.0 8.5
Corporation tax 0 0 100 -100 0.1 0.6 0.8 8.5 1.7

(5p rise)

Corporation tax 0 0 0 6,300 0.1 0.6 0.6 6.6 1.7

(5p rise, alternate

specification)

Introduced carbon -0.2 -0.5 21,000 98,300 -0.1 -0.3 -0.8 1.0 n/a

tax ($30/tC0O2e)
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Having addressed the affect of rises in various taxes on economic growth,
unemployment and the fiscal balance, we now assess the net affects of fiscally
neutral tax reforms on the economy. In the following section will bring in wider
evidence from academic research.
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Fiscally Neutral Tax Reforms

We now turn to the question of how changes to the structure of taxation affect
the rate of growth in the economy. As we have already stated, the pre-budget
report has already announced a rise in taxes by £19bn, thus the primary concern
for policy-makers in the short term will be how to structure the rise in taxation
to maximise growth (i.e. to minimize how much growth is damaged by a rise in
taxes on this scale).

In this section we shall sketch how the following structural changes would be
expected to affect growth:

a) Increased VAT with reduced basic rate of income tax

b) Increased basic rate of income tax with increased personal allowance
¢) Increased basic rate of income tax rate, reduced employers’ NIC

d) Increased VAT, reduced employers’ NIC

e) Reduced savings taxes relative to other taxes

f) Increased tax on debt interest, reduced corporation tax

g) Introduced carbon tax, reduced VAT

Motivation for the choice of reforms

® Increasing VAT rates relative to income tax rates has been a core government
policy approach since the late 1970s.

® The concept of rebalancing income tax by raising the personal allowance
funded by a rise in the basic rate or as an alternative to cuts in the basic rate
has been floated repeatedly since the early 2000s and became Liberal
Democrat policy in April 2009.3!

® Rises in Employer National Insurance contributions were announced in the
2009 pre-Budget Report. We will consider the merits of such a change rela-
tive to both a rise in income tax rates and also a rise in VAT, the two main
personal taxes.

® With the very low savings rates recorded during the 1990s and 2000s (set out
in the section below), a policy discussion evolved concerning whether there
should be tax incentives for people to save. Indeed, a proposal along these
lines even became one of the Conservative Party’s anti-recession policies
during 2009.

® Proposals to reduce corporation tax rates are widely mooted and are current
Conservative Party policy, whilst the possibility of increasing the taxation on
debt interest was discussed in a speech by Shadow Chancellor George
Osborne.
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® A number of commentators have proposed a rebalancing of the tax system towards
a greater role for green taxes. Policy Exchange has is currently carrying out work
on the use of a carbon tax, as mooted by authors such as William Nordhaus.?> 33

We shall now consider each of our seven structural reforms in turn. Our approach
will be to discuss first the ways in which the particular tax structure reform would
be expected to affect growth, and then look at empirical evidence and simulations®*
concerning the impacts of the reform in question.

Increased VAT with reduced basic rate of income tax

Back in the 1970s, it used to be popular amongst economists to believe that it
would be more economically efficient to tax consumption than income. The idea
was, approximately, that by taxing income one reduced the incentive to work hard
(or at all) and earn more. Therefore, the thought went, taxing income would tend
to reduce growth by increasing incentives to take more leisure and do less work and
therefore to produce less output.

When the top rate of tax on income was 83% and VAT stood at 8%, the notion
that it might be a good idea to rebalance taxation more towards consumption
taxes and away from income taxes seemed pretty compelling — so much so that
the notion of the relative efficiency of VAT entered into the political conscious-
ness. The standard presumption appears to be that VAT is more economically
efficient but less “fair”, since poor and rich pay alike, whereas income tax is fairer
but less efficient — a fairly classic efficiency/equity political trade-off.

In reality, though, neither of these ideas is as powerful as one might at first
suppose. Issues of the fairness of taxation are not our main topic in this piece,
but it is worth noting that many necessities, such as food or children’s clothing,
are zero-rated for VAT purposes, and these necessities form a much larger propor-
tion of the expenditure of the poor than of the rich, with the consequence that
VAT is a much less regressive tax than is often assumed, in fact certain studies even
suggest that it is slightly progressive.

Turning our attention to the central focus of this report, we find that the idea
that taxes on income discourage work more than do taxes on consumption is
unconvincing. For, given that income is the overwhelmingly dominant source of
consumption across the economy (few people simply consume out of their previ-
ous-accumulated wealth), one should expect the effects of a perfect consumption
tax upon incentives to work to be broadly equivalent to those of an income tax.
Why? Well, let us first assume that the VAT, say, simply raises prices. Workers are
interested in their incomes so that they can consume. But if prices are raised
when VAT is imposed, then the real value of income falls by the value of the tax
by the same amount it would fall if the tax were imposed directly on the income.

A numerical example may help. Suppose that a worker earns £100 and pays
income tax of £20 on it, and that there is no VAT or other taxes. Then she has £80
to spend, and her £80 goes on goods with a real value of £80 — i.e. the final real
value of her consumption is £80. Suppose, now, that the income tax is abolished
and instead a flat VAT of 25% is imposed. Then she earns £100, and she uses it to
buy goods with a real value of £80 on which a 25% tax is imposed, raising their
price from £80 to £100.% So the final real value of her consumption is, again, £80.

32 For example, see
http://www.nybooks.com/arti-
cles/21811

33 Policy Exchange’s Environment
and Energy Unit is currently ex-
amining the role of carbon taxa-
tion in more detail as part of a
report into cost-effective climate
change policy to be published in
summer 2010. There are a num-
ber of different possible designs
for such a tax beyond the one we
examine here. There are also a
number of ways of recycling the
revenue e.g. this could be made a
tax-neutral reform by combining
it with a reduced rate of employer
NICs for the firms paying the tax.

34 ...under the macroeconomic
model kindly supplied to us by
Oxford Economics. Details on the
Oxford Economics macroeco-
nomic forecasting model can be
found in Appendix A3.

3580x1.25=100
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Since the final real value of her consumption is unaffected by whether she pays
the £20 in the form of income tax or VAT, she clearly has no more incentive to
work when the tax comes out as VAT than when it comes out as income tax.

Box 4.1: Unearned income

Some readers may feel we have been a little too swift to simplify away the case of unearned
income. After all, a consumption tax applies to income that does not come from work such
as investment income or benefits —the idea is that a consumption tax applies over a broader
base. But a little thought shows that this is not right. For increasing taxes on investment in-
come either (a) reduces the labour income of active investors, and hence is a special case of
the argument in the main text; or (b) reduces income from savings. But if savings income in
the future is going to be less, then | must save more today to achieve the same amount of
consumption tomorrow, and the labour income | earn is worth less in terms of consumption
today and tomorrow. So with predictable consumption taxes, the argument above that con-
sumption and income taxes are broadly equivalent still applies. (Uncertain or volatile taxes
have slightly different effects — almost always worse than predictable taxes.)

As regards benefits, most benefit rates in the UK have been index-linked to prices
since the 1980s. Most are linked to the RPI or “Rossi” measure which excludes hous-
ing costs. A few are linked to earnings and only a few rates like earnings disregards are
not linked to inflation. This means that rises in VAT, compared to income tax, no longer
have the effect of reducing real benefit rates and increasing work incentives.

The other key potential difference arises if savings taxes are poorly structured so as to
constitute double taxation — in particular if the income out of which the savings arise is
taxed and then the income from the savings itself is also taxed. The tax structure that least
distorts behaviour (and hence least reduces advantageous economic growth) will avoid
double taxation — so, either there will be tax relief on savings or savings income will not
be taxed. Similar points arise with other tax reliefs such as tax relief on pensions (some-
what misleadingly described as a “subsidy” for pensions in the 2009 Budget). Insofar as
savings taxes generate double taxation distortions and hence result in under-saving,
consumption taxes will tend to be more efficient (and hence more growth-promoting) than
labour income taxes. This might be particularly relevant in situations of high inflation (as in
the 1970's) in which a large component of savings income is interest just to maintain the
real value of savings. Distortion will be lower when inflation is lower (as is the case today).

As noted above, insofar as savings tax reliefs do avoid double taxation, with the
consequence that income is taxed only in the period it is consumed (which is broadly
the case in the UK), then an “income tax” is what the academic literature regards as a
“consumption tax”. Hence much of the (particularly American) academic literature
concerning the merits of “consumption” versus “income” taxes is actually an argument

for an income tax of the UK form.

Matters may well be worse for VAT than this. Because there may be firms that try
to absorb some of the effects of the VAT rise — e.g. because they do not operate in
competitive markets, or because the firms concerned are in financial difficulties and
need to maintain turnover. Consequently, when the VAT is imposed, not all prices will
necessarily rise by the same amount. The imposition of VAT will tend to distort rela-
tive prices, re-directing economic activity inefficiently and thereby reducing growth.
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Further complexities arise because not all goods attract the same level of VAT —
e.g. some are subject to reduced rates of VAT, others are zero-rated, and some may
be VAT-exempt. Such complexities increase the extent to which rises in VAT
distort relative prices.

Of course, income taxes are also subject to complexities and income-tax-
free personal allowances and so on. And when labour markets involve
monopoly power (e.g. because of unionisation), then income tax rises and
falls may not be fully reflected in wage changes. So when, as in the 1970s,
rates of income were high, complexities excessive, and union power high,
whilst rates of VAT were low (so that the effects of distortions were small), the
trade-off may well have been favourable to increasing VAT and reducing
income tax.

But in current circumstances, when rates of income tax have become very
low and rates of VAT now approach the basic rate of income tax, and espe-
cially given the increase in monopoly power and the number of firms in
financial distress that both arise in recessions, it becomes much more likely
that the distortions to relative prices created by monopoly effects and finan-
cial distress interacting with VAT rises will dominate over income tax-related
distortions.

Economic theory suggests that it is therefore more likely that in current
circumstances it would be growth-promoting to increase the basic rate of income

tax and reduce VAT than the reverse.

Simulation results

To illustrate the impact of increasing VAT and reducing income tax, let us consider
what the Oxford Economics model forecasts would be the impact if VAT were raised
to 20% and income tax cut to 18%.

First let us see that this is indeed a broadly revenue-neutral change. That is
illustrated in Figure 4.1 where we see that, after 3 years, the fiscal balance is virtu-
ally the same under this structural reform — i.e. with VAT at 20% and the basic
rate of income tax 18% — as it would have been without the reform.

Figure 4.1: Impact on fiscal balance
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So, what is the impact on growth? This is illustrated in Figure 4.2. We see
that in the first few months there is a very slight rise in the growth rate under
this reform, but after about a year the growth rate with the higher rate of
VAT/lower rate of income tax falls noticeably below the unchanged policy
forecast and stays there until almost the end of the forecast horizon, eventu-
ally converging back (as one would expect from the underlying theory, since
we have argued that the long-term effects of VAT and income tax are the
same).

Figure 4.2: Impact on medium term growth rates
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The effects upon unemployment are fairly clear, as shown in 4.3. The period
of reduced growth leads to unemployment being higher, by about 100,000.

Figure 4.3 Impact on unemployment (‘000s)
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Our result here broadly matches the findings of other recent studies. Afonso &
Furceri (2008), for example, find that whilst indirect taxes (such as VAT) decrease
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growth (each additional percentage point of GDP taken in indirect taxes reducing
growth by 0.34-0.38 per cent), by contrast “direct taxes [such as income tax]...do
not seem to affect growth significantly”. It is worth noting that Afonso & Furceri’s
result might be affected by automatic wage indexing factors that we do not
discuss above — specifically, VAT rises may feed automatically into wages through
the bargaining process in a number of EU states. This may be less obviously appli-
cable to the UK. However, that the result appears in UK macroeconomic models,
also, suggests that it does not depend upon inapplicable labour market struc-
tures.3°

That much the dominant effect in our simulation is the negative effect on
growth of the VAT rise can be illustrated by considering that rise in isolation, as
in Figure 4.4 and 4.5.

Figure 4.4: Increase in VAT rate to 20%
A: Impact on medium-term growth rates
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Figure 4.5: Impact on unemployment (000’s)
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36 tis also worth noting that the
Afonso & Furceri result relates to

average tax rates, not marginal

rates.
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37 For more detail on this, see the

Policy Exchange paper, “Escaping

the Poverty Trap: How to help

people on benefits into work”,

March 2010.

Increased basic rate of income tax with increased personal
allowance

In essence, this reform would involve a return to a principle Geoffrey Howe argued
for as Chancellor, and away from the concept of the 1990s. The Howe concept
was that the best way to assist the poor in income tax terms was for them not to
pay any; this had the added benefit of reducing administrative costs since fewer
people needed to interact with the tax authorities at all. In contrast, under Major
and then Brown the idea arose that the poor could be assisted by the use of a “lower
rate” band below the basic rate.

Bodies such as the IFS criticised this line, pointing out that those that gained
the most from a lower rate band, relative to the raising of thresholds, were those
earning above the upper threshold of the band. Thus, for a given degree of finan-
cial support to the poor, the use of a lower rate band is much less efficient than a
raised threshold.

The issue here, however, is not the raising of thresholds versus a lower rate
band, nor, as such, the impact on the poor (though the impact on the poor may
itself have an impact on growth for reasons we shall explore below). Our inter-
est is in the impact on growth of rises in personal allowances versus rises in the
basic rate. An alternative way to consider the problem is: if taxes must rise, is it
worse for growth if those tax rises take the form of increases in the basic rate or
of reductions or freezes in the real value of personal allowances? (Note that,
when there is real wage growth, a freeze in the real value of personal allowances
means that the proportion of income covered by the allowance falls — this is part
of the process known as “fiscal drag™.)

To address this question, it is useful to divide up the impact between the differ-
ent types of income tax payers:

® Those paying no income tax previously are unaffected

® Those that earn less than the new higher personal allowance are clearly better
off — before they paid income tax and now they do not. Furthermore, small
increases in their salaries will not attract any income tax — we say that their
“marginal tax rate” is zero — whereas before the marginal income tax rate
would have been 20%. They may, however, receive benefits such as tax cred-
its that have tapers, meaning that their overall marginal tax rate is still positive
— indeed, for some of them it may still be rather high.3

® Those that earn just above the new higher personal allowance are financially
better off, because they gain from paying no tax on their income up to the
allowance and only pay the higher marginal rate on the small amount of
income they receive above the threshold. This higher marginal rate does,
however, mean that the marginal gain to them of increasing their incomes
(e.g. by working overtime) is reduced.

® Since the measure is neutral, and since there are gainers that no longer pay
income tax, then somewhere within the basic rate band there must be a
crossover point above which the higher rate paid on the earnings above the
higher threshold more-than-offsets the gains from the higher threshold.
Those with higher earnings than this who are still basic rate taxpayers are
worse off financially, and now also face a higher marginal rate of tax (so have

less incentive to increase their incomes).

48

policyexchange.org.uk



Fiscally Neutral Tax Reforms

® Finally, higher rate (and above) taxpayers will be worse off financially (since
they earn above the cross-over point that must lie within the basic rate band)
but there is no effect upon their marginal incentive to earn (the higher rate is
not changed).

The effects here are clearly complex. What the overall effect is upon growth would

seem to turn on a combination of three points:

1. whether the positive incentives for the lowest-paid — the 20% tax cut for
them — outweigh the negative incentive effects for the middle earners;

2. how significant is the reduction in spending costs as a consequence of not
needing to assess the lowest-paid for income tax and because of reduced
means-tested benefits bills (means tests are typically based on post-tax
income);

3. what the interaction is between reductions in the marginal rate of tax and the
taper rates of benefits.

Given that the lowest-paid experience the largest marginal impacts (a reduction in
the marginal rate of 20%) and that the lowest-paid often face the highest effective
marginal tax rates anyway (because of the effects of benefit tapers), it might be
natural to assume that the positive growth effects from more work by the lower
paid would predominate. However, since it is benefit tapers that are the key de-
terminant of effective marginal tax rates for many of the lower-paid, the incentive
effects might be muted unless the meas-

ure were accompanied by benefits re-

forms that fall outside the scope of our If taxes must rise, is it worse for growth if

analysis here.
Even a brief analysis of the likely

those tax rises take the form of increases in the

effects on people both affected by the ~ basic rate or of reductions or freezes in the real

social security and the tax systems
shows how an increase in the financial
incentives to work provided by an
increase in the income tax threshold would be partially offset by the withdrawal
of benefits. For example, a person under 25 years of age working 30 hours per
week at the National Minimum Wage and not claiming any benefits might see an
increase in income of up to £17 per week, i.e. they would be allowed to keep
more of the £5.80 per hour that they are earning. But once we look at examples
of people who have been claiming benefits and have decided to work — thus
giving up some of their earnings in lost income from benefits — the effect on
incentives is weakened.

A lone mother with two children would, for example, see her Housing Benefit
claim reduced as her income from work is boosted by the increase in the income
tax threshold. This is because Housing Benefit is withdrawn by 60p for every £1
earned. On top of this her likely extra money from tax credits would also be
reduced as 39p is withdrawn on every £1 earned. In short, depending on the
person in question, the incentive effects of an expansion of gross earnings as a result
of an increase in the income tax threshold could be reduced by anything from 39%
to 60%.

value of personal allowances?
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38 Office for National Statistics,
The Effects of Taxes and Benefits
on Household Income, 2006/07,
Office for National Statistics, 2008

39 For more details see Pis-
sarides, Christopher,“The impact
of employment tax cuts on unem-
ployment and wages: The role of
unemployment benefits and tax
structure”, European Economic
Review 24.1 (1998) — There is evi-
dence that high labour taxes at
the lower end of the earnings dis-
tribution price low-skilled, low-
productivity workers out of work,
especially when these taxes inter-
act with relatively high (statutory
or contractual) minimum wages,
since this limits the possibility of
increases in non-labour costs
being passed onto lower net
wages

Having at least a small increase in the amount of money that people are
allowed to keep would, though, be likely to reduce some of the administration
costs in the tax and benefits system. A household with an income of £25,231
in 2006/07 receiving £2,073 in cash benefits, for example, would have paid
out £5,900 in direct taxes (income tax and National Insurance contributions).
In other words, the household is receiving around a third of its tax payments
back again in benefits. By lessening the extent to which the government has to
manage this circular movement of money, we would expect it to save some
money.3®

It is thus unclear what the net effects on growth would be of such a meas-
ure. This in itself is an interesting conclusion as, other things equal, policy
makers might want to pursue such a change for other reasons, for example
considerations about equity. However, it may be of interest to note that, in our
models, increasing the basic rate of income tax to 25% is broadly fiscally
equivalent to an increase in personal allowance to £10,000, as a percentage of
GDP. And much of the economic effect would come from factors which we
have discussed but not modelled here.

Increased basic rate of income tax rate, reduced
employers’ NIC

In some high unemployment countries there have been calls for reducing the tax
burden on labour, especially employer payroll taxes where the link to jobs is most
direct, in order to help alleviate the unemployment problem. There have been pro-
posals to fund such labour-tax reductions via increases in allegedly less distor-
tionary taxes, notably value added taxes or green taxes, though some have also
argued for a higher basic rate of income tax.

Taxes on labour such as personal income taxes and employers’ and employ-
ees’ social security contributions can potentially have adverse effects on labour
utilisation by affecting both labour supply and labour demand. Labour taxes
affect labour supply through both the decision to work (economists refer to
this as the “extensive margin”) and average hours worked (this is called the
“intensive margin”). A decrease in labour taxes can have two effects. First
there is a “substitution effect”, whereby people substitute more labour for less
leisure because when income taxes are lower each additional hour worked
produces relatively more consumption. Second, there is an “income effect”,
whereby when taxes are lower, post-tax income is higher, so people may not
work as much. Since these effects work in opposite directions, the net effect
on labour supply is an empirical issue. Labour taxes also influence firms’ cost
of labour especially when the tax burden cannot be shifted on to lower net
wages. In this case, lower taxes bring down labour costs and firms respond by
increasing labour demand.** In equilibrium, employment and average hours
worked can, therefore, be affected by changes in personal income taxes and
contributions.

It has been argued that social security contributions have a smaller impact
on labour supply than other taxes because the eventual social benefits that
workers receive are related to the amount of contributions that they have paid

— making them less like a tax. However, in many countries there is only a
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loose relationship between the amount of social security contributions paid
and the amount of benefits received (particularly in the UK, which has effec-
tively abandoned the contributory principle). A recent OECD working paper
finds only weak evidence that the employees’ social security contributions
have less of an impact than personal income taxes in terms of reducing GDP
per capita.*® One reason for the difficulty to identify such differential effects
in the data could be that the relationship between the contributions and bene-
fits vary widely across the OECD.*' Repeated reforms in social security
schemes have sometimes made the link between contributions and benefits
even less evident, increasing the tax character of the contributions, weakening
this argument.*> And on the other hand, as we have quoted earlier, a recent
study finds that a one percent increase in social security contributions lowers
growth for the EU by 0.27 percentage points — much more than the impact of
income taxes.

Labour taxes, as has been stated already, can also affect the relative price of capi-
tal and labour, and this could lead to a reallocation of inputs within and between
firms and/or industries that could have transitional growth affects. For instance
a change in the relative factor price could lead to less usage of one of the produc-
tion inputs (or both) in a firm or industry. It is possible that all inputs not used
in this firm or industry are either re-allocated to other less productive firms or not
used at all, and in so doing, lowering the efficiency in the use of the production
inputs. This could amount to a lowered total factor productivity growth (TFP).*
New empirical results based on industry level data for a subset of OECD countries,
find some evidence that employer and employee social security contributions
negatively influence TFP

Empirical and simulation evidence from the 2007 reassessment of the OECD
Jobs Strategy explored the direct impact of taxation and possible interactions
between taxation and other policies on employment and unemployment (the
extensive margin of labour supply). After controlling for other policies (e.g.
product market regulations, employment protection legislation, union density
and corporatism, childcare and leave weeks) the tax wedge between labour
cost and take-home pay is found to have a negative effect on the employment
rate: according to the results from the baseline specification, in the study a
ten-percentage-points reduction of the tax wedge in an average OECD country
would increase the employment rate by 3.7 percentage points.** Furthermore,
tax incentives for second-earners to start working, either full or part-time, are
also found to have a significant impact on prime-age female employment
rates.

It is also possible that labour taxes influence foreign direct investment
adversely by increasing labour costs in the host country. For instance, recent
studies have found that the impact on FDI of labour taxes is generally larger
than that of cross-border effective corporate tax rates.** This can hinder tech-
nology transfers and spill-over of best practices from multinational to domestic
firms, reducing TFP

Regarding the relative effects upon economic growth of income taxes and
NICs, Afonso & Fuceri (2008) find that whilst income taxes have no measurable
effects upon economic growth, reducing social security contributions will

increase growth.

40 “Tax and Economic Growth”,
OECD Economics Department
Working Paper 28 (2008).

41 Attempts have been made to
empirically assess the effect of so-
cial security contributions on GDP
per capita by splitting personal in-
come taxes into social security
contributions and other personal
income taxes. In some of these
regressions, there was some indi-
cation that social security contri-
butions are less harmful to GDP
per capita than personal income
taxes, with this difference being
primarily driven by the less ad-
verse effects of social security
contributions levied on employ-
ees. Although these findings
were significant in some specifica-
tions, they were not robust to
slight changes in the sample or
year coverage, or to minor redefi-
nitions of the indicators.

42 Meghir, Costas and David
Phillips, “Labour supply and
taxes”, IFS Working Paper
WP08/04 (2008).

43 Total factor productivity meas-
ures the change in output that
cannot be accounted for by a
change in inputs and is thus a
measure of how efficiently the in-
puts are used.

44 “OECD Jobs Strategy: Lessons
from a decade’s experience”,
OECD Economics Department
Working Paper, CPE/WP1(06)1,
(2005).

45 Hajkova, Dana et al. “Taxation
and Business Environment Drivers
of Foreign Direct Investment in
OECD Countries”, OECD Economic
Studies No.43/2 (2006) — The ef-
fect of FDI of a one standard devi-
ation change in the tax wedge on
labour income is around ten
times larger than the effect of a
similar change in the marginal
and average cross-border effec-
tive tax rate.
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In the Oxford Economics model, labour income taxes affect wages fairly directly
— as income taxes are increased there is upward pressure on wages. The implica-
tion is that changes to income tax have relatively little impact upon employment
levels — worker welfare falls and worker consumption falls, so there is an indirect
impact upon employment, but this is limited. In contrast, employer NIC contribu-
tions in this model affect firm profitability directly, but have no direct impact upon
wages. So reductions in NICs straightforwardly increase the profitability to firms of
using labour, and the amount of labour hired increases materially. This mechanism
might be thought of particular relevance in circumstances where the wage rises are
already very low (perhaps there may even be wage cuts). Under such circumstances
it might be particularly difficult for employers to cut wages further in response to
employer NICs rise, and so the key effect might be raised costs of employment
resulting in greater unemployment as per the Oxford Economics model. The net
effect is that cuts in employer NICs paid for by rises in income tax tend to promote
growth. These effects can be seen in figures below.

Figure 4.6: Impact on growth rates
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Figure 4.8: Impact on fiscal balance as a % of GDP
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Increased VAT, reduced employers’ NIC

Economists have often recommended that in order to alleviate unemployment so-
cial security contributions should be reduced. One popularly discussed option for
covering the revenue shortfall would be a rise in the VAT rate. As stated earlier, so-
cial security contributions drive a wedge between labour costs and disposable in-
come. Indeed, within continental Europe their increase over recent decades has
been suggested as one contributing factor towards rising unemployment.

One theoretical account of why this might be is that of so-called “efficiency
wages”. According to this idea, managers have an incentive to pay their employ-
ees more than the minimum required to attract them to work for the company,
because such excess payments increase their productivity (making them value
being in employment more, striving to work hard to secure it).

The question of how a reduction in social security contributions, funded by an
increase in VAT, should be expected to affect growth has previously been studied
using an efficiency wage-based model. The finding was that employment and
growth increase if VAT rises are not completely absorbed into rises in consumer
prices.*¢ Other studies have found that a shift from payroll taxes to VAT might
reduce unemployment if benefits are not taxed.*” The reason for this is that, in
these models, VAT is assumed not to affect the difference between the value of
working income and out-of-work benefits, and hence does not affect the incen-
tive to find work.

The employment effects of tax policy will depend upon the impact of tax and
price changes on whatever income is available to non-workers (e.g. benefits or
savings income). Since prices might change with variations in the VAT, this may
affect unemployment and growth as well. Moreover, it is plausible that the employ-
ment effects of restructuring labour taxation depend upon whether unemployment
benefits take the form of replacing a percentage of in-work income or income suffi-
cient to deliver a threshold minimum level of consumption.*

Broadly, in an efficiency wage setting, an increase in employers’ NIC would

increase the costs to firms of workers, meaning that firms hire fewer workers,

46 Goerke, Laszlo, “Value added
Tax versus Social Security Contri-

butions”, IZA Discussion Paper Se-

ries 55 (1999)

47 See Hoon, Hian Teck and Ed-
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increasing unemployment. This greater unemployment would put downward
pressure on wages. But in the efficiency wage model, lower wages mean lower
worker productivity (as explained above — with lower wages, workers will be less
nervous of the risk of becoming unemployed, and so be less diligent in conse-
quence). Conversely, a reduction in employers’ NIC would have the opposite
effect — increasing employment (reducing unemployment) and increasing
productivity.

Let us now turn to considering VAT. At first sight, it might seem that VAT should
have little impact on employment, because in competitive product markets a rise
in VAT will simply lead to an equivalent rise in retail prices (the VAT rise is “passed
on” to consumers), so from the firm’s point of view although its costs rise, its
prices rise by an exactly equivalent amount, so its willingness to hire labour
would be unaffected.

However, matters do not quite stop there. The idea above was that, at higher
prices, although in competitive product markets, since everyone is raising their
prices by the same amount, consumers will not switch to other suppliers.
Furthermore, if VAT applies to most products, prices of other products will
increase, also, so even the incentive to switch between products at higher prices
is limited. But if all prices rise, then, if their wages and savings stay the same in
cash terms, consumers will have less aggregate resources available to purchase
products. Putting matters more straightforwardly, if aggregate prices are higher
then aggregate demand will fall. Since aggregate demand is lower, firms will not
be producing so much, so their demand for labour will fall.

At the same time, consumers are unlikely to be content to be able to buy less
at the higher aggregate price level. They may respond by either increasing their
leisure (it become less attractive to work if the real value of work is reduced) or
demand higher wages. If workers choose more leisure, then employment falls. If
workers secure higher wages, then costs to firms rise and so demand for labour
falls. Thus, even if VAT is perfectly reflected in consumer prices, it still may lead
to a reduction in employment.

However, it can be seen from the chain of reasoning above that the process by
which VAT tends to reduce unemployment is more circuitous, and it is natural to
suppose that the more direct impacts of employers’ NICs (increased costs of
employing workers leading to fewer workers being employed) will typically be
greater.

Simulation results

Here we run an increase of 1p in the standard rate of VAT, and reduce employers’
NIC by 1p on Oxford Economics’ model. We can see that the economy grows at a
greater rate than it would have before the structural change in tax policy intro-
duced in the model. In the model a change in the VAT rate directly affects firm
profits, and the price level in the economy. An increase in VAT will lower firm prof-
its, having an effect on private sector investment and employment, and decreasing
GDP levels. However this effect is offset by the large increase in growth due to the
reduction in employers’ NIC. We have already stated that the magnitude of the in-
crease in growth and decrease in unemployment is implausible, though we do ex-
pect the trend to be similar, i.e. a reduction in employers’ NIC would be growth
and employment enhancing.
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Figure 4.9: Impact on growth rates
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The tax reform is broadly fiscally neutral, though in the long run this revenue

begins to rise as the economy grows and the tax base increases.

Figure 4.11: Impact on fiscal balance as a % of GDP
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Reduced savings taxes relative to other taxes
As can be seen in Figure 4.12, the savings rate in the UK fell markedly during
the 1990s and 2000s, to levels not seen since the late 1950s. There was con-
siderable debate about why, with many commentators considering the fall in
the savings ratio the natural pair of the rise in house prices (households were
effectively saving through the rise in their housing wealth). Related to this was
the idea that the fall in the savings ratio and the rise in house prices were both
symptoms of changed (and more optimistic) future expectations for consumers
— if their future wage growth was going to be higher then they would smooth
their consumption better by borrowing more today and paying the debts back
later once their wages had grown; similarly, if their work prospects were more
secure (less chance of unemployment) then they needed less in the way of cash
savings to secure them through low-income periods (e.g. associated with job-
lessness).

Others attribute the fall to regulatory and tax policies alleged to disincentivise
savings. This led to a further debate about potential changes to savings taxation
that might encourage savings — proposals that extended even into 2009.

Figure 4.12: UK savings ratio
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Source: Economic and Labour Market Review, January 2010, Table 1.07, http://www.statistics.gov.uk/elmr/01_10/downloads/
Table1_07.xls

Effects of increased savings upon growth

A natural first thought is that taxes upon savings reduce growth more than do other
types of taxes (such as taxes on income or consumption) because savings taxes re-
duce the return from setting money aside that is invested, and so lead to less ac-
cumulation of capital and less long-term growth.

As with most categories of taxation, however, the picture is much less clear.
For taxing consumption, for example, reduces the amount household’s
purchase, and so reduce the profitability of businesses. But if businesses are less
profitable, then the returns from investment are less, so the incentive to invest

is reduced.
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Empirical Evidence and Simulations

There is a fairly well-established research literature examining the effects of savings
taxation upon economic growth. During the 1980s and 1990s there was much
focus on this question in the context of the standard neoclassical economic growth
models. The results appeared to be fairly unequivocal in contending that, as mat-
ter stood at that time, long-term sustainable economic growth would be promoted
by increasing the level of savings through reducing taxes (see Box 4.4 for more de-
tails).

The level of saving determines the capital that is available for investment. It
follows from this that the rate of growth can be increased by a policy that
raises the level of saving. Such a policy will only be successful if the level of
saving is responsive to the changes in
the net interest rate. This reasoning

provided the motivation for numer- The level of saving determines the capital

ous studies of the interest elasticity of

saving.

that is available for investment. It follows

The first major contribution to this  from this that the rate of growth can be

literature was Boskin (1978) who
estimated an aggregate consumption
function on US data for the period of saving

1929 — 69. The estimated range of

the elasticity was between 0.3 and

0.6, with the preferred estimate being 0.4. This value was much larger than
the consensus of opinion from earlier estimates. The key feature of this work
was the construction of an expected interest rate based on previous values of
the interest rate (using an autoregressive process). Howry and Hyman modi-
fied this approach by using the actual interest rate and adding lagged
unemployment at a explanatory variable. Their result was that the interest rate
had virtually no effect on consumption. The estimated value of the elasticity
was then increased by the work of Summers (1982) who found the size of
the elasticity to a value possibly in excess of 1.

A more recent analysis of the effect of taxation upon the aggregate household
savings rate is provided by the OECD.*® The paper uses data from 21 OECD
countries over the time period 1970 — 1994. This data includes the saving rate
plus the revenue for a number of countries over the time period 1970 — 1994.
This data includes the saving rate, plus the revenue for a number of taxes as a
proportion of GDP. The econometric results are obtained by regressing the
saving rate on various combinations of the tax variables.®! In every case the
coefficients on the tax variables are negative and, in almost all cases, significant.
This is claimed to be evidence that taxes impact upon savings. It should be
noted that whereas the regressions do establish a strong correlation, they do not
prove causality. For example, some countries could have high taxes in order to
finance generous state pensions. The provision of generous pensions would
reduce the need to save for retirement, hence causing a negative correlation
between tax rates and saving.

The nature of the analysis of taxation and savings has now changed. This
reflected a move from the estimation of aggregate consumption functions on long
time series to the study of the consequences of policy changes.

increased by a policy that raises the level

49 For more detail, see Summers,

Lawrence H. “Tax Policy and the
Return to Savings.” NBER Working

Paper Series 995 (1982).

50 For more details, see Tanzi,

Vito and Howell H. Zee, “Taxation

and the Household Saving Rate:

Evidence from OECD countries”,
IMF Working Paper, WP/98/36

(1998).

51 Results are presented for lev-

els, logs and first differences.

policyexchange.org.uk

57



Taxation, Growth and Employment

Box 4.2: Effect of Savings on Growth in a Neoclassical model

In 'A new view of economic growth', Maurice Scott (1991) finds that average growth
rates were 0.6 percent less due to taxation on savings. The substitution of expenditure
taxes for income taxes has been advocated by various writers, and this would exempt
savings from tax, while still leaving labour and business consumption taxed. In the Scott
framework, the increase in growth obtained by eliminating the tax on savings would
not be quite as much as the 0.6 per cent per annum if this were the only change made.
If the tax on savings alone were eliminated, according to a standard neoclassical growth
model the increase in the growth rate would be around 1/2 per cent per annum in both
the UK and the USA. This requires an increase in the share of investment of 5 percent-
age points, which would be accompanied by a rise in the (pre-tax) share of wages of
about 3 percentage points and, of course, by an increase in the rate of growth of real
wages per worker of about 1/2 per cent per annum. Even if all the tax on savings were
transferred to labour, and even if one ignores the benefit resulting from the faster grow-
ing government expenditure made possible if tax revenues share in the general growth,
labour's wealth would be substantially increased, as would that of entrepreneurs. These
estimates of the benefits flowing from the replacement of taxes on savings by taxes on
labour are considerably larger than those made by some earlier writers.

Reviewing this work in the context of a life-cycle savings model, King concluded that
the optimality of an expenditure tax (i.e. a system that did not tax saving) depended
sensitively on the parameters of the model, about which little firm information was
available. It was difficult to argue strongly for either an income tax or an expenditure
tax on efficiency grounds, and the main argument in favour of the latter was that given
in the Meade Report (Institute for Fiscal Studies, 1978) that it represents the only prac-
ticable alternative to an unworkable distinction between capital and income. To
bolster this argument the Meade Committee has drawn attention to the enormous
range of effective tax rates on capital income according to the type of asset and finan-
cial medium through which savings are channelled'.

The existence of this “enormous range” was further documented in King and Fullerton
(1984). While agreeing that its removal, and the resultant simplification of the tax
system, and its inflation-proofing, constitute powerful arguments for expenditure taxa-
tion, Scott (1991) maintains that there are likely to be substantial benefits to growth as
well. King's life-cycle model makes it uncertain whether the rate of saving will rise or fall
when taxes on savings are reduced. This perhaps is due to the fact that King's growth

model makes the rate of growth in the long run independent of the rate of investment.

Outlook for savings in the UK

As can be seen in Figure 4.12, the savings ratio rose markedly during the recessions
of the 1970s and early 1980s, and again during the recession of the early 1990s.
There are several reasons for this:

® Households may save against the risk that they experience unemployment in
a period when unemployment is rising.

® The recession may cause households to become more pessimistic about their
future wage growth prospects. This might increase the savings ratio in two
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ways. First of all, the economy’s optimal long-term level of indebtedness will
fall if the growth rate is lower. Secondly, if this renewed pessimism follows a
recent period of optimism to which the economy was still adjusting, house-
holds may shift quite dramatically from a period of unusually low savings to
a position of unusually high savings, as they try to unwind their previous
erTors.

® The early part of recessions might be periods of relatively high real interest
rates, as either (a) the recession arises partly as a by-product of tight mone-
tary policy intended to counter inflation; (b) the recession arises partly as a
by-product of tight monetary policy intended to counter a dangerous boom;
(c) the recession arises following a financial market crisis that leads to sudden
deflationary pressures and hence a rise in real interest rates for any given
nominal interest rate (with enough deflation, real interest rates might even
become high if nominal interest rates are zero). When real interest rates are
high, it becomes more attractive to save and less attractive to borrow to

consume.

Evidence from past recessions associated with banking crises; in particular, sug-
gest that protracted periods of high savings are often the result.

We see that the recent movements in the savings ratio are quite noteworthy.
In the first quarter of 2008 (the final period of growth before the recession
began), the savings ratio actually went negative. This was a period of relatively
rapid rises in household costs, as oil prices soared towards $150 per barrel.
Presumably households either did not anticipate such high costs persisting (and
hence responded rationally, by borrowing their way through the temporary cost
shock) or were unable to reduce their consumption rapidly enough to respond.
The savings ratio then began to rise very rapidly, going up by the third quarter
of 2009 by 9.3 percentage points in six quarters and seeming likely to rise
further. The previous most rapid rise in such a short period was the 6.8
percentage points between the second quarter of 1979 and the fourth quarter
of 1980.

Such a rapid rise in savings is, of course, incompatible with rapid rises in
consumption unless wage growth is already high. (Wage growth had fallen to
just 1.5% over the three month period August to October 2009.) It thus might
seem economically unattractive, as without consumption growth wider economy
recovery is unlikely to be rapid. On the other hand, insofar as a rise in the savings
ratio reflects well-informed and reasonable expectations about future wage
growth and employment prospects, then a rise in the savings ratio is in the best
interests of consumers. Furthermore, a rise in the savings ratio may allow
consumers to rebuild their balance sheets, reducing their indebtedness. If there
is the risk of future financing challenges — e.g. a significant rise in interest rates
— then it will be economically prudent for households to be saving. It would not
be good policy to encourage households to take on additional debts or to avoid
paying debts down during a period of extremely low interest rates if the conse-
quence were that when interest rise again (as they must), consumers struggled to
service their debts.

Policy Exchange has modelled how much further deleveraging should be
expected from the position at late 2009.°? The results can be seen in Table 4.1.

52 The model employs very

strong assumptions to generate

its result:

® The economy consists purely
of workers, each of whom
works for exactly forty years
and then dies

® Each worker consumes her en-
tire lifetime’s wage-earnings
precisely over her lifetime

® Consumption smoothing is
total, and there is no discount-
ing

® Every two years, five percent
of workers die and are re-
placed by new workers

® The stock of capital is con-
stant, but the effectiveness
with which it is used increases
over time (this is the source of
wage growth)

The key driver of changes to in-
debtedness in this model is
changes in expectations of future
wage growth. An alternative ap-
proach would consider changes in
expectations of the real interest
rate.
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53 Under a dividend exemption
system, foreign income can be
repatriated tax free (or perhaps
experiencing only a relative low
withholding tax) and therefore
only (mainly) bears tax once on
distribution to the individual
shareholder. Similarly, if there is a
“substantial shareholding exemp-
tion” there may be some scope
for retaining earnings and thereby
avoiding immediate tax on gain.

Table 4.1: Results of Policy Exchange model of savings

Optimal indebtedness... Absolute Index
Wage growth = 2% 137% 100

Wage growth = 3% 212% 155

Wage growth = 2.5% 174% 127

Contraction in consumption vs. planned -5%

(Actual increase, 2000-2007) 158

Approximate position so far 141

Source: Policy Exchange

What the table says is that, according to our model, one would expect households
to take on a little more than one and half times (1.55 times) as much debt if they
believe their wages will rise at 3% over their lifetimes as if they believe their wages
will rise about 2%. If they subsequently downgrade their wage expectations over their
lifetimes, that would be expected to result in indebtedness falling by a little under 20%
(from 1.55 times the level when wage expectations were for 2% growth to just 1.27
times). This would result in a contraction in consumption of about 5% (of around
the order of magnitude of the recession. Actual indebtedness rose by 1.58 times from
2000-2007 (suggesting that the 2% to 3% scale-up is about the right order of magni-
tude) and has now fallen back to about 1.41 times its 2000 level relative to income.
This means that a little more than half of the deleveraging required is already in place,
so there should be quite substantial deleveraging yet to come.

Thus, although it seems unlikely that a key policy question over the next few
years will be how to encourage more savings (policymakers are likely to become
worried, shortly, about whether households are over-saving), it is by no means
obvious that absolutely any measure that encourages additional saving should be
avoided — as yet, there is still additional deleveraging to do.

Furthermore, we find no clear effect of narrowly defined savings taxes on the
overall rate of saving on savings rates. While regressions of the kind carried out
by the OECD establish correlation, they do not establish causation. Interestingly,
as we discuss below, other tax reforms which are not specifically aimed at affect-
ing the savings rate (like changes to ‘Advanced Corporation Tax’) may have an
effect on the savings rate.

Increased tax on debt interest, reduced corporation tax
Commentators typically distinguish between two main forms of system for cor-
porate taxation. In a “classical” corporate tax system, company profits are subject
to corporation tax, and those that receive dividends paid out of those profits are ad-
ditionally subject to income tax at their own marginal rates. This means that, apart
from shareholders that are not subject to income tax (e.g. pension funds) and per-
haps also apart from multinationals under a dividend exemption system®?, divi-
dends are subject to a form of double taxation.

In contrast, under an “imputation” corporate tax system, the double taxation is
removed — for example, because those paying income tax may be entitled to
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claim back corporation tax paid. Until the late 1990s, the UK employed a form
of partial imputation. Corporation tax was paid on all profits, but when receiv-
ing their dividends, shareholders were allowed to assume that basic rate income
tax had already been paid on their dividends. The specific mechanism for achiev-
ing this was the “advance corporation tax” (ACT) regime.

Under the ACT system, companies paying dividends made an advance payment
of tax. In general this payment meant that the recipient of the dividend was
considered to have already paid basic rate tax on their dividend income. Dividend
recipients that would not pay income tax on the dividend income (in particular,
pension funds) were entitled to claim back the excess amount paid. Firms were
entitled to offset their ACT payments against standard corporation tax. If their
standard corporation tax obligations were not large enough to allow offsetting,
they were said to have “surplus” ACT and were entitled to offset this surplus
against standard corporation tax obligations for later periods (up to six years).

Up to 1993 the rate of income tax rate payable on dividends was the same as that
on any other form of income, with the ACT rate being adjusted to keep it in line with
the basic rate of income tax. Then, in 1993, the ACT rate was cut to 22.5%, whilst
at the same time the rate of income tax payable on dividends went to 20%, a differ-
ent rate, for the first time, from that payable on other income (25%). The tax relief
that could be claimed was tied to the 20% rate rather than the ACT rate meaning that
non-taxpayers could no longer reclaim the full amount of the ACT paid.

In the late 1990s, certain economists and policy-makers had developed the
view that the UK tended to under-invest. It was noted that the pension funds, as
non-income-tax payers now paid no tax on their dividends. The implication was
that profits reinvested into businesses were subject to corporation tax whilst those
distributed to shareholding pension funds were not taxed. It was alleged that this
led to an over-emphasis on short-term profits and the paying out of dividends at
the expense of longer-term investment.

In 1997 the tax relief for non-taxpayers (except charities and PEPs) was
scrapped completely, though 10% tax relief on dividends continued. This had a
particular impact on pension funds which were no longer able to reclaim any of
the money taxed as ACT from their dividend income.

This reform may have tended to equalise incentives to distribute profits as divi-
dends as opposed to reinvesting, but the component of profits distributed as
interest income were claimable as a company cost and hence offset against corpo-
ration tax. The consequence was the increased neutrality between reinvesting
profits in a company and distributing them as dividends came at the price of
increased tax incentives to invest in companies in the form of debt rather than
equity. Moreover, it should be noted that it is by no means obvious that this affects
aggregate investment, especially in a global capital market — for example, the
marginal investor might be a US pension fund for which UK taxes are irrelevant.

It is interesting to reflect upon to what extent it is really a problem whether
companies have tax incentives to distribute as opposed to reinvesting profits. From
the investor point of view, the key impact will be an incentive to vote for profits to
be paid as dividends rather than reinvested within the company, and then to invest
those dividend payments in new companies. When these investments in these new
companies yield profits, the incentive is again to distribute these profits as dividends

and invest in another new company rather than reinvest into the same company.
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54 We note in passing a complica-
tion arising in the above reason-
ing. It does not of course follow
automatically that a smaller num-
ber of firms means less effective
competition. Two large firms
might compete very intensively
against one another, achieving a
fully competitive outcome. In-
deed, if entry into an industry is
easy enough and threats of entry
are credible (i.e. if the market is
“contestable”), then the fully
competitive outcome can even be
achieved with just one firm. But
we shall assume this important
caveat away in what follows.

55 As noted above, in terms of
particular forms of capital — such
as that internationally invested —
this is not so clear as is some-
times assumed.

56 To paraphrase one of the
favourite illustrations of Merton
Miller, who co-authored the
Modigliani-Miller theorem, no
matter how many pieces you
carve the pizza into and to whom
you give those pieces, the total
amount of pizza there is the

same.

57 This is not, of course, to en-
dorse any and every level of gear-
ing for private equity. Neither is it
to comment on wider issues re-
garding the tax treatment of pri-
vate equity, such as whether
treating carried interest as capital
gain rather than income is a form
of tax forbearance. It is simply to
note that, ceteris paribus, theory
would suggest that private equity
will be associated with higher lev-
els of efficient gearing than pub-
licly listed equity.

Consequently, if we believe that enhancing or maintaining competition is rela-
tively unimportant versus ensuring that investment exploits economies of scale,
we will be concerned if there are tax incentives working against firms growing
(by reinvesting profits) but in favour of new firms arising. In contrast, if we are
relatively unconcerned about economies of scale but interested in maximising
competition and the arising of new firms, or if we believe that there is a natural
tendency amongst firms towards damaging increases in market power, we may
favour profits being distributed over being recycled.>*

The effect of the current tax treatment of debt

It is also interesting to reflect upon the implications of the tax favouring of debt
over equity. Both debt and equity are integral parts of a capitalist system and have
their desirable features. But if the tax system favours debt**, there will be an in-
centive on firms to use higher levels of debt in their capital structures.

It is often casually assumed that if high levels of debt are used, then an economy
becomes more risky. This is a much less straightforward proposition than is usually
assumed. A key insight of modern finance theory is that the riskiness of a financial
asset is given by the real volatility in costs and revenues of the underlying real asset.
Unless it affects the management of the underlying real assets (and hence the real
returns and volatility in those returns), all that the capital structure does is to distrib-
ute the returns from the real assets between different financial claimants.®® One
standard thought is that equity provides a more direct form of monitoring of
management than does debt, and that this may be a determinant of the degree of
leverage (ceteris paribus, when the value of monitoring is higher, the leverage will
be lower). An interesting corollary is that, when the nature of equity is different
(e.g., when the form that equity takes intrinsically involves a more intimate relation-
ship between shareholders and management, as is the case, for example, with private
equity as opposed to, say, listed shares) that may have an effect on the efficient degree
of leverage (e.g, theory would predict that when there is private equity, the econom-
ically efficient level of leverage will be higher than when there are listed shares®).

The implication, then is that, from the point of view of the individual company,
risk is merely re-allocated (rather than increased or decreased simpliciter) through
increased leverage. However, such re-allocation could potentially come with its
own implications. For, of course, increased leverage does increase the risk on debt
(i.e., increases the risk of default on debts). And an argument could be offered
that when there is more debt overall, the risk of discontinuities in returns (non-
smooth adjustments, potentially involving transitional costs and unemployment)
might be greater, because debt is intrinsically subject to less smoothness in its
returns — either returns are constant, or there is default. If debt is bearing more
risk, equity (which has a smoother returns profile, albeit with greater volatility
and greater risk) is bearing less risk than it would otherwise. (This must be so,
since the total risk is unchanged, ceteris paribus.) It might be argued that, therefore,
if debt bears more risk then, even if overall risk is unchanged, the likelihood is
increased that downside events will not be able to be absorbed smoothly, but will
instead result in crises, transitional costs, and unemployment.

It is not, however, obvious that the above argument really goes through as writ-
ten. For it is not abnormal for debts to be renegotiated when companies might
otherwise default, particularly during significant recessions. This reduces the
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discontinuity of returns. It is simply naive to imagine that the only alternative to
debts being serviced as originally promised is for there to be total default and
lengthy liquidation. It also should be noted that, even if the structure of capital
taxation does tend to encourage debt, few studies suggest that this tax-related
incentive was a significant factor in the build-up to the Credit Crunch.

Despite the difficulties in accounting for precisely why, let us assume for our
purpose here that if leverage is higher then, indeed, risk-taking increases and hence
economic volatility is increased. And let us, for the sake of the discussion, also
assume that tax incentives to employ debt might in principle make some contribu-
tion to excessive leverage (albeit probably not a dominant role). Because there is
more risk-taking, economic growth will be higher, also. It is crucial to note that the
overall result is unattractive from a welfare point of view. In any economy, there is
a trade-off between reducing volatility and maximising growth. The risk-taking that
promotes growth also, intrinsically and by its very nature, also increases volatility.
Since volatility is socially damaging — leading to unemployment, for example —
the volatility/growth trade-off that maximises growth with maximum volatility is
unlikely to be optimal from a social welfare point of view.

This is not completely obvious, though, and in any event another factor might
intervene. Taken to the extreme you might argue that at some point, volatility
might be so high that normal economic processes might break down and social
order might be materially threatened. Perhaps more realistically, if the political
system allows it, excessively high volatility might lead to enough of the popula-
tion suffering that they vote for intervention, so that even if the gains of the
gainers from high volatility would more-than-offset the losses of the losers, in
practice these very high-growth/very high-volatility policies are not feasible.

We thus might be searching not for either the highest level of growth possible
or the socially optimal trade-off between growth and volatility according to stan-
dard models but, rather, the highest level of growth compatible with the political
system tolerating the volatility implied.

Furthermore, the above discussion of a trade-off between greater growth and
more volatility implicitly assumes that the policy response to recessions will be
efficient. However, experience suggests that recessions lead to many economi-
cally inefficient policy responses. Amongst many others these might include:

® taxes imposed upon the prudent to subsidise the mistaken decisions of those
that took risks that would have gone bad without intervention
® interventions in particular sectors, distorting the functioning of the price mechanism

Consequently, it is likely that excessive volatility itself tends to reduce long-term
economic growth.

The upshot of the discussion above is that a reform that increased the taxation
of debt interest relative to dividend taxes, perhaps reducing the corporation tax
rate at the same time, might be expected to have some of the following effects:

® Reduced volatility in growth (as risk-taking is lower)

® Reduced growth (as risk-taking is lower) if policy responses to recessions are
excellent or increased growth in the perhaps-more-plausible case that policy
responses to recessions are inefficient and damaging to growth in the long term
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58 It may be useful to establish a
sense of scale for the impact of
tax relief on the cost of debt. The
effect is to remove around
110bps (i.e. 1.1%) from the cost
of debt. For example, see p110
here: http://www.ofwat.gov.uk/
pricereview/pr09phase3/rpt_com
_20091126fdcoc.pdf

59 As noted above press discus-
sions often fail to distinguish
properly between the effective
and headline rates, and this is of
particular importance when con-
sidering international compara-
tors.

60 For more detail on this, see
Alesina et al. “Regulation and In-
vestment”, Journal of the Euro-
pean Economic Association, 3.1
(2005) pp 791 - 825.

61 See footnote 24 for a defini-
tion of user cost of capital.

62 See “Tax and Economic
Growth.” OECD Economics De-
partment Working Paper Series
ECO/WKP 28 (2008).

® Reduced competition (as the incentive to hold debt with fixed obligations
falls, rather than holding equity, the incentive rises to recycle profit by invest-
ing within the company and hence have higher returns to equity later —
increased profit recycling versus distribution, and hence reduced competition,
would thus be an expected consequence)

® Increased exploitation of economies of scale (for the same reason that compe-
tition would reduce)

General effects of corporate taxes

Corporate income taxes can affect the rate of capital accumulation and hence GDP
per capita.®® Since firms’ investment decisions are driven by the cost of and the ex-
pected return to investment projects, corporate taxes can have a negative effect on
corporate investment by reducing its after-tax return. The extent of this effect can,
in turn, be expected to depend on the degree of openness of the economy, with a
more open economy likely to suffer more from an excessively high corporate tax
than a more closed economy — capital is mobile between countries, and if it is
taxed highly it will migrate elsewhere. It is also possible that taxes on personal
capital income affect investment decisions by small firms that are only able to ac-
cess domestic savings, but since most investment is undertaken by large firms with
access to international funds, personal capital income taxes are likely to have a small
effect on GDP.

Foreign direct investment (FDI) is affected in a similar way as domestic
investment by corporate taxation — in particular by the effective rate.*®
However, it is also affected by the tax treatment of cross-border income (see
below). Moreover, the effect of corporate taxes on capital formation through
FDI can also depend on the size of the economy, with larger economies able to
attract FDI aimed at supplying their large markets even if they maintain rela-
tively high tax rates. Also, the proportionate effect of FDI on the domestic
capital stock may be larger in smaller economies. The effect of corporate taxes
on investment may also depend on other policies and institutions. For
instance, tight product market regulations and a large administrative burden
on firms can make firms’ investment decisions less responsive to cuts in corpo-
rate tax rates as these administrative and regulatory barriers increase the
adjustment cost of capital.

Empirical Evidence for the effects of reduced corporation tax

Empirical evidence obtained from both firm-level and industry level data suggest
that investment is adversely affected by corporate taxation through the user cost
of capital.®' One of the interesting findings on the firm level is that increases in
the tax adjusted user costs are found to reduce investment at the firm-level.®2 A
simulation experiment shows that a reduction of the statutory corporate tax rate
from 35% to 30% reduces the user cost by approximately 2.8%. This implies a
long-run increase of the investment to capital ratio of approximately 1.9% (given
a long run cost elasticity of 0.7) — in other words, reductions in corporation tax
should be expected to have the result that, for any given stock of capital in the
economy, there will be more investment. Also the size of the negative on invest-
ment appears to be similar for small and large firms (measured by the number of
employees). In contrast, only older firms’ investment appears to be negatively af-
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fected by increases in the tax adjusted user cost. One possible explanation is that
young firms are generally less profitable than older firms and are less affected by
corporate taxation. The other explanation may be that among young firms there
is a disproportionately high share of small firms that benefit from exemptions or
reduced rate.

Results from industry level data indicate that the investment to capital ratio is
negatively affected by increases in corporate taxation. The long-run user cost elas-
ticity is estimated to vary between -0.4 and -1, depending on the empirical
specification. A simulation experiment indicated that a cut in the statutory corpo-
rate tax rate from 35% to 30% would increase the long-run investment to capital
ratio by 1.0% and 2.6% depending on the specification. These are lower and
upper bound estimates at the industry level and the firm-level estimate lies
between this interval. The estimated effect of this tax reduction is equivalent to
an increase in the average investment to value added ratio by 0.2 and 0.5 percent-
age points.®

The corporation tax rate enters non-linearly into the user cost formula and as
a result the magnitude of the effect of a change in the tax depends on the level of
corporate taxes. Countries with a higher corporate tax rate experience a some-
what larger negative effect from the same increase in tax than countries with a

lower tax rate.

Empirical Evidence on Debt Bias and other distortions

Tax distortions may have made some modest contribution to the high levels of
leverage evident in the Credit Crunch. Taxation can result, for example, in a net sub-
sidy to borrowing of hundreds of basis points, raising debt-equity ratios and ten-
dencies towards significant capital flows. Corporate-level tax biases favouring debt
finance, including the financial sector are pervasive, often large — and hard to jus-
tify given the potential impact on financial stability. According to a recent IMF
paper, there is a case for dealing more decisively with this bias; for example, by also
allowing a deduction of an imputed equity cost.®* The paper also finds that tax
measures have significant effects on asset price dynamics, but are unlikely to be
the best way to deal with bubbles.

Table 4.2: Effective Marginal Tax Rates (2005, in percent)

France Germany Italy U.K u.s 63 Tax and Economic Growth.”
OECD Economics Department
Equity 20 29 19 20 24 Working Paper Series ECO/WKP
Debt -36 -37 -48 -28 -46 28(2008)
64 “Debt Bias and Other Distor-
Source: Updated data from Devereux et al. (2002)®® and “Debt bias and other Distortions”, IMF (2009)%® tions: Crisis-related Issues in Tax

Policy”, Fiscal Affairs Department,

International Monetary Fund,
.. . . . June 12, 2009.
The empirical evidence suggests that tax distortions have caused leverage to be

. . . 65 Devereux et al. “Corporate In-
substantially higher than it would have been under a neutral tax system. come Tax: Reforms and tax com-
Econometric studies tend to confirm that taxation significantly affects financial petition’, CEPR Economic Policy
. s ) 17.35 (2002) pp 449 - 495.

structure, one recent survey concluding that a 10 percentage point increase in the

3 . . i 66 “Debt Bias and Other Distor-
corporation tax rate increases the debt-asset ratio by 1.4 to 4.6 points. Roughly, tions: Crisis-related Issues in Tax
the debt bias from a corporation tax rate at 20% rather than 10% (ignoring policy’, Fiscal Affeirs Department,

International Monetary Fund,

personal taxes) would be to increase a debt-equity ratio that would otherwise be June 12, 2009.
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67 Source: Bonds Markets 2009,
IFSL Research, Table 3

68 Source: Office of National Sta-
tistics Economic and Labour Mar-
ket Review, January 2010, sum of
columns B to E in Table 5.07,

http://www.statistics.gov.uk/elmr
/01_10/downloads/Table5_07.xls

69 Note that for the purposes of
our calculation, namely estimat-
ing the amount raised by such a
tax, this assumption is not so
strong as it may at first appear, for
if debt capital were converted
into equity capital, taxes would be
paid on the dividends instead of
the debt interest.

40% to 45-60% if there was no corporate tax. One way of thinking about this is
that there would be a greater incentive to “distribute” profits via debt than divi-
dends.

It is important to note, however, that the degree of excess implied by this
increased leverage level might be much less than the headline number suggests.
As noted above, a key insight of modern finance theory is that under a wide
range of circumstances the capital structure should be irrelevant to the value of
a firm. Even if this is far from true at the extremes of very high or very low
leverage, and even if there is some difference even at moderate levels (so that
there is a unique optimal level of gearing), it is certainly plausible that the cost
of capital is very flat over a wide range of gearing — i.e. that in the middle
range of gearing, even if it is not true that it doesn’t matter at all, it might
nonetheless be true that the level of gearing doesn’t matter very much. In
consequence, quite large changes in gearing could be associated with very little
underlying economic effect. Thus, though the economic significance of chang-
ing debt-equity ratios from 40% to 60% (or indeed to 45%) might be very
great indeed, it might also be negligible.

Overall effects of combined package

We estimate the total stock of corporate debt in the UK at £1,900 billion, made up
of £400 billion of corporate bonds®” and of £1,500 billion in bank loans.®® Let us
assume an average cost of debt of 6.5% (including both corporate bonds at a some-
what lower rate than this and bank loans that are more expensive), so we estimate
the corporate debt interest income at £124 billion per year. Let us assume that a
tax rate of 10% was imposed upon this. Let us also, for simplicity of exposition,
assume that the stock of debt is not reduced as a consequence of this tax, rather than
there being a switch into equity (which would be an effect).®® Thus the tax would
raise around £12.5 billion.

According to HM Treasury, each percentage point cut in corporation tax would
cost about £800 million in revenues. So if debt interest taxation raised £12.5
billion, taking into account the loss to company profits from this additional taxa-
tion, we would have scope to cut the corporation tax rate by around 11% - from
28% to 17%. This suggests that the overall effect would reasonably place us with
an arrangement of corporation tax at 17% and debt interest and dividends tax at
10% after a transitional period.

The complexity of these different effects make it hard to quantify the benefits.
However, since the measure overall should extract the same aggregate taxes from
the corporate sector, whilst leading to greater neutrality between debt and equity,
it is natural to suppose that the key effects on long-term growth are simply those
from reducing the inefficient incentive to over-use debt.

Introduced carbon tax, reduced VAT

The effects of the structure of carbon taxation on growth are complex to disen-
tangle. We should start by recognising that there are many different ways we
could introduce a carbon tax, which would have radically different economic ef-
fects. Generally speaking, carbon taxes tend to hit heavy users disproportionately,

leading to investment in new technologies to reduce energy consumption or,
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more usually, relocation to lower carbon tax areas, or areas with no carbon price. For
this reason, most environmental levies tend to grant opt-outs for certain industries
which are trade-sensitive despite the significant impact this has on their effec-
tiveness.

Depending on the offsets arising from such a tax, some sectors, such as serv-
ices, could gain a net benefit from reduced payroll or corporate taxes; others,
particularly in industry, would be badly hit. Interestingly, were this concept
applied to fuel, motorists might actually benefit since most studies have found
that fuel is overtaxed relative to its emissions.”®

Environmental taxes seem to be an attractive instrument to enhance environ-
mental quality without seriously damaging the growth possibilities. By
increasing environmental taxes to curb pollution and using the revenues to cut
distortionary taxation on capital and labour’!, it has been argued that it is possi-
ble to obtain a “double dividend,” not only a better environmental standard but
also a less distortionary tax system.

Environmental taxes reduce the real wage rate and increase costs and with
endogenous labour supply and wage competition, both labour supply and
employment fall, generating a net welfare loss.”> However, it has been shown in
static settings, using revenues from a carbon tax to reduce highly distorting capi-
tal taxes can lead to non-environmental welfare improvements.”?

Studies that look at revenue neutral green tax reforms in dynamic settings have
found that introducing a carbon tax whilst reducing income tax, as compared to
a lump sum rebate, has less of an effect on CO, emissions (though the efficiency
costs of substituting other goods for fossil fuels and labour for capital are
increased). Employment is higher, but the total effect on consumption is uncer-
tain due to both the reduction in the stock of capital and the modification of the
terms of trade gain.”*

One potential tax reform might pair a new carbon tax with a reduction in VAT.
This has been suggested by, inter dlia, the IFS.7®

Simulations and Empirical Evidence

Earlier, in chapter 3, we looked at the results on the Oxford Economics model
of introducing a carbon tax of $30/tCOze.”® Now, we will run a simulation of
an introduced carbon tax against a reduced VAT rate. In the model carbon taxes
work to raise the price of oil, natural gas and coal, which in turn increases
costs and lowers profitability of firms, which acts to lower return on invest-
ment. The model results show that an introduction of a carbon tax of
$30/tCOze reduces growth in the medium term, though in the long term there
are growth returns to the unchanged policy level. This, however, indicates that
introducing a carbon tax requires counterbalancing affects in other distor-
tionary taxes to be growth enhancing, such as reducing VAT. The following
graphs show the effect of on growth, unemployment and the fiscal balance of
introducing a carbon tax of $30/tCOse and a reducing the VAT rate by 0.5 per-
centage points.

The economy grows at a slower at first through the impact of an introduced
carbon tax on firm costs and profitability, though the affect is mitigated in the
medium by a reduction in VAT which should have the opposite effect on firm
costs and profits.

70 It does not follow from this
that fuel is over-taxed per se,
however. Fuel is very inelastic
(demand varies little, in the short-
term, with price). The standard
theory of optimal taxation sug-
gests that it is efficient to tax in-
elastic products the most.

71 As in previous sections, by
“distortionary taxation” here we
mean taxation that changes be-
haviour. Such behavioural
changes might be desirable, of
course — not all “distortions” are,
in this sense, bad. But typically it
is assumed that behavioural
changes reduce efficiency.

72 Bovenberg and de Mooij
(1997) make environmental qual-
ity a multiplicative constant on
the production function (it can be
interpreted as a variable A in the
AK production function). In addi-
tion, both pollution and abate-
ment are also inputs into the
production process. They study
the effect of an increase in the tax
rate on pollution with the govern-
ment budget balanced by an off-
setting change in the output tax.
This lowers the level of pollution
but the effect on the growth rate
depends on a number of elastici-
ties, and there is no obvious rea-
soning or available data that can
evaluate these or resolve the
competing effects. For more de-
tails see Bovenberg, Ary L. and
Ruud A. de Mooij, “Environmental
tax reform and endogenous
growth”, Journal of Public Eco-
nomics 63.2 (1997): pp 207 — 237.

73 See Bovenberg, Ary L and
Lawrence H. Goulder, “Optimal
environmental taxation in the
presence of other taxes: General
equilibrium analyses”, American
Economic Review 86.4 (1996): pp
985 —1000.

74 Bye, Brita. “Taxation, Unem-
ployment and Growth: Dynamic
Welfare Effects of Green Policies.”
Journal of Environmental Econom-
ics and Management 43.1 (2002):
1-19. Print.

75 Symons, Elizabeth, John
Proops and Philip Gay, “Carbon
taxes, consumer demand and car-
bon dioxide emissions: A simula-
tion analysis for the UK”, Fiscal
Studies 15.2 (1994): pp 19 - 43

76 This is the shadow price of car-
bon, as given in Chapter 13 of the
“Stern Review on the Economics

of Climate Change”, HM Treasury.

policyexchange.org.uk | 67



Taxation, Growth and Employment

Figure 4.13: Impact on medium term growth rates
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The initial decline in economic growth results in higher unemployment as well,
though this also begins to fall as the economy returns to higher economic growth.

Figure 4.14: Impact on unemployment (000’s)
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Introducing a carbon tax of $30/tCOe, in the Oxford Economics Model, does not raise
enough revenue to compensate for a 0.5 percent decrease in standard rate of VAT. This is
partially due to lower economic growth in the initial period and a reduction in the tax base.

Figure 4.15: Impact on fiscal balance as % of GDP
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Conclusions and Options

In this report we have considered the impact of taxation upon economic growth.
We have seen that the aggregate level of taxation has an effect upon economic
growth, and that when deficits are modest (in contrast to, say, the current situa-
tion in the UK) there is a case for employing tax cuts as an instrument of
macroeconomic policy.

A detailed review of the literature shows that there is plenty of empirical
evidence to suggest that a higher level of overall taxation affects economic growth
negatively. We can see from the evidence presented in this paper that raising taxes
can be a short-term solution for raising revenue, but not a long term policy for
dealing with the current fiscal crisis we face. Some of the interesting results we
find by raising different taxes are:

a) Consumption taxation is often seen as favouring private savings relative to
income taxation, and thus favouring growth but our modelling suggests that even
though the tax raises a fair amount of revenue in the first year of its introduction
compared to the rest of taxes we look at, this revenue tapers away with time and
that there is a negative impact on growth and unemployment.

b) Raising the basic rate of income tax raises revenue and improves the fiscal
balance as a % of GDP. It does have a negative impact on growth in the short-run,
however, this is temporary and in the medium to long-run growth picks up again.

¢) Increasing employees’ NIC depresses growth and raises unemployment in the
short-run, however both growth and employment rise in the long run to level
higher than those in the unchanged policy forecast. This tax raises the most
revenue in the first years after introduction from all the tax rises we have
considered improving the overall fiscal balance as a % of GDP, though this
revenue declines sharply in the long run.

d) Increased corporate tax in our alternative specification shows that the effects of
raising the level of corporate has no significant short-term effects but lowers GDP
in the long run. The tax also generates a fairly small amount of revenue in the
first year of introduction, and has a negligible effect on the fiscal balance.

We have considered how seven potential changes to the structure of taxation might
affect growth:

a) Increased VAT with reduced basic rate of income tax
We found that, contrary to what is widely assumed amongst journalists and
politicians, increasing VAT would be more damaging to economic growth than
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increases in the basic rate of income tax. Indeed, this effect is so clear that
there must be a case not merely for avoiding raising VAT if further tax rises are
necessary but, indeed, for considering deliberating restructuring taxes by rais-
ing the basic rate of income tax and cutting VAT.

b) Increased basic rate of income tax with increased personal allowance
We have found that the cost of raising personal allowances to £10,000 is a
little higher than some previous studies have suggested — broadly equivalent
to a 5p rise in the basic rate of income tax — but find no clear impact on
growth, neither positively nor negatively.

c) Increased basic rate of income tax rate, reduced employers’ NIC
We find that empirical evidence and the workings of standard macroeconomic
models suggest that employer NICs are more damaging to economic growth
than income taxes, and thence that a cut in employer NICs paid for by a rise
in the basic rate of income tax rates would tend to promote growth.

d) Increased VAT rate, reduced employers’ NIC
We find that the process by which VAT tends to reduce employment is more
circuitous and the impact of direct effects on employment from a fall in
employers’ NIC will be typically greater. This offsets the negative effects from
a VAT rise, promoting growth and employment.

e) Increased tax on debt interest, reduced corporation tax
This measure should be expected to reduce growth during booms and
reduce the scale of recessions. Since, in practice, policy responses to deep
recessions are likely to be damaging to growth in the long term, we believe
that the net effect of increasing the neutrality of the tax treatment of debt
versus equity will be to promote more rapid economic growth. The effects
of increasing the degree of neutrality between recycled and distributed prof-
its are unclear — there would be an increase in exploitation of economies
of scale at the expense of fewer business start-ups and less competition.
Despite this, we believe that the overall effect should be expected to be posi-
tive for growth.

) Reduced savings taxes relative to other taxes
When there are significant distortions in savings taxation — in particular,
when savings are subject to material double taxation — then reductions in
savings taxes tend to promote growth. Until recently, in the UK the extent of
double taxation of savings has been modest (setting aside the double taxation
problem of dividends, covered under the discussion of option 1.d).
Furthermore, although during the 2000s there was probably under-saving in
the UK, over the next few years the issue is more likely to be over-savings as
households rebuild their balance sheets. There is therefore little reason, start-
ing from here, to suppose that encouraging additional savings would promote
growth.

g) Introduced carbon tax, reduced VAT
Broadly speaking we find that a carbon tax would be likely to depress
economic growth, unless the tax revenue can be used to reduce other distor-
tionary taxation. As environmental taxes increase costs and reduce the real
wage rate, we see the counterbalancing effect would be more likely to occur
when distorting taxes are reduced on labour rather than on capital. Reducing
VAT would be a natural route to this.
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Many of the structural reforms discussed in this paper have merits that go beyond

the promoting of economic growth, such as promoting equity, concern for the

environment, or self-reliance. However, in terms of the central focus of this paper

some conclusions are that.

Employer’s NIC is potentially a very damaging tax. The Treasury should re-
examine the evidence on this issue urgently and the decision to raise
employers NICs.

It is not clear that raising VAT is less damaging than rises in the basic rate of
income tax — it may even be worse.

Long term, increasing the tax on debt and cutting corporation tax ought to
reduce economic volatility (albeit probably only modestly), potentially
increasing economic growth.

There are a number of fiscally neutral tax reforms have the potential to boost
growth and reduce unemployment.

A fuller understanding of the dynamic effects of tax increases make tax rises
look like a less attractive to address Britain’s fiscal problem.
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77 The rate to trusts is 40 per
cent, unless it is dividend income
or similar income, which is
chargeable at the dividend trust
rate of 32.5%. However the first
£1000 of trust income is charged
at the basic, savings or dividend
ordinary rate, depending on the
nature of the income.

78 There is a 10 per cent starting
rate for savings income up to the
starting limit within the basic rate
band. Where taxable non-savings
income does not fully occupy the
starting rate limit the remainder
of the starting rate limit is avail-
able for savings income. For divi-
dend income below the basic rate
limit the rate of tax is 10 per cent.

79 The rate applicable to dividend
income above the basic rate limit
is 32.5 per cent. An additional
rate of income tax of 50 per cent
(per cent for dividends) will apply
from 2010 - 11 to income over
£150,000

80 A smooth transition is
achieved between taxing profits
at the small companies rate and
taxing them at the main rate by
applying a marginal rate on prof-
its in excess of £300,000 but not
exceeding £1.5 million. For 2009
— 10 this effective rate is 29.75

per cent

Appendix

Al. Tax ready reckoner

Table Al1.1: Main tax rates

Percent 2009/10
Income tax™
basic rate’® 20
higher rate” 40
Capital gains tax 18
Inheritance tax 40
Corporations tax®®
small companies rate 21
main rate 28
VAT
standard rate 17.5
reduced rate 5
Source: Tax ready reckoner, HMRC
Table A1.2: Allowances and limits
£
2009-10 2010-11
Income tax
Personal allowance 6,475 6,475
Personal allowance (age 65 - 74) 9,490 9,490
Personal allowance (age75 and over) 9,640 9,640
Married couple's allowance (born before 6 April 1935) 6,835 6,835
Married couple's allowance (age 75 and over) 6965 6965
Minimum married couple's allowance 2,670 2,670
Aged income limit 22,900 22,900
Blind person's allowance 1,890 1,890
Starting rate limit for savings income 2,440 2,440
Basic rate limit 37,400 37,400
Adjusted net income above which personal allowances are tapered - 100,00
Higher rate limit - 150,000
Inheritance tax threshold
Standard threshold 325,000 325,000
Combined threshold for couples 650,00 650,000
Capital gains tax
Annual exempt amount: individuals 10,100 10,100
Annual exempt amount: trustees 5,050 5,050

Source: Tax ready reckoner, HMRC
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Table A1.3: Direct effects of illustrative changes in income tax

£ million

20010-11 2011-12 2012-13

Rates
Change starting rate for saving income by 1 pneg 10 20
Change savings basic rate by 1 p 70 130 170
Change basic rate by 1 p 3,400 4,050 4,100
Change higher rate by 1 p 340 400 400
Change additional rate by 1 p 670 950 950
Allowances
Change personal allowance by £100 510 650 650
Change age-related personal allowances by £100 70 80 85
Change aged income limit by £500 20 25 25
Change all personal allowances by 1 per cent 400 470 460
Change all personal allowance by 10 per cent 3,900 4,650 4,700
Limits
Change starting rate limit for savings income by £100 neg 5 5
Change basic limit by 1 per cent 180 250 220
Change basic rate limit by 10 per cent:
Increase (cost) 1,650 2,500 2,500
Decrease (yield) 2,100 3,150 3,300
Change higher limit by 1 per cent 20 50 50
Change higher rate limit by 10 per cent:
Increase (cost) 200 450 450
Decrease (yield) 250 550 550

Allowances, starting and basic and higher rate limits

Change all main allowances, starting, basic and higher 590 740 730
rate limits by 1 per cent
Change all main allowances, starting, basic and higher
rate limits by 10 per cent
Increase (cost) 5,550 7,300 7,650
Decrease (yield) 6,350 8,450 9,050

Source: Tax ready reckoner, HMIRC

Table A1.4: Direct effects of illustrative changes in other direct taxes

£ million

20010-11 2011-12 2012-13

Corporation tax

Increase in small companies rate by 1 percentage point 20 420 580

Increase in main rate by 1 percentage point 400 800 850

Increase small and main rate threshold by £10,000 0 10 20
Capital gains tax

Change rate by 1 percentage point 0 100 110

Increase annual exempt amount by £500 for individuals 0 15 20

and £250 for trusts

Inheritance tax
Change rate by 1 percentage point 20 50 55
Increase threshold by £5,000 15 30 35
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£ million
20010-11 2011-12 2012-13
National Insurance contributions

Rates

Change Class 1 employee main rate by 1 percentage point 3,850 4,050 4,250
Change Class 1 employee additional rate by 950 1,000 1,050
1 percentage point

Change Class 1 employer rate by 1 percentage point 4,900 5,150 5,400
Change Class 2 rate by 1 percentage point 150 155 165
Change Class 4 main rate by 1 percentage point 330 345 360
Change Class 4 additional rate by 1 percentage point 185 190 200
Limits

Change employee entry threshold by £2 per week 230 295 290
Change employer threshold by £2 per week 275 355 345
Change lower profits limit by £104 20 20 20
Change upper profit limit by £520 per year 10 10 10
Change upper earning limit by £10 per week 125 130 135

Source: Tax ready reckoner, HMRC

Table Al1.5: Direct effects of illustrative changes in indirect taxes

£ million
20010-11 2011-12 2012-13
One Percent change
Beer and cider duties (Pint of beer: 39p) 30 35 35
Wine duties (75cl bottle of table wine: £1.610 20 25 25
Spirits duties (70cl bottle of whiskey: £6.14) 5 neg neg
Tobacco duties (20 king size cigarettes: £3.69) 35 35 35
Petrol (Litre of petrol: 56.19p) 130 120 120
Diesel (Litre of diesel: 56.19p) 0 100 110
Rebated oil (Litre of gas oil: 10.80p) 0 15 20
Vehicle Excise Duty (Petrol/diesel cars band G: £150) 60 60 60
Air passenger duty (Band A economy flight: £11) 25 25 30
Landfill tax (Tonne of waste: £2.50/£48) 10 10 10
Climate change levy (100kWh of business electricity: 47p 5 5
Aggregates levy 5 5
VAT
VAT: change reduced rate by 1 percentage point 290 310 330
VAT: change standard rate reduced by 1 percentage point 4,100 4,500 4,700
Insurance Premium Tax
Change standard rate by 1 percentage point 330 440 450
Change higher rate by 1 percentage point 10 10 10
Stamp duty and land tax
Change 1 per cent rate by 1 percentage point 910 1110 1260
Change 3 per cent rate by 1 percentage point 600 780 1030
Change 4 per cent rate by 1 percentage point 750 940 1180
Change rate on leases by 1 percentage point 280 330 390
Increase £125,000 threshold by £5,000 (cost) 20 25 30
Increase £250,000 threshold by £5,000 (cost) 45 55 65
Increase £500,000 threshold by £10,000 (cost) 10 10 10

Source: Tax ready reckoner, HMRC
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Changes in key rates over time
The next table shows how certain key rates and thresholds have evolved over time.

1979/80 1990/1 1997/8 2002/3 2007/8 2010/11
Basic rate of income tax (p) 30p 25p 23p 22p 22p 20p
Income tax personal allowance (£) £1,165 £3,005 £4,045 £4,615 £5,225 £6,475
Personal allowance as % of median income 12.4% 27.3% 30.6% 29.2% 29.5% n/a
Main rate of VAT (%) 15% 15% 17.5% 17.5% 17.5% 17.5%
Headline corporation tax rate (%) 52% 34% 31% 30% 30% 28%
Rate of fuel duty (p/litre)®* n/a 28p/litre 42p/litre 49p/litre 54p/litre n/a
Employee NICs rate (%) 6.75% 9% 10% 10% 11% 11%
Employer NICs rate (%) 10% 10.45% 10% 11.8% 12.8% 12.8%

Source: Tax ready reckoner, HMRC

A2. Economic Growth Models and Taxation

Growth Models and Fiscal Policy

The development of the neoclassical model provided students of public finance with
a theoretical construct suitable to think about the growth effects of fiscal policy. Since,
in the neoclassical model steady state (or long-run) growth is driven by exogenous fac-
tors — the dynamics of population and of technological progress — fiscal policy can
only affect the rate of growth during the transition to the steady state. That is, the path
the economy takes to return to its long run rate of growth will be affected by taxation
policy, but the actual value will not be affected by fiscal policy. Because of this fact, con-
ventional wisdom based on the neoclassical model has been that differences in tax sys-
tems; and in debt and expenditure policy can be important determinants of the level
of output but are unlikely to have an important effect on the rate of growth.®?

Another class of growth models, namely endogenous growth models tend to
transform the temporary growth effects of fiscal policy implied by the neoclassi-
cal model into permanent growth effects. The strength of these effects varies,
however, from model to model, depending heavily on the elasticity of labour
supply and on aspects of the technology to accumulate human capital and to
create new goods about which very little is known.

In order to isolate the effect of each fiscal instrument it is standard in public
finance to assume that the impact of a change in a fiscal variable on government
revenue or expenditure is compensated with lump sum taxes of subsidies. We
will now describe briefly the long run effect of permanent changes in various
fiscal instruments under this assumption.

Most growth models predict that taxes on investment and income have a detrimen-
tal effect on growth. These taxes affect the rate of growth through a simple, direct,
channel — they reduce the private returns to accumulation. But not all taxes affect the
rate of growth. In models with exogenous labour supply the growth rate is immune to
the level of consumption taxes; these taxes do no distort the relative price of consump-
tion today versus tomorrow, leaving unaffected the incentive to accumulate capital.

The effect of an increase in government consumption should also be nil if we view
this component of public expenditures as leaving the productivity of the private
sector unaffected. In contrast, the effect of public investment should be positive since
this type of activity is likely to enhance the productivity of the private sector.

81 Average of petrol and diesel

pence/litre of hydrocarbon fuels

82 In the standard neoclassical

model with a conventional value

for the share of capital in output

the transitional dynamics can only

be important if the real interest

rate takes on implausibly high val-
ues (See King and Rebelo (1993)).
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83 It may be worth noting that
this conventional wisdom con-
trasts with the predictions of sto-
chastic growth models, in which
fiscal policy can be one of the
main determinants of the ob-
served differences between
growth experiences.

84 See Barro, Robert J., "Eco-
nomic Growth and Convergence
across the United States," NBER
Working Papers Series No. 3419
(1990).

85 The discussion and set up of
this model is adapted from Barro,

Robert J. And Xavier Sala-i-Martin,

Economic Growth, 2nd Edition,
MIT P, Cambridge MA (1990)

When more than one instrument is changed at a time we get a combination of
these various partial effects. Previous research by a leading growth theorist,
Robert Barro shows that the effect of an increase in government investment
financed by income taxes is ambiguous.®?

The effects of government deficits are more complex. In overlapping generations
models government deficits tend to reduce the savings rate and the rate of growth. In
infinite horizon models, the effects of deficits depend on the variables that have to be
adjusted in the future to compensate for the deficits. If'a higher deficit today will later
be compensated by higher consumption or income taxes the rate of growth will decline.

Another class of neoclassical growth models, known as dynamic scoring models
can be used to see the structure of taxation between capital income and labour
income taxes can affect the long-run steady state level of national income and the

short and medium term growth rates in transition to the long run equilibrium.

Standard Neoclassical Growth model
Set up of the model Ramsey/ Cass-Koopmans®*

1. Households
Households provide labour services in exchange for wages, receive interest income on
assets, purchase goods for consumption, and save by accumulating assets. The basic
model assumes identical households — each has the same preference parameters, faces
the same wage rate (because all workers are equally productive), begins with the same
assets per person, and has the same rate of population growth. Given these assump-
tions, the analysis can use the usual representative agent framework, in which the equi-
librium derives from the choices of a single household. We discuss later how the results
generalize when various dimensions of household heterogeneity are introduced.

Each household contains one or more adult, working members of the current
generation. In making plans these adults take account of the welfare and resources
of their prospective descendants. This intergenerational interaction is modelled by
imagining the current generation maximises utility and incorporates a budget
constraint over an infinite horizon. That is, although individuals have finite lives, we
consider an immortal extended family. This setting is appropriate if altruistic parents
provide transfers to their children, who give in turn to their children, and so on. The
immortal family corresponds to finite-lived individuals who are connected through
a pattern of operative intergenerational transfers based on altruism.

The current adults expect the size of their extended family to grow at the rate
n because of the net influence of mortality and fertility, where n is exogenously
determined and constant. If we normalize the number of adults at time 0 to unity
then the family size at time t, which corresponds to the adult population is

L(t) = e™

If C(1) is total consumption at time t, then c(t) = C()/L(¢)

Each household maximises utility over time, given by:
U= [ulc(t)].ene
0
where p is the rate of time preference, or subjective discount rate. We assume that
u(c) is increasing in ¢ and concave, i.e. u’(c) > 0, u”(c) <0. The concavity assumption
generates a desire to smooth consumption over time: household prefer a uniform
pattern to one in c is very low in some periods and very high in others. This desire
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to smooth consumption drives household saving behaviour because they will tend to
borrow when income is relatively low and save when income is relatively high. We
can also assume that u(c) satisfies certain conditions that ensure the stability of the
system (also known as Inada conditions). p is the subjective discount rate, or the rate
of time preference. A value greater than 0 implies that utility is valued less the later is
received. We also assume p > n which ensures U is bounded if cis constant over time.

2. Firms
Firms produce goods, pay wages for labour input, and make rental payments for
capital input. Each firm has access to the production technology,

Y(9) = FIK(9), L(1), T(8)]
Where Y is the flow of output, X is capital input (in units of commodities), L is
labour input (in person-hours per year), and T(t) is the level of the technology,
which is assumed to grow at the constant rate x > 0.

3. Government

The RCK model can be modified in a straightforward way to incorporate functions of
government. Suppose that the government purchases goods and services in the ag-
gregate quantity G. We imagine, for now, that these purchases do not influence house-
holds’ utility or firms’ production. We allow later for these kinds of effects. The
government also makes transfer payments to households in the real aggregate amount
V. These transfers are lump sum, in the sense that the amount received by an individual
household does not depend on the household’s income or other characteristics.

The government is assumed to run a balanced budget in which it finances its
total outlays, G + V with various taxes. The taxes considered here are proportional
levies on wage income, T, private asset income, T,, consumption, T, and firms’
earnings,Tr. We also assume that the tax rates are constant over time.

The governments’ budget constraint is:

G+ V= 1,wL + T,r. (assets) + T.C + T¢. (firms’ earnings)
w is the wage rate and r is the rate of return on assets. The variables L and C are
aggregates of labour and consumption, respectively. We consider later the defini-
tion of firms’ earnings. The tax rate on asset returns, Tq, is the same irrespective
of whether the returns come from internal loans payments from ownership capi-
tal. We also assume that the tax rates are constant over time.

The presence of taxes and transfers in the model alter the representative house-
hold’s budget constraint to be:

a=(1-t,). w+ (1-1,). ra- (1-7).c- na+ v
Where g, ¢, and v are the per capita amounts of assets, consumption, and transfers,
respectively. We still assume that each household works a fixed amount, set at one
unit per unit of time, and n is the growth rate of population and the labour force.

Equilibrium:The Steady State

Solving the above system of equations through dynamic optimization (Hamiltonian)
we can characterize our equilibrium by the following equations:

K=f(K)-¢-(x+n+8).kK—g

Where ¢ = %=C€'Xt, and k = ZK' k (0) is given.
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This equation is a resource constraint for the overall economy: the change in
capital stock equals output less consumption and over depreciation, change the
change in k also takes account of the growth in Lat the rate x + n.

Using the conditions r= f’(k) - §and ¢é= ce™ we get:

C=fmx =4 {(1-2). (- 0. [F ()~ 6 - p - O]}

These two equations form a system of differential equations in ¢ and k. This sys-
tem together with the initial condition, k (0) and the transversality condition, de-
termine the time paths of ¢and k.
The steady state is given by:
C=f(k)-(x+n+8).k"
Therefore, in the steady state where kK = K *, the net marginal product of capi-
tal, f'(k*) — 8, must exceed (x + n)/[1 - 7). (1 - )]

Effects of tax changes in the model
The tax rate on wage income, T,,, does not enter into any of the equilibrium con-
ditions. This result follows because we assumed that households worked a fixed
amount. In this case, a wage tax amounts to a lump-sum, non-distorting tax. With
labour — leisure choice, ¢ would no longer be equivalent to a lump-sum tax and
would affect the equilibrium.

T,, the consumption tax rate, does not affect the choice of consumption over
time — and therefore does not affect the path of consumption, as 7. is constant.
With labour — leisure choice, even a constant 7, would affect the equilibrium by
influencing labour supply. However, this effect does not operate in the present
setting because households are assumed to work a fixed amount. Therefore, T,
does not affect the equilibrium and works like a lump-sum tax.

Turning to taxes on asset income and firms’ earnings, the model shows that the
imposition of taxes on the income of capital leads to reductions in ¢ and K * in
the long run. These effects arise because the taxes reduce incentive to save.
Increase in taxes reduces the after-tax rate of return, thereby motivating people to
substitute consumption towards the present.

A3. Outline of Oxford Economics UK Macro Model

The structure of the model is based on the income-expenditure accounting frame-
work. In the long run, each of the economies behaves like the textbook descrip-
tion of'a one sector economy under Cobb-Douglas technology in equilibrium. The
economy has a natural growth rate, which is ultimately beyond the power of gov-
ernments to alter, and is the result of population and productivity growth. Out-
put cycles around a deterministic trend, so at any point in time we can define the
level of potential output, corresponding to which is a natural rate of unemploy-
ment. Firms assumed to set prices given output and the capital stock, but the
labour market is imperfectly competitive. Firms bargain with workers over wages,
but they get to choose the level of employment. Countries with high real wages
get unemployment in the long run, and countries with rigid real wages get per-
sistently high unemployment in the long run, and countries with rigid real wages
get persistently high unemployment relative to the natural rate.
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Inflation is a monetary phenomenon in the long run in the model. All models
have vertical Phillips curves, so expansionary demand policies put upward pres-
sure on inflation. Unchecked, these pressures would cause the price level to
accelerate away without bound, and this is prevented by the use of endogenised
monetary policy. Monetary policy is summarised in an inflation target, and inter-
est rates are assumed to move up whenever inflation is above the target rate,
and/or output is above potential (a so-called “Taylor rule’). The coefficients in the
interest rate reaction function, as well as the inflation target itself, reflect Oxford
Economics perceptions of how hawkish the monetary authority is about inflation.

Demand is modelled fairly straight forwardly. Consumption is a function of
real incomes, real financial wealth, real interest rates and inflation. Investment
equations are influenced by “g-theories”, in which the investment rate is deter-
mined by its opportunity cost, after taking taxes and allowances into account.
Countries are assumed to be “small”, in the send that exports are determined by
demand and a country cannot ultimately determine its own terms of trade.
Consequently, exports are a function of world demand and the real exchange rate,
and the world trade matrix ensures adding up consistency across countries.
Imports are determined by real domestic demand and competitiveness.

The models’ financial sector models total rates of return on cash, stocks and
bonds. The treatment of asset holdings by sector has been greatly simplified. The
private sector is broken down to personal and corporate components. General
government net debt is identified, and both net overseas assets and net IPD flows

are derived by residual.
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The question of how to achieve the maximum level of economic growth over the
next decade is presently a high policy priority. In this report we consider how taxes
affect economic growth and employment. Specifically, we consider how the level of
taxation, changes to specific taxes and changes to the structure of taxation affect
economic growth and employment in both the short and longer terms.

We examine which taxes are growth and employment enhancing in two main
ways. First we survey the academic literature from around the world, looking at
the effect of different taxes on growth and employment. We then run a number of
experiments using a standard model of the UK economy. Finally, using theoretical
arguments, model simulations and empirical evidence, we consider certain fiscally
neutral tax reforms that may boost growth and/or employment.

Drawing on this analysis, we make specific recommendations concerning which taxes
should be raised, and which should be priorities for tax cuts — now and later.



