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Preface

Much has been written about the economic and political problems of
countries that are in the process of changing from centrally planned systems
to market systems. Most studies have focused on the economic, legal,
political and sociological problems these economies have had to face during
the transition period. However, not much has been written about the dramatic
changes that have to be made to the accounting and financial system of a
transition economy. This book was written to help fill that gap.

Taxation and Public Finance in Transition and Developing
Economies is the third in a series to examine accounting and financial system
reform in transition economies. The first book used Russia as a case study.
The second volume in the series examined some additional aspects of the
reform in Russia and also looked at the accounting and financial system
reform efforts that are being made in Ukraine, Bosnia & Herzegovina,
Armenia, Eastern Europe and Central Asia.

The present volume examines taxation and public finance in
transition and developing economies. It is divided into three parts. Part |
consists of four general studies on various aspects of tax compliance,
corruption, budget efficiency and fiscal policy. Part Il includes nine
comparative studies of various aspects of public finance. Part Il consists of
23 country and regional studies of countries in Europe, Asia, Latin America
and Africa.

Florida International University Robert W. McGee
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Bureaucracy, Corruption and Tax Compliance

Ahmed Riahi-Belkaoui*

Introduction

Why do individuals resist tax compliance with their tax commitments and
why does this situation differ internationally? The question has been
extensively researched from the theoretical perspectives of general deterrence
theory, economic deterrence models and fiscal psychology (Cuccia 1994).
This study takes the view that the actions of governments can best explain
the phenomenon of tax compliance internationally. It shows that where
governments reduce bureaucracy and increase the control of corruption, tax
compliance will be at its highest. It argues for an implicit social contract
where the government and/or the state create a tax environment unburdened
by the inefficiencies of bureaucracy, and corruption for tax compliance to be
effective. This is especially crucial for developing countries where economic
development can be drastically hampered by lower public revenues from lack
of tax compliance.

The second section of the paper describes the relationship of
bureaucracy, corruption, and tax compliance. The third section describes the
data. The fourth section presents the regression analysis and discussions, and
the fifth section concludes.

Bureaucracy, Corruption and Tax Compliance

Tax compliance has been extensively reviewed (e.g. Andreoni et al. 1998;
Jackson and Milliron 1986; Kinsey 1986; Long and Swingen 1991; Cuccia
1994). Three theoretical perspectives are used to explain the degree of tax
compliance, namely general deterrence theory, economic deterrence models,
and fiscal psychology. What appears from these three theories is that tax
noncompliance is deterred by sanctions (e.g. Tittle 1980), and can be modeled

* The author appreciates the valuable assistance of Vijay Kamdar.

R.W. McGee (ed.), Taxation and Public Finance in Transition and Devel oping Economies, 3
doi: 10.1007/978-0-387-25712-9_1, © Springer Science + Business Media, LLC 2008
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as a purely economic decision under uncertainty (e.g. Allingham and Sandmo
1972), or can be the result of non-economic factors such as demographics,
attitudes, and perceptions or compliance (e.g. Kinsey 1986). But, given the
likelihood that cheaters are rarely caught and penalized, and also defy a strict
profile description, the three theories and related findings do not provide a
definite explanation of why people pay taxes (Alm et al. 1992, p. 22), and over
predict noncompliance (Andreoni et al. 1998, p. 855). Tax noncompliance is a
pervasive phenomenon in all societies. There is good evidence of a shadow
economy, internationally (for a survey, see Cowell 1990, pp. 22-23). The crux
of the problem in the shadow economy is the fact that individuals are behaving
dishonestly by providing false information. When reviewing the literature on
the ethics of tax evasion from various religious perspectives and with a focus on
the question of whether tax evasion is unethical if the payments would go to an
evil or corrupt state, McGee (1999a) found differences among religions with the
surprising result that “the Jewish literature strongly suggests that it would be
unethical to evade taxes under the Nazi regime, even though the taxes collected
might be used to kill Jews” (McGee 1999a, p. 150). In the case of transition/
developing countries like Armenia, McGee (1999b) found that tax evasion is
easy because there is no mechanism to collect taxes and there is a widespread
feeling that people do not owe anything to the government because the
government does not do anything for them.

Basically, it is the distortion of information that can affect the state’s
problem of exercising control and authority on the economy (Cowell 1990,
p. 40). What would lead citizens to behave more honestly, provide correct
information and improve the tax compliance rate? One answer to this question
is the role of government in creating an intrinsic motivation to pay taxes,
which has sometimes been called “tax morale” (Frey 1994, 1997a, b).
Government can try to deter tax noncompliance through a large and strong
bureaucracy (Kornhauser 2002). The likely impact of a large bureaucracy is
the increase of bureaucratic corruption (Hall and Jones 1997; Bai and Wei
2003; Waller et al. 2000). Both large bureaucracy and bureaucratic corruption
are likely to reduce the tendency of individuals in a given state to accept and
trust their government in general and comply with the tax burden in particular
(Slemrod 2002; Slemrod and Katuscak 2002). The government may elect to
control corruption to create conditions more conducive to tax compliance.
Accordingly, the hypothesis to be tested in this study is that:

“Tax compliance is positively related to the level of control
of corruption and negatively related to the level of bure-
aucracy”.

Basically, regardless of the reputation cost and/or the legal punish-
ment tax noncompliance trigger, a citizen might chose to comply with taxes if
the level of bureaucracy is low and the level of control of corruption is high.
In short, less bureaucracy and corruption trigger higher tax compliance.
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Data

The determination of the sample rested on securing the necessary data on the
variables of interest specified in the main hypothesis of the paper. A total of 30
developed and developing countries met this test. They are shown in Table 1.

Table 1 List of Countries

Name of country Tax compliance Bureaucracy Control of corruption
Argentina 241 154 —0.27455
Australia 4.58 23.7 1.60108
Austria 3.60 40.5 145711
Brazil 2.14 24.6 0.05762
Canada 3.77 215 2.05547
Chile 4.20 22.6 1.02921
Denmark 3.70 37.3 2.12902
Finland 3.53 334 2.08459
France 3.86 46.2 1.28239
Germany 341 32.6 1.62029
Indonesia 2.53 17.6 -0.79885
Israel 3.69 47.8 1.27669
Italy 1.77 43.8 0.80233
Malaysia 4.34 19.7 0.63342
Mexico 2.46 14.7 -0.27713
Netherlands 3.40 45.9 2.02641
New Zealand 5.00 334 2.07494
Norway 3.96 37.2 1.68655
Philippines 1.83 19.1 -0.22809
Poland 2.19 375 0.49190
Portugal 2.18 39.0 1.21791
Singapore 5.05 19.8 1.94751
South Africa 2.40 30.4 0.29886
Spain 3.29 329 1.21426
Sweden 191 41.6 2.08534
Switzerland 4.49 28.3 2.07173
Thailand 3.41 22.7 -0.16479
Turkey 2.07 32.1 —0.34887
U.K. 4.67 36.9 1.70652

US.A 4.47 19.9 1.40684
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Table 2

The Variables

This table describes the variables collected for the 30 countries included in our study.
We present the description and the sources from which each variable is collected.

Variable Description Source
As_sessment of the level of tax The Global
compliance. Scale from 0 to 6 where -
. - -~ - Competitiveness Report
1. Tax compliance higher scores indicate higher .
. - ” 1996 as reported in La
compliance. Data is for 1995. Porta et al. (1999)
(La Porta et al. 1999) '
Percentage of tax government
2. Bureaucracy expenditures over gross domestic World Bank sources
product for 1991-1995
Control of corruption score. Scale from
—2.5 to 2.5 where higher scores Kaufman et al. (2002)
indicates lower corruption

3. Control of
corruption

Table 2 summarizes all the variables. They are computed as follows:

1. Tax compliance is measured by an assessment of the level of tax
compliance that varies from 0 to 6. Higher scores indicate higher
compliance (La Porta et al. 1999). The three highest scores are for
Singapore (5.25), New Zealand (5.00) and Australia (4.58). The three
lowest scores are for Italy (1.77), Philippines (1.83) and Sweden
(1.92).

2. Bureaucracy is measured by the percentage of government expen-
ditures over gross domestic product. Higher scores indicate higher
bureaucracy. The three highest bureaucracies are for Israel (47.8),
France (46.2) and Netherlands (45.9).

3. Corruption is measured by a “control of corruption” score obtained
from Kaufman et al. (2002). It measures perceptions of corruption,
conventionally defined as the exercise of public power for private gain.
The scores are oriented so that higher values correspond to better
outcomes, in a scale from —2.5 to 2.5. A higher index indicates lower
corruption and higher control of corruption. It may be also understood
as the lack of corruption. The three highest scores are for Denmark
(2.12), Sweden (2.085) and Finland (2.084). The three lowest scores
are for Indonesia (-0.79), Turkey (-0.34) and Argentina (-0.27).

Determinants of Tax Compliance Internationally

Table 3 presents the descriptive statistics for the main variables used in the
study, while Table 4 presents the Pearson correlations among the same
variables. Table 3 shows that there is a great variation among the countries in
the sample for each of the variables included.
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Table 3 Descriptive Statistics®

Variables N Mean Std. Dev. Minimum Maximum
TC 30 3.410 1.010 1.770 5.050
GEGDP 30 29.822 10.505 9.300 47.800
COR 30 0.217 0.906 -0.798 2.129

#Variables are defined as follows:

TC: Tax compliance score

GEGDP: Government Expenditures over Gross Domestic Product
COR: Corruption score

Table 4 Pearson Correlation®

TC GEGDP COR
TC 1.000 -0.064 0.582
(0.736) (0.0004)"
GEGDP - 1.000 0.526
(0.001)"
COR - - 1.000

jVariabIes are defined in Table 3
Significant at 0.01 level

To examine the determinants of tax compliance, the following
regression was used:

TC =, +yGEG +,COR +U,

Where

TC; = Tax compliance score for country i (La Porta et al. 1999)

GEG; = Government expenditures over gross domestic product

COR; = Control of corruption score for country i (Kaufman et al. 2002)
The results of the regression are presented in three columns of Table 5.

Column 1 of Table 5 presents the result of regressing tax compliance
against the control of corruption score. As expected, the impact of control of
corruption on tax compliance is positive and significant (t = 3.99, p = 0.01).
This is in conformity with our thesis that the control of corruption creates a
favorable tax morale, more conducive to tax compliance.

Column 2 of Table 5 presents the result of regressing tax compliance
against both the control of corruption and bureaucracy. The impact of control
of corruption is still positive and significant (t = 5.53, p = 0.01). The impact
of bureaucracy is negative and significant (t = =3.05, p = 0.01). This is in
conformity with our thesis that “bloated” bureaucracy creates an unfavorable
tax morale, more conducive to noncompliance with taxes.

Column 3 of Table 5 adds the impact of the type of legal system. The
legal system is used as a control variable with the added implication that tax
compliance will be higher in common law countries. The impact of the legal
system is positive and significant (t = 2.62, p = 0.05). The impact of both
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control of corruption and bureaucracy is similar to the findings in columns 1
and 2. Basically, as expected, tax compliance is positively related to control of
corruption and negatively related to the level of bureaucracy, after controlling
for the type of legal system.

The results of Table 5 rely on White’s adjusted standard error
estimates (1980) to deal with heteroscedasticity. The Wald test for joint
significance is reported in the table. In addition, there is no evidence of
serious multicollinearity among the independent variables. The RESET
(regression specification error test), as suggested by Ramsey (1969) and
Thurshy (1981, 1985), and the Hausman test (1978), as suggested by Wu
(1973) and Hausman (1978), were used as specification tests. The results of
the RESET test, used to check for omitted variables, incorrect functional
form, and nonindependence of regressors, show that the model used in this
study is not misspecified (see diagnostic check statistics in Table 5).

Table 5 Determinants of Tax Compliance

Dependent Variable® Tax Compliance TC
Independent Variable Model Model Model
1 2 3

Intercept 2.699 3.779 (8.68)" 3.414 (5.99)

(11.76)"
COR 0.672 (3.99)" 0.923 (5.53)" 0.663 (3.73)"
GEGDP - —0.046 (-3.05)" -0.032 (-1.72)™"
CL - - 0.807 (2.62)"
R? adjusted 31.85% 49.89% 56.32%
F 15.95 15.44" 11.32"
Wald test 0.01 0.01 0.01
Reset F value 0.04 0.05 0.06
Hausman F value 11.23 11.24° 10.84"

®Variables are defined in Table 3. CL= Dummy variable with a value of 1 for common law
countries and a value of 0 for civil law countries
“Significant at ¢ =0.01; " Significant at & = 0.05 and ™ Significant at ¢ = 0.10

Conclusions

This study examines the international differences in tax compliance and
relates these differences to selected determinants of tax morale. The findings
of the empirical investigation from 30 developed and developing countries
indicate that tax compliance is highest in the countries characterized by high
control of corruption and low size of bureaucracy. It shows that a powerful
deterrent is the creation of a tax morale or climate, where citizens are
protected from corruption and “bloated” bureaucracies. This is an important
result for the developing countries where the lack of tax compliance and the
resulting low revenues can drastically hamper economic development. It is
very urgent for the developing countries to reduce both the corruption and the
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bureaucracy in order to create the type of tax morale conducive to both tax
compliance and economic development.

This study is a levels study as opposed to a changes study. One could
argue that changes in tax compliance are sensitive to changes in bureaucracy
and corruption in addition to the levels of current bureaucracy and corruption.
Future research that can secure data on changes on tax compliance could
include both forms of the variables, levels and changes, in a replicated study.

This study may also acts as an anchor for examining the myriad of
potentially correlated omitted variables in this study. Examples may include:
cultural differences regarding tolerance to bureaucracy; cultural differences
regarding tolerance to corruption; the relation between the government and
the population (democratic versus nondemocratic regimes); differences in tax
regimes that impact taxpayer compliance; differences in national wealth that
affect compliance; popularity of government with the population, to name
only a few. Future research needs to address the relevance of these and other
factors to the thesis of this study.
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Enlarging the European Union: Taxation
and Corruption in the New Member States®

M. Peter van der Hoek

Introduction

It was only 18 years ago that the Berlin Wall fell. Anyone who predicted at
the time that the former East Bloc states would join the European Union
within 18 years was considered to be a dreamer. However, after decades of
communism and Soviet domination the countries in Central and Eastern
Europe wanted to return to Europe, as the then Czech president Vaclav Havel
put it. The European Union responded promptly and positively by encourag-
ing the former socialist countries’ reorientation to the West. As early as 1989
the European Union set up the Phare' program to offer financial support to the
countries of Central Europe and to help them cope with drastic economic restruc-
turing and political change. The fact that this process started with Poland and
Hungary seems quite logical, since they were the first of the former East Bloc
countries to distance themselves from their communist past. The German unifica-
tion in 1990 marked the end of the historic division of Europe resulting from the
Yalta negotiations of the allies who defeated Germany in World War I1.

In 1991, Poland and Hungary were the first countries to conclude
Europe Agreements with the European Union. Again, they were the front-
runners in Central and Eastern Europe. The aim of the agreements was to
establish a free trade area between the European Union and the associated
countries. In 1993, Agreements were also concluded with Bulgaria, the
Czech Republic, Romania and Slovakia. Estonia, Latvia and Lithuania fol-

* This research is supported in part by the University of New South Wales (UNSW) during the
author’s stay at the Australian Taxation Studies Program (Atax) as the 2004 Abe Greenbaum
Research Fellow and Rhodes University during the author’s stay as the 2006 Hobart Houghton
Research Fellow. Earlier versions of this paper were presented at seminars at UNSW and Rho-
des University. The author gratefully acknowledges the useful comments received from semi-
nar participants.

! Phare is the acronym for Poland Hungary Assistance for Reconstruction of the Economy.

R.W. McGee (ed.), Taxation and Public Finance in Transition and Devel oping Economies, 11
doi: 10.1007/978-0-387-25712-9_2, © Springer Science + Business Media, LLC 2008
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lowed in 1995 and Slovenia in 1996. Next, the associated countries applied
for European Union membership.

In 1992, the European Council adopted the now well-known Copen-
hagen criteria that candidate member countries will have to meet to a suffi-
cient number of benchmarks before accession negotiations can begin. The
benchmarks comprise political, economic and administrative criteria. In 1997,
the European Council invited five Central and Eastern European countries
(Hungary, Poland, Estonia, the Czech Republic and Slovenia) to start acces-
sion negotiations. Also, the European Union developed a pre-accession strat-
egy assisting the associated countries to prepare themselves for membership.

By inviting only five countries to open accession negotiations the
European Council divided the ten accession countries in Central and Eastern
Europe in a first wave (the five above-mentioned countries) and a second
wave (Bulgaria, Latvia, Lithuania, Romania, and Slovakia). In 1999, how-
ever, the European Union effectively abolished the concept of accessions in
two waves by also inviting the other countries to start accession negotiations.
As a result, the European Union engaged in simultaneous accession negotia-
tions with all candidate member countries (including the two Mediterranean
mini-states, Cyprus and Malta, but excluding Turkey).

In December 2002, the European Council closed negotiations with ten
candidate member countries. As a result, they joined the European Union on
May 1, 2004, and the European Union’s membership increased from 15 to 25
countries. Eight of the new member countries are former East Bloc states in-
cluding three former soviet republics (the Baltic States: Estonia, Latvia and
Lithuania) and five countries in Central and Eastern Europe (Hungary, Poland,
Slovenia, Slovakia, and the Czech Republic). The other two countries that
joined the European Union are mini-states in the Mediterranean (Cyprus® and
Malta). Accession negotiations with Bulgaria and Romania continued and
resulted in their accession on January 1, 2007. In addition, there are three
candidate member countries (Croatia, Macedonia and Turkey). Two of them
(Croatia and Turkey) have already begun accession negotiations. Albania and
the other former Yugoslav republics that are not yet (candidate) member
countries are potential candidate member states.

2 since Turkey occupied the north of the island in 1974, Cyprus is divided in Turkish Cypriot
and Greek Cypriot communities. The Turkish Republic of Northern Cyprus is only recognized
by Turkey. Officially, Cyprus joined the European Union as one country. Effectively, however,
only the Greek Cypriot community joined.
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Accession and Economic Conditions

The accession of the former East Bloc countries has progressed surprisingly
fast. It seems questionable, therefore, whether they were ready for European
Union membership in all respects. The Treaty on European Union says in Ar-
ticle 49 that “any European State which respects the principles set out in Arti-
cle 6(1) may apply to become a member of the Union.” Article 6(1) states that
“the Union is founded on the principles of liberty, democracy, respect for hu-
man rights and fundamental freedoms, and the rule of law, principles which
are common to the Member States.” The Copenhagen European Council has
made the principles set out in Article 6(1) of the Treaty on European Union
more concrete. These so-called Copenhagen criteria comprise a political crite-
rion, an economic criterion, and the ability to take on the acquis communautaire:

1. Stability of institutions guaranteeing democracy, the rule of law, human
rights and respect for and protection of minorities.

2. The existence of a functioning market economy, as well as the ability to cope
with competitive pressures and market forces within the European Union.

3. The ability to take on the obligations of membership, including adherence to
the aims of political, economic and monetary union.

The answer to the question whether candidate member states meet
these criteria is political in nature and, thus, open to political interpretation.
The impression has been raised that political pressure to keep the enlargement
process going has prevailed in a number of cases and that in fact not all new
member states sufficiently meet the Copenhagen criteria. The level of eco-
nomic development is generally still very low (and the unemployment rate
very high), while the administrative capacity is often still very limited. The
political criterion—democracy, the rule of law, human rights, etc.—together
with geopolitical considerations seem to have settled the matter in a number of
cases. The new member states in Central and Eastern Europe have little experi-
ence with a market system and the decision-making processes in Brussels. How-
ever, the European Union’s eastern enlargement is a fascinating adventure that
undoubtedly will lead to more stability in Europe and a reduction of the risk of
wars within the area to zero. That was precisely the main driving force behind
the creation of the European Union’s predecessors in the 1950s.

Approximately half of the new member states still cope with budget
deficits that exceed 3% of GDP (the Maastricht criterion). Figure 1 shows the
budget deficits in the period 1991-2007 in the three regions that the European
Bank for Reconstruction and Development (EBRD) discerns: Central
and Eastern Europe and the Baltic States, South Eastern Europe, and the
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Commonwealth of Independent States.® In the first years after the collapse of
the Soviet Union budget deficits increased to high levels. The highest level
was reached in the Commonwealth of Independent States, it was somewhat
less high in South Eastern Europe and the relatively lowest level was reached
in Central and Eastern Europe and the Baltic States. From the mid-1990s,
deficits came more and more under control. Notably, from 2000 a kind of role
reversal emerged. Deficits are now at the highest level in Central and Eastern
Europe and the Baltic States and at the lowest level in the Commonwealth of
Independent. However, the average deficit in the Commonwealth of Inde-
pendent States is heavily influenced by the large surpluses in oil-rich
countries like Russia (8.1% in 2005) and Kazakhstan (5.3% in 2005). The
differences among individual countries are also large in Central and Eastern
Europe and the Baltic States, where general government balances in 2005 varied
from a surplus of 2.3% of GDP in Estonia to a deficit of 7.8% in Hungary,
while estimates for 2006 and 2007 do not fundamentally change the picture.

Table 1 Cumulative Inflows of Foreign Direct Investments Per Capita (US$),
1989-2006

New member states

1. Czech Republic 5,512
2. Estonia 5,098
3. Hungary 4,545
4. Slovakia 3,194
5. Latvia 2,203
6. Poland 2,123
7. Lithuania 1,669
8. Bulgaria 1,575
9. Slovenia 1,333
10. Romania 1,110
Candidate member states

1. Croatia 3,177
2. Macedonia 814

Source: EBRD

There are also considerable differences in attractiveness of the new
member states for foreign investors. Table 1 displays the cumulative inflows
of foreign direct investments since the fall of the Berlin Wall in each of the
new member states in Central and Eastern Europe and the Baltic States as

% Central and Eastern Europe: Czech Republic, Hungary, Poland, Slovakia and Slovenia.

South Eastern Europe: Albania, Bosnia and Herzegovina, Bulgaria, Croatia, Macedonia,
Montenegro, Romania and Serbia.

Baltic States: Estonia, Latvia and Lithuania.

Commonwealth of Independent States: Armenia, Azerbaijan, Belarus, Georgia, Kazakhstan,
the Kyrgyz Republic, Moldova, Russia, Tajikistan, Turkmenistan, Ukraine and Uzbekistan.
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well as in the candidate member countries in South Eastern Europe. Given the
differences in population size the table does not contain the total amounts of
foreign direct investments, but rather the amounts per capita. Obviously, the
Czech Republic is the foreign investors’ darling. Notable is the second place
of Estonia. As a former soviet republic its starting position was considerably
weaker than those of the other countries of the former East Bloc. Contrary to
Poland’s image in the popular press and with the public at large this country
has attracted a mediocre amount of foreign direct investments in the period
1989-2006. Also notable is that Croatia scores relatively high with an amount
of foreign direct investments that matches Slovakia’s, which is number four
on the ranking list of foreign direct investments in the new member states. On
average, Central and Eastern Europe and the Baltic States have attracted
$3,030 per capita in the period 1989-2006, which is nearly two times as much
as South East Europe’s average ($1,658).

Tax Capacity and Tax Effort

Since most countries in the region cope with continued budget deficits, as
Fig. 1 illustrates, the question arises as to how these countries can tackle their
deficit problems. In principle, governments have a choice between two strate-
gies: increasing revenues or cutting expenditure. It goes without saying that a
combination of both strategies is also possible. The question arises on what
basis a government can make a choice. In other words, at what point should
the emphasis be placed on cutting expenditure rather than raising revenues?

Answering this question involves evaluating a country’s tax capacity
and tax effort. Tax capacity is defined as the ability of a government to raise
tax revenues based on structural factors including the level of economic
development, the number of “tax handles” available, and the ability of the
population to pay taxes (Chelliah 1971, p. 293). Tax effort is defined as a
measure of how well a country is using its taxable capacity, that is tax effort is
the ratio of actual tax revenues to taxable capacity (Bahl 1971, p. 582). Indi-
ces of tax effort provide a tool for measuring differences between countries in
how effectively they are using their potential tax bases. These indices may
indicate the appropriate policy for dealing with budget deficits. For example,
countries with a high tax effort index may need to look at reducing expendi-
ture rather than raising taxes (Stotsky and WoldeMariam 1997).
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Fig. 1 General government balances (in % of GDP), 1991-2007. Estimates for 2006
and 2007. Source: EBRD

Figure 2 shows general government revenue as a percentage of GDP
over the period 1996-2004 in the three regions, while it includes as bench-
marks the USA and the EU-15 (the European Union of 15 member states as it
existed before May 1, 2004). In Central and Eastern Europe and the Baltic
States, the tax burden is comparable to that of the EU-15 and, thus, well above
the level of the USA. In the mid-1990s, South Eastern Europe’s tax burden
was well below the level of the EU-15 and even lower than the level of the
USA, but it increased in the late 1990s. From the turn of the century tax levels
in Central and Eastern Europe and the Baltic States and South Eastern Europe
are on average within the range of European Union countries, which is
roughly 30-55% of GDP (van der Hoek 2003, p. 22). Though large differ-
ences exist across individual countries, only one of the new member states has
a tax/GDP ratio below this range. The total tax level in Lithuania amounted to
27.4% in 2004, but it was somewhat higher in previous years. Slovenia’s
tax/GDP ratio amounted to 45.4% in 2004, which was the highest of the ac-
cession countries in Central and Eastern Europe and the Baltic States. In two
other accession countries (Hungary and Slovakia) the tax burden in 2004 was
also over 40% (nearly 45%). In particular in the period 1997-2000 the total
tax level of Slovakia was considerably higher than in 2004.
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Fig. 2 General government revenue (in % of GDP), 1996-2004. Source: EBRD and
OECD

In the Commonwealth of Independent States the situation with regard to
the tax burden is the reverse. As can be expected, these countries face the
greatest taxation problems. They have been under communist rule for over
sixty years. The state financed itself through state-owned companies rather
than taxation, so the countries in this region have little experience with taxa-
tion and markets. No wonder that they are the only of the three regions where
the total tax level is clearly below the range of tax burdens in the member
states of the European Union. Until the early 2000s it was even lower than the
level of the USA. In 2004, five of the Newly Independent States had a
tax/GDP ratio that fell within the range of European Union countries (Uzbeki-
stan with 32.3%, Moldova with 34.7%, Ukraine with 35.6%, Russia with
38.6% and Belarus with 46.2%).

Approaches to Tax Capacity

It seems relevant to know how well the new European Union member states are
utilizing their tax capacity. Musgrave (2000) identifies three factors that deter-
mine a country’s taxable capacity:

e The stage of development, often measured by per capita income.
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e The existence and extent of “tax handles.”
e Efficacy of tax administration.

Each of these factors contributes either to a country’s potential taxable
base (for example the greater the level of economic development the higher the
income tax base) or contributes to the accessibility to that tax base by the gov-
ernment. For example, an economy with a sizable and established manufacturing
sector has more easily identifiable and accessible taxpayers than an economy
that is largely agricultural or comprised of many small traders. A well-developed
manufacturing sector points to the existence of a “tax handle.”

A simple measure of tax effort across countries might compare coun-
tries’ tax/GDP ratios, but such comparisons would ignore differences in tax
capacity across countries. Countries differ with respect to their economic situa-
tions, for example per capita income, economic structure, resources, and other
factors. These differences must be accounted for when measuring tax effort.
Another approach, therefore, is using regression analysis across countries to
predict a country’s tax/GDP ratio (Bahl 1971; Chelliah 1971; Stotsky and
WoldeMariam 1997; Tait et al. 1979; Tanzi 1968, 1992).

A tax effort index can be developed as the ratio of actual tax share to the
predicted tax share. An index of 1 means the country’s tax effort is at the “ex-
pected” level, given the structural factors of that country. In other words, the
country is using its taxable capacity at a level consistent with the average of
the other countries in the sample. By comparing tax effort across similar
countries, it may be possible to identify countries that have the potential to
increase tax revenues through increased tax effort. Alternatively, countries
may be identified where tax effort is already relatively high and it would be
more obvious to closely examine the expenditure side of the budget in order
to reduce the budget deficit.

Table 2 Deviation of Actual Tax Share from Predicted, as a Percentage of Predicted,
1992-2000

1992 1993 1994 1995 1996 1997 1998 1999 2000

Albania -4.7 172 154 148 -122 -106 33 04 120
Bulgaria -35 -19.1 -89 -15.8 - -69 -14 -101 -134
Croatia - - 210 228 216 177 257 106 7.9
Czech Republic - 110 86 77 54 -20 -44 =20 -
Hungary 4.4 9.1 23 104 5.6 19 1.0 - -
Macedonia - - - - -41 -70 -106 87 -
Poland -31 36 -23 -42 -61 -83 -116 -147 -16.6
Romania 8.8 51 -59 -35 -98 -146 -157 -10.1 -14.9
Slovakia - - 53 37 21 -59 -92 -143 -
Slovenia - 116 97 80 55 37 40 6.2 17

Source: Mertens (2003, p. 548)
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A study by Mertens (2003) uses a regression approach covering the period
1992-2000 and including data for ten countries in Central and Eastern Europe
and South Eastern Europe: Albania, Bulgaria, Croatia, the Czech Republic,
Hungary, Macedonia, Poland, Romania, the Slovak Republic, and Slovenia.
Notably, this sample does not include all new European Union member
countries. Rather, it comprises seven new member states, two candidate member
countries (Croatia and Macedonia) and one potential candidate member state
(Albania). A very interesting dimension of this study is that it presents a ranking
based on each country’s deviation between its actual and predicted tax/GDP
ratio. Table 2 summarizes the results. The value of —14.9% for Romania in 2000
means that the country’s actual revenue share was 14.9% lower than that
predicted by the model. To my knowledge there are no comparable data
available for the “old” member states of the European Union. To obtain them
would require a separate research study because they will have to be calculated
on the basis of a regression analysis.

The results of the Mertens study suggest that in several Central
and Eastern European and South Eastern European countries—especially
Bulgaria, Poland, Romania and Slovakia—deficit reduction is possible
through increasing tax effort. The European Commission may use this kind of
information to assess to what extent these countries prepare themselves for
membership of Economic and Monetary Union. As the new member states
have to accept the principles of Economic and Monetary Union, they will
have to meet the Maastricht criteria regarding inflation, real interest rates,
budget deficits, public debt and exchange rate stability. Contrary to the “old”
member states, the new member countries do not have the latitude to opt out
of Economic and Monetary Union. The European Commission may use the
data pertaining to tax effort in particular in relation to the Stability and
Growth Pact’s budget deficit criterion.

Future Research

The study cited above (Mertens 2003) points out some possible avenues for
further research. Countries in Central and Eastern Europe and South Eastern
Europe have had myriad tax law changes as well as major tax reform efforts
during the 1990s. Reviewing these events may shed light on what is happen-
ing with tax effort in Central and Eastern Europe and South Eastern Europe.
For example, Slovenia and Croatia consistently have tax effort indices above
one, while both have positive deviations from predicted tax shares for each
year. These two countries have many factors in common, including a steady
approach to tax reform. Slovenia introduced a new income tax law in 1994, a
new tax administration law in 1997, and the VAT in 1999. Croatia began in
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1993 creating its tax service, introduced income taxes in 1994 and the VAT in
1998. Because tax administration is an important component of tax effort,
further examination of these relationships is warranted.

However, there is another factor that warrants further examination:
corruption. Though it is a phenomenon that is not easy to study, data are
available about perceived corruption levels in a large and growing number of
countries. Transparency International, a Berlin based institution, publishes an
annual Corruption Perceptions Index for a growing number of countries. The
scores range between 10 (highly clean) and 0 (highly corrupt) and relate to
perceptions of the degree of corruption as seen by business people and risk
analysts. Respondents expressed their perceptions in surveys assessing a
country’s performance. At least three surveys are required for a country to be
included in the Corruption Perceptions Index. Therefore, in its 2006 index
Transparency International could include only 163 of the more than 200 sov-
ereign nations.

Table 3 Corruption Perceptions Index, 1996-2006

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

1. Finland 91 95 96 98 100 99 97 97 97 96 96
9. Australia 86 89 87 81 83 85 86 88 88 88 87
11. UK 84 82 87 72 87 83 87 87 86 86 86
16. Germany 83 82 79 62 76 74 73 77 82 82 80
20. USA 77 76 75 75 78 76 77 75 75 76 73

24. Estonia - - 57 57 57 56 56 55 60 64 67
28. Slovenia - - - 60 5552 60 59 60 61 64
41. Hungary 49 52 50 52 52 53 49 48 48 50 52
45. ltaly 34 50 46 47 46 55 52 53 48 50 49

46. CzechRep.54 52 48 46 43 39 37 39 42 43 48

Lithuania - - - 3.8 41 48 48 47 46 48 48
54. Greece 50 54 4.9 4.9 49 42 42 43 43 43 44
49. Latvia - - 2.7 3.4 34 34 37 38 40 42 47
Slovakia - - 39 37 3537 37 37 40 43 47
57. Bulgaria 29 33 35 39 40 39 41 40 40

61. Poland 56 51 46 42 41 41 40 36 35 34 37

69. Croatia - - - 27 37 39 38 37 35 34 34
84. Romania - 34 30 33 29 28 26 28 29 30 31
105. Macedonia - - - 3.3 - - - 23 27 27 27
111. Albania - - - 23 - - 25 25 25 24 26
121. Russia 26 23 2.4 2.4 21 23 2.7 2.7 2.8 2.4 25
163. Haiti - - - - - 22 15 15 18 18

Source: Transparency International

Table 3 shows the amount of perceived corruption over time in se-
lected countries. In 2006, Finland was perceived as the cleanest country and
Haiti as the most corrupt. Table 3 includes new European Union member
states (Bulgaria, the Czech Republic, Estonia, Hungary, Latvia, Lithuania,
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Poland, Romania, Slovakia and Slovenia) as well as two candidate member
countries (Croatia and Macedonia). In addition, it includes Russia, several
large western countries (Australia, Germany, UK and USA), the two most
corrupt “old” European Union member states (Greece and Italy) and a poten-
tial candidate member state (Albania).

Politicians pay lip service to the fight against corruption, but they fail
to clamp down on corruption to break the vicious circle of poverty and graft.
Corruption seems a self-sustaining phenomenon, since anti-corruption meas-
ures tend to be adopted where they are needed least: in countries that do not
have particularly serious corruption problems (Steves and Rousso 2003,
p. 28). Transition countries with low levels of administrative corruption have
been more likely to adopt intensive anti-corruption programs than countries
with high levels of administrative corruption.
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Fig. 3 Corruption perceptions index and tax effort, 1998/1999. Source: Transparency
International and Mertens (2003)

The low scores for countries in Central and Eastern Europe, the Baltic
States and South Eastern Europe—with Estonia and Slovenia as notable ex-
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ceptions—indicate that doing business in these countries is not only subject to
normal business risks, but also to additional risks resulting from corruption.
As a result, businesses face additional uncertainties. Particularly worrying is
that the amount of perceived corruption does not diminish over time in half of
the new member countries. Rather, it remains more or less stable (Bulgaria,
the Czech Republic, Hungary and Romania) or even grows (Poland). It seems
plausible that a negative relationship exists between corruption and economic
development in general. Corruption creates additional risks for businesses and
disturbs market signals hampering economic growth. More in particular,
negative relationships seem plausible between corruption and tax effort on the
one hand and corruption and foreign direct investments on the other hand.
Corrupt tax inspectors fill their private pockets rather than the public purse,
while corrupt officials make foreign direct investments more risky.
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Fig. 4 Corruption perceptions index and foreign direct investments, 1989-2006.
Source: Transparency International and EBRD

However plausible these hypotheses are, | have found only very weak
empirical evidence supporting the hypotheses of negative relationships be-
tween corruption and tax effort and between corruption and foreign direct
investments. Figure 3 displays how the data pertaining to the Corruption Per-
ceptions Index and tax effort were related in 1998/1999. This figure suggests
there is no relationship at all. Figure 4 shows how the averages of the data
pertaining to the Corruption Perceptions Index in the period 1996-2006 relate
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to the average foreign direct investments data in the period 1989-2006. This
figure suggests there might be some weak relationship between the two vari-
ables. Therefore, it seems worth doing more research in this area in future to
unravel a possible relationship between foreign direct investments and the
extent of corruption.
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No Taxation with or without Representation:
Completing the Revolutionary Break with Feudalist
Practices

Tibor R. Machan*

Introduction

Taxation is a vestige of feudalism and monarchy. It persists because of the
mistaken belief that government is somehow entitled to a portion of our labor
or assets. This chapter challenges that belief from a philosophical perspective
and offers a different viewpoint.

Taxes are bad. It’s not just taxation “without representation” that is
destructive and unjust. It’s taxes, period.

The American Revolution constituted a principled rejection of
monarchy and feudalism. It established that individual human beings, not
rulers or government, are sovereign; that individuals have rights to “life,
liberty, and the pursuit of happiness”; that government exists only to safe-
guard, not routinely violate, these rights.

But the revolution is not complete.

A Feudal Vestige

Through most of history, governments—usually monarchies headed by kings,
emperors, pharaohs and sundry other tyrants—Ilegally owned everything
under their rule, including the people. We are all children of God. So the king,
as God’s surrogate, was routinely, though not uniformly, thought to be justi-
fied in taking the same stance as God toward us here on earth. In those regimes
the population was regarded as subjects, not citizens. They were treated as the

* An earlier version of this chapter was published in the Journal of Accounting, Ethics & Public
Policy 6(2): 167-186 (2006).
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underlings, subject to the will of the ruler. To the extent that they were
allowed to go about their business, it was by sufferance, not by right.

In these social systems the institution of taxation was a cruel method
of outright subjugation, perpetrated by rulers upon their subjects. Because the
rulers owned everything, subjects living on the land had to pay for this
privilege. When they transformed nature into something useful for human life,
the fruits of that work belonged to the king. In such a context, taxation made
sense—what is produced is collected as taxes, with the people allowed to keep
enough to keep working for the king. These subjects thus enjoyed no legal
right to the land they worked; no legal right to their own labor; no legal
protection of the basic rights of individuals.

Gradually this absolute power began to be checked and contained, as
the idea spread that people in government are human beings after all, not gods
or divinely anointed surrogates. It dawned on many that the rulers had no
(divine) right to rule anyone other than themselves. Indeed, between the
eleventh and the eighteenth centuries, the idea began to gain headway that
every human individual possesses a basic, natural right to his life, liberty and
property. Anyone wanting to gain the benefit of another’s work or other assets
would have to ask for it. Sovereignty lay with individuals, not the state.

But though we in the U.S.A. no longer believe in feudalism and the
divine right of kings, many of the features of monarchies gained a life of their
own even after monarchies were abolished or at least relegated to ceremonial
status. Taxation is one such relic, a particularly corrosive one. It persists as a
legacy of feudal “rent” taking, with rationales that continue to regard citizens
as serfs.

The American Revolution affirmed that kings and such possess no
such divine rights and that the individual is sovereign. But the Founding
Fathers didn’t finish the job. Instead of transforming public finance from a
coercive to a voluntary system, the framers left taxation intact, albeit with the
proviso that there at least be representation along with it. Those who love
government more than individual rights have exploited this anomaly to
expand the state. It is not surprising. Whenever one compromises a principle,
the compromise eventually threatens to devour the principle altogether. (This
is why ethics counsels us against even little white lies—it corrupts character,
and makes it easier to tell the next lie.) Sadly, there remain many apologists
for continuing one of the feudal era’s worst practices. Instead of finding a just,
humane way to fund legal services, these denizens of government and
universities struggle to convince us that when government steals our wealth, it
has a right to it.

' There are today some political theorists and legal scholars who are intent on reintroducing
just this rationale for taxation, claiming that individual rights are grants from the government,
not based on human nature, having no pre-political foundation. See, for example, Stephen
Holmes and Cass Sunstein, The Cost of Rights, Why Liberty Depends on Taxes (New York:
W. W. Norton, 1999), and Liam Murphy and Thomas Nagel, The Myth of Ownership (New
York: Oxford University Press, 2002).
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If there was ever one who stated unambiguously the neo-feudal case
for the institution of taxation, it was August Comte, the father of modern
sociology and an avid champion of socialism. Defending a secular version of
divine right, Comte argued that everything we have belongs

to Humanity.... Positivism never admits anything but duties,
of all to all. For its social point of view cannot tolerate
the notion of right, constantly based on individualism. We
are born loaded with obligations of every kind, to our
predecessors, to our successors, to our contemporaries. Later
they only grow or accumulate before we can return any
service. On what human foundation then could rest the idea
of right, which in reason should imply some previous
efficiency? Whatever may be our efforts, the longest life
well employed will never enable us to pay back but an
imperceptible part of what we have received. And yet it
would only be after a complete return that we should be justly
authorized to require reciprocity for the new services. All
human rights then are as absurd as they are immoral. [To live
for others], the definitive formula of human morality, gives a
direct sanction exclusively to our instincts of benevolence,
the common source of happiness and duty. [Man must serve]
Humanity, whose we are entirely.’

It is this view more than any other which now is invoked to support
the belief that taxation is just: that from birth to death everyone is obligated to
pay with some portion of his life for whatever benefits of society he may
enjoy. On this view, we are in bondage from the start, with no question about
whether we have voluntarily assumed our debts.

With or Without Representation

If the American Founders had accepted the notions of those intellectuals who
enthusiastically endorse the institution of taxation in even its most abusive
manifestations, there would be no United States of America, the bastion
of individual liberty in the world. There would be no glimmer of hope of
extending its ideas to further regions of human life. But more than two
centuries ago, the leaders of this country had the revolutionary courage to call
for more liberty for its citizens than those in other countries had. This call has
by now been seriously eclipsed by the call of the most prominent of our

2 August Comte, The Catechism of Positive Religion (Clifton, NJ: Augustus M. Kelley Publ.,
1973), pp. 212-230.
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current intellectuals and leaders. These leaders do not even see the point of
mentioning, let alone expanding, the protection of individual liberty.

Of course, calling for liberty didn’t always suffice, which is why
slavery had to be abolished, for example, and why there is so much more
work to be done along lines laid out in the Declaration of Independence. But
all in all, despite certain compromises and failures, the call for more
individual liberty has been one of the cornerstones of America’s uniqueness.
One thing the Founders failed to do—I am not sure whether they even
considered it—was match the system of financing the government to their
new idea about the relationship between citizen and that institution. It was
clear to them that, properly understood, government is hired by the people and
is not their ruler. But that also means that government does not own the
products of the people’s labor and enterprise.

The Founders didn’t abolish taxation as they should have. But they
did try to ensure that taxation is never imposed without full and proper
representation in government. They believed this would guard against any
eager-beaver tax and spend policy. It was the famous pre-Revolutionary
patriot James Otis who said, “Taxation without representation is tyranny,” and
it became one of the revolution’s rallying cries. By now, however, the
American tax system does not even adhere to this less overarching power-
curbing principle. Today the tax policies of the United States of American
are more bloated and tyrannical than those of George Ill, against whose
government the Founders waged their revolutionary war.

The idea of no taxation without representation has been nearly for-
gotten. Today, throughout the country, people who cannot vote on tax measures
affecting them are nonetheless taxed more and more—in hotels, restaurants,
airports, stores, business of all kinds. Government even taxes members of
future generations, ones certainly not represented in Congress. Some taxes are
imposed directly by regulatory agencies, without approval from Congress
(and of course, many of the regulations of these agencies are expensive to
comply with and constitute a kind of de facto tax). What is far worse, but to
be expected, given the logic of such processes, is that instead of confining
taxation to financing the only proper function of government, “to secure [our]
rights,” taxation is now used to fund virtually every kind of project the human
imagination can conceive and the supporters of which can be favored by
politicians.

The public has been persuaded to believe that taxes are absolutely
necessary. So they have taken their eyes off their own money to the extent
that they don’t bat an eyelash over this abomination. You will notice, if you
travel about, that only in America does the sales tax get added to the prices
and wages being charged in trade. In other countries, which are much more
closely linked to various monarchical eras, no such separation is in evidence.
That is because in America, for a while, it was at least important to keep in
mind that government is seizing our wealth, that it is ours and doesn’t
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automatically belong to it. But even that little gesture is in danger of dis-
appearing, what with so many hidden taxes on the books in our time.

Were we at all loyal to the letter, let alone the spirit, of the revolution-
ary idea of the Founders, we would long ago have switched from taxation to
some truly voluntary means of funding government. With a return to the
limited role government was to have played in our lives, this would be no idle
dream—scholars and other thinkers have conceived of such voluntary systems
and found them promising.® But instead of working to complete the Founders’
revolution, politicians and their intellectual apologists have driven us further
and further from it. All we have left of the spirit of the American Revolution
is a little bit of rhetoric. And that is all that will remain—perhaps even vanish
in time—unless the ideas and ideals of the Founders are recovered.

In fact, taxes have no place in a free society. In such a society one has
inalienable rights—rights that can never be justly violated—to life, liberty and
the pursuit of happiness, among other rights. And if that’s true, some other
means must be found to pay for legal services. For free adult human beings,
government can only be a hired agent, even if a powerful one (something like
a bodyguard or an arbitration agency). Its services, however, must be
provided not by imposing them on citizens—i.e., the feudal and despotic
approach—but on a voluntary basis, for a reasonable charge. That is the only
way to prevent the legal authorities from exercising arbitrary power. Other-
wise, like organized criminals, government will become not a hired agent but
an extortionist and paternalistic bully, lording over us. In a democratic context
this is mitigated a bit by the fact that some measure of collective consent is
sought from the citizenry. But as the American experience shows, this helter-
skelter check and balance is hardly adequate to constrain the power of
government. If taxes were abolished, our governors could be held more
accountable and their power could be limited.

Alas, the idea of a tax-free society is too radical to even be considered
by those who set the terms of mainstream public policy discussions, so few
will consider the alternative. The bulk still accept some version of the
perverse view that government owns everything and that no one ought to
challenge what it decrees should be done with its property.

An Extortion Racket

But isn’t it the case that, to quote Justice Oliver Wendell Holmes, Jr.,
“Taxation is the price we pay for civilization?” It has a nice ring to it, but it’s

® See, for example, Tibor R. Machan, “Dissolving the Problem of Public Goods: Financing
Government Without Coercive Measures,” in T. R. Machan, ed., The Libertarian Reader
(Lanham, MD: Rowman & Littlefield, 1982), pp. 201-208, and Ayn Rand, “Government
Financing in a Free Society,” in E. S. Phelps, ed., Economic Justice (Baltimore: Penguin
Books, 1973), pp. 363-367.
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a ruse. It was asserted by a man who had no sympathy at all for limited
government.

“And what is the state but a servant and a convenience for a large
number of people, just like the electric light and the plumbing system? And
wouldn’t it be preposterous to claim that men must exist for their plumbing,
not the plumbing for the men?” asks one character in Ayn Rand’s first novel,
We The Living.* What folks don’t seem to understand is that a truly just
society is a place where people can live without having to suffer denial of
their basic humanity. Being human is a matter of making moral choices about
one’s own life, which is why we need freedom; to be oppressed by others is to
directly thwart that moral decision-making. That is why slavery was such a
vicious institution, an assault on human dignity. That is why any kind of
coercion must be banned. People require, for their flourishing, to be free.
When our freedom is impeded, even just a little bit, our humanity is under
assault.

The fact that for most of human history people lived under oppression
doesn’t undermine the moral point | am making here. Throughout history
there has also been theft, rape, robbery, murder, assault and all kinds of
related evils; yet no one would seriously argue that these are just part of the
price we pay for civilization. It is clear-cut enough that these practices are
evil.

Yet what is taxation but the coercive imposition of an ongoing, heavy
burden on persons without their consent? It is the same type of thing that
burglars, robbers, embezzlers and all others do when they confiscate wealth
from its rightful owners. These criminals, too, believe that they, not the
rightful owners, ought to decide how the loot should be deployed. They do
not necessarily devote all the loot to personal comforts, either—they may well
spend it on projects that benefit others or some worthy cause. There is no
telling ahead of time where the loot will go. What we know for certain is that
those who do the looting want to determine this themselves.’

But, didn’t “we” enter into a social compact that resulted in the tax
system we have? No, not if we indeed possess inalienable rights to life and
liberty. No contract can obligate contracting parties to forfeit anyone’s rights.
I certainly may not contract that you lose your rights. A contract may only be
entered into voluntarily—unwilling third parties may not be conscripted into
it. If, as in the case of the United States, a society is grounded on inalienable
individual rights, the only way government can come about is through the

* (New York: Signet, 1996), p. 72. Perhaps “servant” is misleading—more on the order of a
hired professional, like a dentist or attorney. Government is an organization for the purpose of
rights protection, as medicine is for health protection or education is for advancement of
knowledge. All are to benefit human beings who employ their professionals.

® The theory that people will tolerate considerable taxation before they revolt is supported by
ordinary psychology. They will do the same with out and out burglary, for a while, after which
they will stop producing unless it is stopped. It is no argument in support of taxation that many
do not take to the streets about it—often it simply doesn’t pay to protest wrong-doings.
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“consent of the governed.” And while this concept had been understood too
loosely, even by the American Founders, its meaning is clear: you and | must
consent to be governed.®

In a sense, of course, we do thus consent if we remain within the legal
jurisdiction of a just government; but only to the extent that its governance is
in fact just. It is the just powers only of government that we can sanction, and
taxation isn’t one of the just powers of government. To be properly funded,
some other means—»but in any case a voluntary means—must be found. But
since this is a very novel idea—about as novel even in the United States as
free markets are in the former Soviet bloc countries or freedom of religion in
Iran—studies on to how to do so are in short supply. (And most universities
are tax-funded, so they aren’t too likely to encourage alternative ways of
funding government!)

Sure, there are police and judicial services that make living free from
violent intrusion more likely. These services cost something. But civilized life
requires that we pay and obtain these services only if we choose to do so. We
should, if we want, be free to try doing without the services and suffer the
consequences. In practice, most of us would not try to live without cops,
courts, and the military, all of which make working, owning property, and
trade feasible and convenient. But we can arrange to obtain these services
without using force. We don’t need to be subjected to extortion and coercion in
order to be defended from extortion and coercion; that’s how the mob
operates.

Like all extortion, taxation is difficult to fight. Furthermore, in the
case of taxation the very people on whom we rely to combat criminal
extortion are the enthusiastic extortionists themselves. They are the judges,
politicians, police officers, all kinds of agents of various levels of
government—all part of the system the Founders of the American Republic
had called upon *“to secure these rights.” Those in government and their
supporters who defend its supreme role in society often believe, sincerely, that
their coercive institution is necessary, performing a function much like that of
parents or guardians in relation to children.

They may start by saying, “Well, we must have such extractions so as
to provide citizens with the police, the military and the courts.” But they never
end there. Once they have gotten millions of us to say, “Oh, yes, those things
are vital, so you go ahead and use coercion to get them,” the next step is to
say, “Well, now that we have the authority to use coercion, why not use it for
all kinds of lovely purposes in addition to providing security from others?”
And the scope of the state then grows and grows and grows, as does its size,
the moral argument against these having been compromised. These folks are

® We do not, however, need to consent to others defending themselves from aggressors; so a
constitution that consists primarily of policies that protect individual rights does not require
universal consent, on the consent needed to provide it with sufficient power to oppose crime.
See, for more along these lines, Randy E. Barnett, Restoring the Lost Constitution: The
Presumption of Liberty (Princeton, NJ: Princeton University Press, 2004).
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convinced that what they provide for us is so vital that there is no need to
stoop to requesting permission to provide it, so long as some sizable portion
of the citizenry—via some kind of democratic process (but one wherein many
third parties have been coerced)—is willing to go along. Never mind whether
consent to take the fruits of their labor and other resources from them has
been obtained from all those who are to be benefited and from whom payment
is coercively extracted, on penalty of fine or imprisonment.

Sure, those bent on perpetrating this scam want us to believe
something else, namely, that they just want us to be less selfish and to help
other people more. Yet this assumes that while all us mere citizens are inept at
knowing how we could help others, folks in government are experts at this
task and more virtuous than the rest of us to boot. Surely this has no historical
basis to it. There is far more waste and pork, even outright mendacity, in
government than anything private citizens could cook up. So even from the
point of view of helping people, it is best to leave the money with those
whose it is in the first place. They’ll do just fine in distributing portions of it
to those who are in dire straits or just need some help to carry on with worthy
tasks that may not get sufficient backing from the marketplace.’

But extortionists never get enough. Government officials have even
claimed that tips should be taxed because they are a form of income. But
income is payment for services rendered. If you do not pay the income of
those who work in restaurants—for example, if you walk out without paying
for your dinner—you are subject to prosecution. If you don’t pay for the
furniture delivered to your home, you can be sued. If your barber does not
receive the payment you owe for the hair cut he or she provides, again you are
in trouble with the law.

But now ask yourself—as per the suggestion of Jackson R.
Wheeler—what happens if you don’t pay a tip? Nothing much, other than
getting some people angry at you. But angry or not, no legal action can be
taken at you. Your sin is not failure to pay for service rendered, but to provide
a customary gift to those who rendered the service beyond the call of duty. An
almost automatic gift but a gift just the same. Gifts are not taxable, certainly
not as income. Yet in California, for example, restaurants must add 8% of
their income to the income they earn, as an estimate of the tips received. It is
ridiculous but not surprising. The government wants whatever it can get.

The opposite view, laid out first by John Locke, is that each of us
comes into the world free and independent and as adults we then take up
various tasks, including certain responsibilities toward others, as a matter of
our free choice. But no one has any claim to our effort or the products of our
effort prior to our having made a free decision about the matter. So, just as
Jimmy Carter lusted in his heart, | “cheat” on my taxes in my heart. Unlike
Carter, though, | don’t think I’m sinning. It is only because the consequences

" For a fuller discussion of these points, see Tibor R. Machan, Generosity: Virtue in Civil
Society (Washington, DC: Cato Institute, 1989).
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of refusing to pay what the government claims | must pay would be so
devastating, do | continue to pay.

If taxation were indeed morally mandatory—if whenever we gain
some benefit from someone in trade we would really owe money to the
state—then every time we were the beneficiaries of the generosity of friends
when, for example, we travel, we would be committing theft. Escaping the
costs of a hotel, car rental, or anything else would amount to nothing less than
an immoral act of theft, inasmuch as we also escape payment of taxes thereby.
Yet of course, no one in his or her right mind considers it immoral to accept
the generosity of friends. Nor does anyone believe that we are cheating the
rental car company or the hotel chain by failing to use their services.

Those who try to justify taxation often claim that everyone owes taxes
to the government because, well, the money is the government’s in the first
place. We do not really own our wealth. It’s government that owns it and lets
us have a bit out of generosity.® But if this were so, we should all be naturally
guilt-ridden when we fail to act in ways that produces taxes for government.
And, of course, all those professional tax-escape helpers, who show us how to
hide our wealth effectively and thereby escape the extortion perpetrated by
governments, would be aiding and abetting crimes rather than performing a
valuable and peaceful service.

Taxation prevails because we have yet to fully grasp the implication
of individual rights and of rejecting the idea of the divine rights of kings and
bureaucrats.

Immoral or Impractical?

In 1957 Ayn Rand published Atlas Shrugged, a riveting novel in which the
most productive people—who create wealth but who are being devoured by
exorbitant government regulation and taxation—decide to go on strike and
teach the country a lesson. The result is that the country goes belly up. At the
end of the novel it seems that these productive folks will be able return and be
allowed to produce without all this state regimentation, the best way in which
they and their fellows could possible interact.

In 2000 Joel B. Slemrod, a University of Michigan professor of
business economics, edited a book entitled Does Atlas Shrug?9 Slemrod
considers the question of what exactly are the economic consequences of high
taxation on the rich?

The answer arrived at, after 15 eminent scholars have conducted their
more or less technical economic analysis, is that, “All in all, these studies do
not suggest anything like the complete withdrawal of productive energies

8 Op. cit., Murphy and Nagel, The Myth of Ownership.
® Joel B. Slemrod, Does Atlas Shrug? The Economic Consequences of Taxing the Rich
(Cambridge, MA: Harvard University Press, 2000).
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that Ayn Rand warned of.” But, adds the editor in his introductory essay,
“Nevertheless, the tax system clearly induces people to rearrange their affairs
and change their behavior, and these changes are evidence of an unseen but
real cost of levying taxes.”

As Frederick Bastiat taught us,' it is difficult to assess the impact of
taxation because this impact is indeed most often unseen. Thus it cannot be
measured by the standards of empirical economic science (nor depicted
effectively on television). That is one reason the editor notes that the evidence
is “mixed on the question of how, and how much, today’s Atlases shrug.” The
ones that are shrugging totally may, of course, not be providing any evidence
at all to be analyzed. They are simply not there.

Of course how people react to having some of their wealth taken from
them by force, extortion and intimidation will vary. Some will work harder,
some will continue as is, writing it all off as just the price of being left in
peace (albeit with fewer resources to conduct their enterprises than would
have been available without the taxation), while others will withdraw or even
take up arms.

Yet looking at the matter solely with respect to how people will
behave in response to taxes does not do the topic justice. For one thing, Ayn
Rand wasn’t making an economic forecast. Hers was at most a prediction in
the if-then mode: “If all the producers realize how badly they are being
treated, then they would likely withdraw.” Actually, it was more a drama-
tization of moral advice, as portrayed in the high-level meetings between John
Galt and various captains of industry: “If you productive folks know what is
good for you, you will not tolerate being ripped off by those who do it to you
left and right, throughout history. Withdraw and see how they come running
to you then.” The venue is fiction, of course, and Rand in her lifetime did not
ever believe that life in the U.S. had become so oppressive that the producers
were warranted in withdrawing en masse from economic activity. But she
certainly always believed that businessmen should not give “the sanction of
the victim” to their own destroyers; that they should, rather, proudly assert
their moral right to their honestly produced wealth.

You may think this is advice is selfish, and, indeed, Rand intended it
as such. But is this really objectionable? Is it not a counsel of “selfishness”
when we tell battered wives to leave their brutal husbands? Or when we
advise someone to care for his or her health, family, and other ingredients of a
decent life? Selfishness—unless it is the perverse type that involves using
others against their will—is not bad at all. It is the virtue of prudence, a virtue
we need to exercise if we are to live well.

Atlas Shrugged is a novel and a romantic one at that. It is not intended
to be a naturalistic portrayal of the consequences when bad things happen to

10 Frederick Bastiat, “What Is Seen and What Is Not Seen,” in Selected Essays on Political
Economy, George B. de Huszar, ed. (Irvington-on-Hudson, NY: Foundation for Economic
Education, 1995), pp. 1-50.
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good people. It is, rather, a work of imagination involving moral principles—
framed, yes, in black and white terms, just as all clear moral advice should be,
even when the actual situations we must contend with are complicated or
murky.

Morality, like all disciplines, seeks abstract principles and then
implores those who would apply these principles to do so with intelligence
and integrity. This is also what engineers seek to do with the principles of
engineering and mathematics. Even when an engineering solution is less than
perfect given the constraints of a messy situation, it will not be any solution at
all if it ignores the absolute fact that two plus two equals four, that gravity
exerts a certain force, that a piece of tape can provide only a certain amount of
adhesion.

The empirical approach cannot tell us how much taxation is proper—
or whether any at all is.

Imagine if that were the method by which someone went about
assessing the merits of kidnapping, rape, murder, suicide, adultery, lying,
cheating, and other evils humans can perpetrate. What if, upon rigorous
economic analysis, it turned out that women who’ve been raped eventually
became wealthier, more skilled at their work and even, perhaps, more self-
confident, in comparison to women who haven’t been? Would that warrant
changing our assessment of rape or the law against rape? Or what if
kidnapped children developed a stronger sense of adventure and courage, in
general, following their experience? Would this suffice to render kidnapping a
moral good? Or what if burglaries, at times, induce the victims to go out and
work harder to recover the losses? Do we then laud burglary as aiding and
abetting the Protestant work ethic?

No one can tell for sure what people will do in the face of adversities
that do not incapacitate them. We are different, all of us, in many respects,
even while we are the same in others. When the American Founders observed
that all men are created equal, they made clear that this equality pertains to the
inalienable rights to life, liberty and the pursuit of happiness that all equally
possess in virtue of common humanity. But once these rights are secure, how
things will turn out cannot be predicted. On the whole, of course, one would
expect that a system of just principles would foster a better life for those
governed by them. But in particular cases and times this may not be so, even
if it is over the long haul.

Once this is recognized, the entire way of discussing tax cuts has to
be revised. For example, let us assume that there is no way to make sure that
the wealth citizens retain will be spent in a way that stimulates economic
growth. Sure, that is one of the justifications George W. Bush and his
economists put forth in order to make their tax-cut plans jive with mainstream
thinking. Such thinking, you may recall, cites how your money and mine can
advance various macro-economic or public policy objectives, such as reducing
unemployment, bolstering stock values, increasing investments and all the rest.
The assumption seems to be that the country is some kind of huge conglo-
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merate and government’s economists are its managers, entrusted with making
the enterprise economically viable. Of course, that’s a misguided way to view
government, and all kinds of disappointments must flow from such thinking.

One problem with expecting tax cuts to stimulate the economy is that
people who are “generously allowed” to keep more of their own wealth may
not choose to dispose of it productively, at least not as determined by macro-
economic standards. After all, just because more wealth enables us to invest
and spur employment, it doesn’t mean that we will all actually do so.
Accordingly, those who are skeptical about the stimulus potential of Bush
type tax cuts can easily appear credible—who knows what people will do
with more money in their pockets? Sure, they may spend a good deal of it.
But that is by no means certain.

If, however, George W. Bush had a clearer understanding of the very
words he kept using as he defended his plans to cut taxes—namely, that the
money taken from us is ours and when returned via tax cuts, it is returned to
those to whom it already belongs—he would also have recognized that we
might not dispose of it as he and his advisors would prefer. After all, when
you own something fair and square, you are the one who gets to decide what
to do with it. No one should harbor expectations that you will do their
bidding. The bottom line is that tax cuts should occur not because they will
stimulate the economy or do other fine macro things but because the money is
ours by right. If that were the explicit reason Bush and his team gave for tax
cuts, the liberal democrats couldn’t fuss about whether it will or will not lead
to various macro-economic objectives. It is none of their business anyway.

Despite the inconclusiveness of Slemrod’s study, there is no reason to
be inconclusive about the relevant moral principles here. It is wrong to
tolerate thievery and extortion.

Robbery Versus Charity

Some folks view opposition to taxation as per se greedy, stingy, and un-
charitable, a proof of ungenerous nature. Why would one wish to hold on so
obsessively to what one has earned—or, indeed, inherited or been given or
maybe just found (say in the ground, as when one discovers oil by accident)—
if one understands how much others could benefit from a portion of one’s
wealth?

But, in fact, taxation deprives taxpayers of the opportunity to be
supportive of various good causes. When a person gains wealth by whatever
honest means, there is more he can do with it than buy goodies to be piled up
in his home or estate. Sure, we do spend our resources on food, clothing, gad-
gets around the house, vacations, and similar consumption goods and
services. Why not? We are human beings who live in a world with many
chances for self-development and self-enhancement. A trip to Paris, four



No Taxation with or without Representation 37

years in college, a dependable health insurance policy, a nice birthday meal at
a fancy restaurant—spending one’s wealth on such things can be a good idea,
indeed. Life is to be lived—and we ought to strive to thrive living it. No need
for apologies here at all, however much some people want to make one feel
guilty for this. They forget, usually, that others who might be in greater need
desire to escape their lot so they, too, can one day obtain just such things for
themselves and their loved ones.

But the ability to obtain such goods and services is not the sole
benefit of wealth. A great deal of one’s wealth enables one to decide, in line
with one’s own best judgment, who else or what else should be supported
with what one owns. Taxation, by contrast, confiscates from the owners a sub.
stantial portion of what they own so that others may decide where the wealth
will go and what good works (if any) it will do. Thus taxation denies the
taxpayers’ fitness to be a good judge of worthy recipients of the taxpayer’s
generosity.

At the same time, of course, the government itself often proves inept
or corrupt in how it spends the money it steals. Public officials themselves
freely complain of this. The paradox is that the complaints divert attention
from the immorality of the very process that makes possible all the corruption
and bungling.

Politicians love talking about abuses of government power, just as
they love talking about government waste. It makes it seem that there is no
problem with the plain use of such power or the spending of funds, only with
the abuses and waste! It is true that we don’t want the Internal Revenue
Service to feel it can behave with any degree of arbitrariness, trampling
taxpayers underfoot, and simply get away with it. But if we focus too much
on how really brutal the IRS can be when left unchecked, we may forget that
even when it is “kind and gentle,” the agency is doing something wrong.
Innocent men and women should not have money extorted from them, no
matter how important the cause! And the IRS is the arm of such extortion.
A friendly mugger is still a mugger. And even if he gives some of the cash he
stole to charity.

Escaping the Vicious Cycle

Many features of monarchies gained a life of their own even after monarchies
were abolished or at least diminished to ceremonial status. Taxation is one
such feature. It could and should eventually be replaced with a system of fees
for service rendered. In the U.S. there is implicit awareness of this when it is
argued that ultimately taxes are paid voluntarily. This notion is a fiction, but
one required by the logic of the inalienability of individual rights to life,
liberty and the pursuit of happiness, the idea of which still exerts a certain
persistent tug on America’s political conscience.
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Some of the language surrounding President George W. Bush’s
proposal to cut taxes also implicitly acknowledged that taxation in a free
society is an anomaly. For example, as just noted, Bush has told us as
candidate and as president that it is we who own our income and other assets,
not the government. This observation may simply be a way to irk liberal
democrats, who tend to treat all wealth as belonging to the government. But
whether Bush knew it or not, to admit that our assets belong to us implies that
taxation is a form of immoral taking—or theft or extortion or robbery. Unless
the sums the government takes from us are given to it by willing citizens,
there is no way to disguise the fact that the taking is a violation of our right to
property, hence immoral.

How would voluntary funding of government work? It would involve,
mainly, attaching a surcharge to all contracts drawn up among citizens,
contracts that require the force of law for their backing—including courts,
police, and military, all of which serve the purpose of keeping the peace,
including securing a civilized adjudication of contractual disputes. One would
still be free to enter agreements apart from contracts, via a hand shake or a
promise. But the millions of corporations doing business cannot afford such
informality, so they would enter into contractual relationships and need to pay
for the service governments provide to back these up.**

I don’t have a comprehensive blueprint for the transition to a tax-free
society. It may be too soon to draw one up: the size and purview of
government must first be drastically reduced. But | am confident that if the
idea were not dismissed so readily by those eager to tax fellow citizens for
projects of their own, human beings could put their minds to the task pro-
fitably enough and find a way to eliminate the scourge of taxation. As a truly
free society were more closely approached, the task would become both more
exigent and more viable. Taxes could be eliminated in phases as new and
voluntary methods of funding government were brought on line.

The call for abolishing taxation is just a further step in the direction of
living up to the promise of the American revolution. Ultimately, taxes need to
be replaced with a form of payment for government services that is uncom-
promisingly consistent with the principle of “the consent of the governed.”
Barring such a development, all we can do is press the point: reduce taxes,
privatize services, and through this make us all more free.

1lOp. cit., Machan, “Dissolving,” and Rand, “Government Financing.”
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Enhancing Efficiency of Government Budget
and Fiscal Policy

Robert W. McGee and Yeomin Yoon"

Introduction

The usual way to look at efficiency in connection with government budget
and fiscal policy is that more is better. It is better to be efficient than in-
efficient and the goal should be to find ways to improve efficiency with each
passing year. That is the mindset of businessmen and it is a good way to look
at things—if you are running a business. But government is not quite like a
business. Businesses provide goods and services that consumers want. If they
don’t do a good job of it, they go bankrupt. Consumers have choices and they
vote with their dollars, Euros or won to purchase goods and services of
whoever will give them the quality they want at the lowest price.

But government does not run that way. Governments, although they
can become temporarily bankrupt, never go away if they provide services that
no one wants. If anything, such governments just raise taxes to cover their
cost of operations. Government is more like a monopoly than a competitive
business. Although there is some competition between governments, the basic
structure of government is monopoly. Taxpayers have little choice but to pay
for the services of whatever government they live under. If particular tax-
payers do not like the services their government provides, the most they can
do is move to another jurisdiction. If they cannot or will not move, they must
be content with the services of the government they have. They cannot hire a
different government that provides better services.

“ An earlier version of this paper was presented at the 2004 KDI-KAEA Conference on
“Current Economic Issues of Korea.” Korea Development Institute and Korean American
Economic Association, July 3-4, 2004. Yeomin Yoon gratefully acknowledges the research
support provided by the Institute of International Business at the Stillman School of Business,
Seton Hall University.
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The Case for Efficiency

Since governments possess most of the attributes of monopoly—Ilack of
competition, higher cost and lower quality than would exist under competitive
conditions—one of the few options that government bureaucrats and policy
makers have is to try to make their government work more efficiently. Several
techniques have been tried in the past, some more successful than others. The
next few pages will explore some of these options.

Efficiency in government can be classified into several categories. On
the budget side, governments can find ways to spend money more efficiently.
From the perspective of political philosophy, the threshold question to ask
is—What should government do? We will not address that question in this
paper, since it would take us too far afield of the main topic, which is
efficiency in budget and fiscal policy. But it is an important question to ask,
because one must determine which services governments should provide
before determining the size and content of the budget. Once the proper
functions of government have been decided, the next step is to determine the
best and least expensive way to provide those services.

The other way to look at efficiency is to examine fiscal policy with
the goal of making the collection of taxes more efficient. Some taxes have
historically proven to be more efficient than others. Some taxes are easier to
collect than others. Some taxes result in less distortion to the economy than
others. Some taxes have proven to be counterproductive. Governments should
examine their fiscal policy, taking these factors into account. There is no need
to continue to make the mistakes that governments in the past have made in
this regard. Past experience should be the guide when it comes to formulating
fiscal policy. Unfortunately, many governments continue to make the same
mistakes because they fail to learn from the mistakes of the past.

To summarize, there are two basic avenues that can be taken to
increase efficiency in budget and fiscal policy, the spending side and the
revenue-raising side. These two approaches are not mutually exclusive. They
can be, and should be used in tandem. Both are important.

The Privatization Option

Once it has been decided which services government should provide, the next
step is to determine how those services should be provided. When making this
decision, it is important not to fall prey to perhaps the most popular non
sequitur of all—something needs to be done, therefore the government needs
to do it. Just because it appears that something needs to be done, it does not
follow logically that government should do it. There are at least four options
from which to choose when it has been determined that there is a need
for some service. Government provision of the service is only one option.
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Another option is to have the function performed by the private, profit-
making sector. The third option is to have the nonprofit sector do it. The last
option is to do nothing at all. This option may not seem like a very desirable
option, but it is an option nonetheless. Not everything that needs to be done
should be done. Since the amount of resources available is insufficient to
allocate to meet all the needs of every individual and group, some things that
need to be done must remain undone.

The point is that government is not the only solution. However, once
it is decided that government involvement is necessary in a particular case, it
does not follow that some government must actually provide the service.
Government can hire someone in the private sector—either profit or non-
profit—to perform the task.

The evidence is clear that the private sector can provide just about
any service more efficiently and at a lower cost than government. One reason
for this structural advantage is because of the profit motive. If a business does
not cut costs ruthlessly and focus its attention on consumer wants, it will soon
go out of business. Governments do not work under those constraints. If some
government does not provide quality service at a reasonable price, there is
nowhere its constituents can go. There is no alternative service provider
because government, practically by definition, is a monopolist. Where there is
little or no incentive to increase quality or reduce cost, quality will tend not to
be improved and costs will tend not to be reduced.

There are ample real world examples to prove this point. The collapse
of the Soviet Union in the late 1980s is partly attributable to the massive
misallocation of resources that necessarily results when there is no price
system to make allocations efficient. Ludwig von Mises (1881-1973), an
Austrian economist, predicted as far back as the 1920s that the Soviet Union
would collapse because of this inefficiency (1923, 1928, 1935).

But the collapse of the Soviet Union is not the only example that
could be given to illustrate what can happen when budget allocations are not
made efficiently. The privatization movement, which started in the 1970s in
the UK and the USA, provides hundreds, if not thousands of examples to
illustrate the benefits of privatization, if it is done transparently without
collusion. The Privatization Center [www.rppi.org/privatization/index.shtml
and www.privatization.org] has a rich trove of publications to document how
costs can be cut for practically any services provided by government.

By hiring private sector firms to perform tasks that would otherwise be
provided by government it is possible to inject competition and the profit
motive into areas where this incentive structure would otherwise be absent.
Hiring private firms to provide government services allows the price system to
operate to allocate resources in the most efficient manner. In the absence of the
price system it is impossible to rationally and efficiently allocate resources.
Thus, it is necessary to find a way to create an environment in which the price
system can be allowed to function. Privatization does exactly that.
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One of the classic books on privatization was written by Bennett and
Johnson (1981). Their book, titled Better Government at Half the Price:
Private Production of Public Services, documents hundreds of cases where
government services can be provided by the private sector at greatly reduced
cost, often with remarkable increases in efficiency as well. Robert Poole
(1980) and Randall Fitzgerald (1988) have also written classic books on the
topic of privatization. Here are some examples of cost savings that can be had
if government hires private sector firms to perform a service rather than
allowing government employees to do it.

Table 1

Cost Reductions and Efficiency Increasesas a Result of Privatization
Service provided Cost saving
Asphalt overlay construction (Goodman 1985) 96%
Grass maintenance (Goodman 1985) 40%
Janitorial services (Goodman 1985) 73%
Municipal solid waste disposal (Savas 1982) 61-71%
Prison administration (Segal 2002) 69%
Refuse collection (Goodman 1985) 42%
School food services (Segal 2002) 28%
Street cleaning—121 cities in Los Angeles county (Goodman 1985) 43%
Street maintenance (Goodman 1985) 37%
Traffic signal maintenance (Goodman 1985) 56%
Waste collection (Stevens 1992) 22-30%
Waste water treatment (Segal 2002) 35%

It takes 68% more federal government employees to remove 21% as
much railroad track as private sector employees over the same period of time
and under similar conditions (Fitzgerald). The U.S. Department of Defense has
achieved cost savings through outsourcing tasks that were formerly performed
by government employees. Table 2 summarizes cost savings in selected areas.

Table 2
Selected Cost Savings from Outsourcing
U.S. Department of Defense

Service provided Cost savings
Supply/logistics 15-38%
Housing maintenance 17-42%
Visual information services 61%
Base operations support 42—-46%
Aircraft maintenance 42—-66%
Vehicle ops and maintenance 48%

Source: Segal (2002).

Quality also tends to improve when government tasks are turned over
to the private sector. In the case of emergency medical and fire services, for
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example, private providers react faster and are better equipped. Such increased
efficiencies save lives.

Some defense functions have been privatized. Some of the govern-
mental functions that have been successfully privatized include:

Airplane maintenance

Bill collection

City management

Criminal justice

Data processing

Day care

Delivery services

Education

Electricity

Emergency ambulance service

Fire protection

Garbage and solid waste

Grounds-keeping

Health care

Leisure and recreational services

Mental health services

Payroll accounting

Pension management

Police

Prisons

Public works

Road construction and maintenance

Sewage treatment

Ship maintenance

Social security

Social services

Toll collection

Transit systems

Weather forecasting

Privatizing Social Security

Social security is an excellent example of a governmental function that can
benefit by being privatized. Many governments in developed countries as well
as countries in Eastern Europe and the former Soviet Union are facing a crisis
in their government pension system. The birth rate has declined, so fewer
people are putting money into the social security system. Medical advances
have made it possible for people to live longer, which places a further strain
on the system, since people will be drawing money out of the system for more
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years. Also, in some countries, people have been retiring earlier. As a result,
fewer people are putting money into the system and more people are taking
money out of the system for a longer period of time. This phenomenon has
been described as a demographic nightmare (Ferrara and Tanner 1998a,
p. 129).

Numerous studies have discussed the benefits of privatizing social
security (Aaron et al. 1989; Crane 1997; Ferrara 1980, 1985; Ferrara and
Tanner 1998b). Rather than paying into some government’s dubious trust
fund (not all governments have a trust fund set up for social security. Some
use a pay-as-you-go method), workers would pay into a private investment
trust that they would actually be able to claim as property when they retire.
Since it is their property, their heirs would be able to inherit.

Such is not the case with social security in the United States and
in many other countries. When someone dies, there is no asset to inherit.
Payments stop when the recipient is no longer living. Thus, one of the
benefits of a privatized system is that a massive pool of funds would
accumulate. This fund would be available for investment, thus leading to a
stock market boom. Interest rates would drop, making it easier to finance a
home. Those who placed money into the system for a number of years would
be able to retire as millionaires (Tanner 1996b). According to Martin
Feldstein of Harvard University, “the combination of the improved labor
market incentives and the higher real return on savings has a net present value
gain of more than $15 trillion, an amount equivalent to 3% for each future
year’s GDP forever” (cited in Tanner 1979).

Rather than being mere transfer payments, as they are today, a
privatized system would result in a ready pool of wealth that people can draw
on when they retire. Monthly retirement checks could be two or three times
more than what would be paid under a governmentally run system. Such a
reform would be of special benefit to the poor, since poor people receive a
higher percentage of their total income from social security than do middle
class and rich people (Gokhale 2001; Tanner 1996a).

Women would stand to benefit disproportionately from social security
privatization. Under present U.S. rules, benefits are cut by as much as half
when the spouse (usually the husband) dies. One study found that this partial
cut-off throws one widow out of five into poverty (Shirley and Spiegler
1998). This would change under a privatized system, since the widow would
retain the assets that were placed into the fund.

Some countries have started to privatize their social security systems,
with some success. As the pool of capital builds, it is invested in projects,
leading to economic growth. Poor countries that previously could not attract
sufficient foreign capital are now exporting capital to other countries. The
prospects for continued capital growth and the expansion of employment and
a higher standard of living are very real prospects.

Chile was the first country to privatize its social security system, in
1981. Ninety-five percent of all workers are now covered under the private
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system (Pinera 1996). The compound annual rate of return has been more than
11% (Rodriguez 1999). Pension benefits in the private system are now
50-100% higher, adjusted for inflation, than they were in the state-run
system. Chile’s growth rate jumped from its historic 3% annual rate to a rate
that has averaged 7% over the 12 years prior to the Rodriguez study. The
savings rate jumped to 25% of GDP and the unemployment rate dropped to
about 5% (Pinera 1998). Argentina, Peru, Colombia, Bolivia, Mexico and El
Salvador have also privatized their social security systems (Ferrara 1997).

The Cato Institute [www.cato.org] has published a number of studies
that investigate various aspects of social security privatization in the United
States and other countries. It has a Social Security Benefit Calculator on its
website. Table 3 compares the benefits that would be received under a private
system to the benefits projected to be received under the present government
system. The results are shown in Table 3.

Table 3
Comparison of Social Security Benefits
Private System vs. Government System in the United States

Recipient Estimated annual benefits Estimated a.sset
accumulation
Annual Private Govt. Ratio of Private Govt.
salary system system pvt/govt. system system
$ $ $ system $ $
Male, 35,000 52,236 19,794 2.64 548,546 0
age 25
Female, 35,000 50,021 19,794 2.53 600,746 0
age 25
Male, 40,000 59,011 21,816 2.70 619,694 0
age 25
Female, 40,000 56,389 21,816 2.58 677,229 0
age 25
Male, 60,000 83,596 26,963 3.10 877,872 0
age 25
Female, 60,000 79,015 26,963 2.93 948,979 0
age 25
Male, 100,000 116,320 32,182 3.61 1,221,518 0
age 25

Female, 100,000 108,775 32,182 3.38 1,306,388 0
age 25
Source: www.socialsecurity.org

Table 3 makes a number of assumptions. Retirement age is assumed
to be 67, which is the projected retirement age for most people presently
paying into the U.S. government plan. Dollar amounts are in constant 2004
dollars. Contributions into the private plan are estimated to be 6.2% of
earnings, up to the Social Security limit, which changes every year. Under
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present rules, employees and employers each pay more than 7% of salary into
the social security system. Thus, the private plan would be less costly, since
less than half as much money is put into the private plan (6.2% vs. 14+%).
Additional assumptions are explained by Tanner (2004).

Women in the United States live an average of 7 years longer than
men. This difference is reflected in the privatized system but not in the
government system. For example, a male who starts contributing into the
private or government social security system at age 25 and who earns $35,000
a year, with annual cost of living increases can expect to receive $19,794
under the government program or $52,236 under a privatized system. In other
words, the private system will pay $2.64 for every $1 paid by the government
program. A woman who is the same age and who earns the same salary can
expect to receive the same $19,794 annually under the government system.
Also, and what the figures in Table 3 do not show, is that she will receive this
amount for 7 years longer than the male, which means she will receive an
additional $138,558 over her lifetime. Under a privatized plan she would
receive $50,021 a year for the rest of her life, which means she would receive
$2,215 less per year than her male counterpart, but she would be receiving her
$50,021 for an additional 7 years, which amounts to an extra $350,147.

Another point to be made is the difference in asset accumulation that
would occur in a privatized system. Under the government system, no assets
would accumulate, so if a worker dies before retirement, the heirs get nothing,
whereas under a privatized system, the heirs of the male worker discussed
above would receive $548,548. The heirs of the female worker discussed
above would receive $600,746.

These numbers jump dramatically for individuals who start putting
money into the system at an earlier age or who earn more than the $35,000
given in the first case. For example, if the annual salary were $40,000, a male
retiring at age 67 would receive $59,011 annually under a privatized system,
compared to $21,816 under the government system, or $2.70 under the private
system for each $1 under the government system. A female would receive the
same $21,816 under the government system, compared to $56,389 under a
privatized system. So she would receive $2622 a year less than her male
counterpart, but she would receive the $56,389 for an average of 7 years
longer than a male, or an extra $394,723. Thus, it can be concluded that a
privatized system would benefit both males and females, but would benefit
females more than men, since females would receive more in total benefits.

As can be seen from Table 3, it is quite possible that employees can
retire as millionaires under the private system. A male who starts contributing
into the private system at age 25 and who earns $70,000 can expect to retire at
67 with $1,000,893 in asset accumulation. A female who earns the same
amount can expect her assets to be worth $1,077,002 at retirement.

The big question is how do we get from here (the present system) to
there (a private system)? What would happen to those who now (or soon to
be) on the system if the system went private? Various proposals have been
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made. For example, young people could elect to set aside a portion of their
present social security payments in a private fund and the remainder of their
social security taxes could continue to be used by those presently (or soon to
be) drawing benefits. That way, those presently (or soon to be) drawing
benefits would continue to do so.

One rather alarming proposal would be for the government to invest
the funds in the capital markets. If this were done, the government would
become the largest shareholder in most American businesses, and would be
able to influence corporate policy. In all likelihood, corporate decisions would
be made for political rather than economic reasons (Ostaszewski 1997).
Perhaps there would be restrictions on the types of company that the funds
could be invested in. Such a possibility is not far-fetched, judging from what
has taken place in the state public employee pension funds (Tanner 1996¢). Of
course one could also point out that if the government were the largest
shareholder in all or most American corporations, it would, in effect, own or
at least control the means of production, which means the American economy
would become socialist, an economic system that has proven to be structurally
inferior to the market system.

One problem with partial privatization is that young workers would
still be forced to pay for other peoples’ benefits. Thus, it is unfair to young
workers who have to pay into a system that they cannot draw from. Another
solution that has been proposed is to sell federal land and use the proceeds to
fully fund the present system. The federal government owns more than 50%
of some western states, and owns substantial assets in every state. If these
assets were sold, some estimates conclude that there would be enough money
to fully fund the system for those who are presently on the system and for
those who will retire within a few years.

The Case Against Efficiency

“...government has proved incompetent at solving social
problems. Virtually every success we have scored has been
achieved by nonprofits.” (Drucker 1991)

The evidence that the private sector can perform many functions
better and cheaper than government is overwhelming. Thus, it does not make
sense, from an economic point of view, to allow government to do much of
anything directly. It is almost always better to have the service performed by
the private sector. If government involvement is deemed to be necessary, for
some reason, the more efficient approach is for the service to be contracted
out to the private sector and paid for by government. One cannot make a case
against efficiency if one is discussing the spending side of government.
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However, a case can be made for creating inefficiencies on the tax
collection side of government. Government has no resources of its own.
Whatever resources it has it must first take from someone in the private
sector. Since the private sector has proven to be more efficient than the
government sector, the more resources that are shifted from the private
sector to the government sector, the more overall welfare declines. If one is
interested in increasing total utility, the way to go about achieving the goal is
not to give government more resources but rather to give it less.

Governments have a tendency to expand over time. If one looks at the
relative and absolute size of most governments today and compares them to
the relative and absolute size they had a few decades ago, one would find that
government has increased in size, regardless of the measurement technique
used. One study points out that government spending in the United States
relative to Gross National Product (GNP) has risen from 10% during World
War | to nearly 40% during the 1990s. At the federal level, the government
went from taking $1 out of every $12 earned in 1890 to $1 out of every $3
earned in 1990 (Perry).

If the transfer of resources from the more productive private sector to
the less efficient government sector is to be minimized, methods must be
found to make the transfers more difficult. Several techniques have been
advocated over the years.

One approach that has been advocated is to require the government to
balance its budget. This approach would prohibit government from borrowing
money for current spending. The problem with this proposal is that it does not
guarantee that government expenditures will be restrained. There are two
ways to balance the budget. One may either reduce spending or increase
taxes. Having a balanced budget requirement without a rule that would make
it difficult to increase taxes would not be a very effective restraint on
government spending.

The argument could be made that balancing the budget over the
business cycle would be better than balancing it annually, the reasoning being
that fiscal policy should be used as a tool to stimulate economic growth.
Keynes (1936) and various Keynesians (Hansen 1953) and post-Keynesians
have advocated this approach. There are several problems with this view. For
one, fiscal policy has been historically ineffective, at best, and counter-
productive at worst in smoothing out the business cycle.

It takes the legislature many months to agree that spending should be
increased or decreased and many more months before their decision has any
effect on the economy. By the time the new government spending pattern
injects itself into the economy, the economy is in a different phase of the
business cycle. If the legislature starts debating how spending should be
increased to stimulate a weak economy, for example, it will take several
months to agree on the specifics and another several months before the
increased spending has the desired effect. By the time the new spending
permeates the economy, it could be out of the recession and moving toward a
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boom. Having government artificially stimulate spending could cause the
boom to expand even further, which causes the business cycle to fluctuate
more than would be the case if the government did nothing.

Another problem with using fiscal policy as a tool to smooth out the
business cycle is that much, if not all of the additional spending is little more
than a shifting of existing spending rather than the creation of new spending.
If government obtains the extra money by borrowing, it shifts funds from the
private sector to the public sector. The gross quantity of funds remains the
same. If the government prints money to finance the boom, the increase in
the quantity of money dilutes the purchasing power of the money that is in the
private sector at the same time it is pumping money into increased govern-
ment spending. The total value of goods and services remains about the same,
so spending is merely shifted, not increased, in terms of purchasing power. If
government finances its additional spending by raising taxes, it merely takes
money out of private hands and puts it into public hands. The total amount of
money in circulation remains the same. There is merely redistribution from
the more efficient private sector to the less efficient government sector.
Hazlitt (1959, 1960), Hutt (1963) and Terborgh (1968), among others have
pointed this out. Yet the perception persists that government stimulation of
the economy can smooth out the business cycle.

Of course, one may point out that the whole argument about
balancing the budget over the business cycle is a mere theoretical argument
anyway, since governments the world over have been unable to balance their
budgets. Almost all governments at the national level run continuous budget
deficits every year, whether the economy is in a recession or a boom. Govern-
ment officials seem incapable of balancing their budgets in the absence of
constitutional constraints. The fact that most state governments in the United
States are able to balance their budgets every year is mostly because their
state constitutions have provisions that require a balanced budget. Without
such a constitutional rule the legislature is usually incapable of exercising the
needed restraint to achieve a balanced budget.

Requiring a balanced budget, coupled with rules that make it more
difficult to increase taxes, would be a more effective way to prevent resources
from being shifted from the more efficient private sector to the less efficient
government sector. One way to make it difficult to raise taxes would be to
require more than a simple majority of the legislature to vote in favor of any
tax increase. If a 2/3rds or 3/4th requirement were needed to increase taxes it
would be more difficult to increase taxes than if a simple majority vote were
all that was needed. Having such a supermajority requirement has proven to
be somewhat effective in the U.S. states that have adopted this rule.

The evidence is clear that having a supermajority requirement
decreases the rate of government growth. Between 1980 and 1996, the state
tax burden as a percentage of personal income rose five times as fast in states
that did not have a supermajority requirement than in states that did have such
a requirement. Between 1990 and early 1998 the top tax rate increased in ten
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states. In all ten states where the top rate was raised, there was no super-
majority requirement. During this same time period, the top tax rate was
reduced in three of the 13 states that do have a supermajority requirement
(Stansel 1998).

In Arizona, taxes had been raised eight times in the nine years before
its supermajority requirement was enacted into law in 1992. Between then and
early 1998, Arizona reduced taxes five years in a row (Stansel 1998).

The rate of government growth at the federal level would also likely
be reduced if a supermajority requirement were in place. Four out of five
federal tax increases would not have passed if a two-thirds vote were needed
for passage (Perry n.d.). The four largest tax increases between 1980 and 1998
[1982, 1983, 1990 and 1993] would not have passed if the two-thirds super-
majority requirement would have been in place (Cato 1999).

The argument has been made that occasional tax increases are neces-
sary to reduce the deficit. But a closer analysis shows that such is not the case.
The history of the last few decades is that when Congress increases taxes, it
increased spending by even more. In recent years, Congress has increased
spending by $1.59 for each $1 increase in taxes (Perry, n.d.). The evidence is
clear that the way to balance the budget or reduce the deficit is to reduce
spending, not increase taxes.

Another technique that could be used to restrain government’s taxing
tendencies would be to make taxes more visible. If taxpayers can see what
they are actually paying for government services, they will be more sensitive
to having a portion of their income taken from them. One way to make
taxpayers more aware of the cost of government would be to abolish the rule
that allows employers to withhold a portion of an employee’s salary for taxes.
Many jurisdictions require employers to withhold a portion of an employee’s
salary from the paycheck. Such a policy is good, from a government’s per-
spective, because it makes it easier to collect larger sums of money than
would otherwise be the case. It is an efficient way to collect taxes.

However, efficiency may not be a good thing if increased efficiency
in collecting taxes results in making it easier to transfer resources from
the more efficient private sector to the less efficient government sector. If
taxpayers had to write out a check to the government every month instead of
having a portion of their income taken from them before they get to see it and
touch it, people would have a better feel for what government costs. It would
cause them to think harder about how much government really costs and
whether they want to continue to maintain that level of government spending
(Schmidt 2002).

A similar technique would be to replace the value added tax (VAT)
with a retail consumption tax. One criticism that has been made of the VAT is
that it can be administratively burdensome. The tax is assessed at each level
of production, subject to tax credits (Organization for Economic Cooperation
and Development 1988). In some jurisdictions, where the VAT is com-
plicated, it has been jokingly referred to as an accountant’s full employment
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act because it takes so many accountants to administer it. One advantage of
replacing the VAT with a retail consumption tax is that it would only need to
be collected once, at the end of the process. Another advantage is that the full
cost of the tax would become more visible.

One criticism of the VAT s that the people who ultimately pay it
cannot always see that they are paying it. It is included in the cost of whatever
product they are buying, in many cases. With a retail consumption tax, con-
sumers are better able to see how much the tax is, especially if the tax is
added on to the price at the cash register rather than hidden in the price tag.
This technique would make the tax more visible, and thus would increase
resistance to increasing it.

Taxing sales rather than income may also have a positive effect on the
savings rate. If people are not taxed until they buy something, there may be
more of a tendency to save rather than consume. If savings increase relative to
income, the supply of funds available for investment will increase, which will
lead to lower interest rates, lower cost of capital, and more investment, which
will increase economic growth and create jobs.

Another suggestion that has been made would be to allow the
taxpayers themselves to choose where their tax money is spent. Podolsky
(2002), Murray (2004) and McGee (2004) have suggested that taxpayers be
given a list of possible destinations for their tax money as part of the tax
forms that they must complete every year (in the USA). They could then
check off which government functions they want their tax money to support.
In the Podolsky suggestion, taxpayers would insert percentages in the spaces
provided, based on the percentage of taxes paid that would be allocated to the
various budget items.

Such an option would add a level of administrative burden to the
already burdensome tax administration system. However, if one defines effi-
ciency based on the relationship between taxes collected and the destination
of the proceeds, implementation of such a proposal would greatly increase the
efficiency of the system. Taxpayers in California would no longer be forced to
pay to construct a bridge in Florida. Taxpayers in Texas would no longer be
forced to pay for a sports stadium in New York. In all likelihood, the most
wasteful government programs would no longer be funded because they
would no longer have any support.

Such programs currently receive support only because of the special
interests that advocate spending for these projects. If taxpayers were allowed
to allocate how their tax money is spent, the power of special interests would
be greatly reduced, because they would no longer be able to lobby the
legislature to fund their pet projects. Another benefit of such an approach
would be that politicians would have much less incentive to pander to the
various special interests by promising to increase spending for their projects
because such decisions would be totally out of their control. Rather than
trying to buy off potential voters with their own tax money, politicians would
have to find other ways to convince voters to vote for them rather than their
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opponent. Implementing such a proposal would have far reaching effects on
the whole structure of political debate.

Concluding Comments

When one talks about efficiency in government budget and fiscal policy, it is
really necessary to talk about two aspects of the issue. From the spending
side, one must strive for efficiency. Ways must be found to cut costs so that
government revenues can stretch farther. But from the collection side, effi-
ciency should not necessarily be the goal. Collecting taxes should be made
more difficult rather than less if the goal is to increase overall economic
welfare. The easier it is to transfer resources from the more efficient private
sector to the less efficient government sector, the more overall welfare will be
decreased. In other words, efficiency and welfare can be increased by making
it more difficult to shift resources from the private sector to the government
sector. Economic efficiency and overall welfare will be maximized only if the
amount of resources that are left in the private sector is maximized. Making it
easy to shift resources to the government sector will defeat the goal, not make
it easier to achieve, since funds are being transferred from the more efficient
private sector to the less efficient government sector.
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A Comparative Study of Indirect Taxes in Transition
Economies and the European Union

Robert W. McGee

Introduction

There is often a great deal of resistance to increasing individual income taxes
because taxpayers can see the money being taken out of their pockets. Further-
more, the taxpayers being fleeced vote and politicians hesitate to increase
taxes on the masses, since the result might be losing their elected office. There
is less resistance to corporate tax increases because corporations don’t vote
and there is a widespread perception on the part of the masses that cor-
porations have some moral duty to pay taxes. There is also a certain amount
of envy involved, since corporations are perceived as being rich and therefore
more able to pay taxes.

Indirect taxes are easier to raise because the people don’t see them as
easily. There is less resistance where taxes are not seen. There is a certain
immorality involved in hiding taxes from those who pay them. People have a
right to know what they are being forced to pay and indirect taxes make it
more difficult, or even impossible, to know how much the government is
taking at the individual level.

This study compares value added tax (VAT) rates in various tran-
sition economies, then compares VAT rates in transition and European Union
countries to determine which group pays higher VAT rates.

Background

The value added tax (VAT) suffers from the same major deficiency as most
other forms of taxation in that it is coercive. It involves the taking of property
without the owner’s consent. But if one believes that some forms of takings
are better than others, one might ask whether the VAT is a viable alternative
to the income tax. For years, some commentators have been calling for the
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replacement of the income tax with some form of VAT because the income
tax discourages production and encourages consumption and leisure, whereas
the VAT encourages thrift and enterprise (Weidenbaum and Christian 1989).
Certainly, if this is so, it is a form of taxation that should be of interest to an
emerging democracy, where economic growth is especially important.? In
recent years, some commentators in the USA have advocated a VAT not as a
replacement for the income tax but as a supplement, because they think that
raising more funds via an income tax is not feasible (Organisation for
Economic Cooperation and Development 1988, p. 32).2 According to one
view, “...consumption taxes alone cannot achieve the ability to pay principle
and accordingly could not entirely replace an income tax.” (McLure 1975,
p. 175) But, as has been discussed elsewhere (McGee 1998), the ability to pay
principle is not a legitimate principle of taxation.

In a sense, they are right. If income tax rates are raised beyond a
certain point, it will trigger a reaction among taxpayers and some politicians
might get voted out of office in the next election. It would be easier to raise
revenue if, instead of raising income tax rates, a form of value added tax were
used to make up the difference. The reason for this solution is that the value
added tax is a hidden form of taxation, in the sense that the people who
ultimately pay3 it do not know precisely what they are paying. In a sense,
then, the VAT is an unethical way to raise revenue because the tax is hidden.
From an ethical standpoint, visible taxes are to be preferred to hidden taxes
(McGee 1993, 1996, 1997). The fact that it is hidden makes it easier for the
government to raise the tax without the knowledge of the taxpayers, so there
is little resistance to increasing the tax. At least one study has pointed out that
governments have not been able to resist raising the tax rate once a VAT is in
place, which might account for the fact that those OECD countries that have a
VAT also have much higher tax ratios than those that do not have one
(Bannock 1986).

In a sense, then, the VAT is a dishonest way to raise revenue because
of the lack of full disclosure. The U.S. government?* is putting increasing
pressure on publicly traded corporations to have full disclosure on their
financial statements. The Federal Trade Commission pressures banks to fully

1 A subtle issue is involved here, whether the tax system should encourage or discourage
certain kinds of activity. Those who favor the VAT over the income tax often do so because
they think that government should encourage savings over consumption. But is the influencing
of taxpayer behavior a legitimate function of government? If government is the servant and
taxpayers the masters, should a servant really care what the master does with his own money?

2 For a study that considers the relative merits of a VAT as an additional revenue source by
comparing it to an income surtax on individuals and corporations, see Effects of Adopting a
Value-Added Tax (Washington: Congressional Budget Office, February, 1992).

3 The question of who ultimately pays a VAT or other consumption tax is a major one, and
economists cannot agree on who ultimately pays the tax. For a discussion of this point, see
Raboy and Massa (1989).

4 Specifically, the Securities and Exchange Commission and Congress.
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disclose loan charges. The Food and Drug Administration pressures companies
to disclose the content of the cans of food they produce. Yet when some
government makes use of a value added tax, there seems to be no need for any
disclosure. The amount of the tax is hidden, in the sense that the ultimate
payer does not know how much the tax is. The blame for the tax may even be
shifted onto the corporations that sell the products. When consumers see that
corporations charge high prices for their products, they may blame the
corporations, when in fact a large portion of the purchase price is attributable
to the VAT.

Another drawback of the VAT is the high bureaucratic cost of
administration (Japanese Consumption Tax 1991). On the government’s side,
it would take thousands of bureaucrats to administer it. And for the businesses
that have to pay it, it would take many hours of valuable time to keep the
appropriate records and file the proper tax returns.® If there were no VAT,
these many thousands of individuals could spend their time creating wealth
instead of shuffling papers.®

But the same argument could be made for abolishing the income tax,
which has become increasingly complex with each passing year (Hultberg
1997). All other things being equal, a simple and easily administered VAT
might be preferred to a complex, obscure and burdensome income tax. So
simplicity, clarity and administrative burden are issues that must be con-
sidered regardless of which form of taxation is chosen.

One advantage of the VAT is that an enormous amount of revenue
can be raised while keeping rates relatively low, compared to income tax
rates. That is because the tax base for a VAT is much wider. The VAT tax
base consists basically of the economy’s total output of goods and services,
plus imports minus exports (Weidenbaum and Christian, p. 4). So a 3.5%
VAT could raise as much as a 34% corporate income tax, and a 16% VAT
could raise as much as an individual income tax that is assessed at the U.S.
rates of 15% and 28%.” But the revenue-raising aspect of a VAT is a double-
edged sword. Those who advocate low taxes see the VAT as a threat because
the VAT makes it easy for the government to raise revenue—to take wealth
out of the private sector. “Conservatives fear that instituting a VAT or a retail
sales tax would be as risky as turning over the wine cellar key to an
alcoholic.” (McLure 1987, p. 176).

Computing the correct tax might prove to be a problem. Basically, the
tax is assessed on the value added, the difference between the value of the

51n England, small businesses complained about the complexity of the British VAT. Their
complaints subsided somewhat when the VAT tax forms were simplified (Prest 1980).

6 And where the VAT is used as a supplement to the income tax rather than as a replacement,
two sets of bureaucrats and private sector accountants would be required, one to administer the
VAT and another to administer the income tax requirements.

7 Weidenbaum and Christian. These comparisons are based on the tax system in the USA in
1987.
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product as it comes in the door and the value as it goes out. But in practice,
the computation would not be that simple. Certain items would probably be
exempt, such as food.8 And policymakers will be tempted to assess different
rates for different products and services, so there would be classification
problems.® And there would be pressure to exempt governmental units and
nonprofit organizations, or perhaps to charge them lower rates. Producers who
are engaged in both exempt and taxable activities would have to resort to
apportionment, which could get quite complicated (Prest 1980, p. 26).
Proponents of a VAT contend that the VAT offers several additional
advantages over other forms of taxation. For example, they say that it is
“neutral” because it is levied at a uniform rate over the whole consumption
base.10 Thus, the method of production chosen is not affected by the tax
system and producers can shift to more profitable methods of production
without affecting their tax burden. There is no penalty for being efficient with
a VAT, whereas with an income tax, companies that are more efficient, and
that therefore have a higher profit, get hit with a higher income tax. And a
VAT does not subsidize waste, whereas an income tax does, in the sense that
costs are deductible and reduce the amount of income upon which the income
tax is assessed. But a study of several countries has concluded that, in
practice, the VAT is far from neutral in most cases (Bannock 1986, p. 8).
Those who oppose the VAT give several reasons. For one, it is viewed
as regressive, in the sense that those least able to pay will wind up paying a
higher percentage of their income in VAT taxes than those who are in the
higher income brackets.!1 Some relief could be granted to these groups by
exempting certain items, like food and medicine, but doing so would make the
system more complicated and difficult to administer. The adverse effect on
economic growth must also be considered. One econometric study predicted
that the U.S. economy would grow 1% more slowly for each 1% VAT and

8 The author found a very easy way to evade the VAT at a McDonald’s in Paris. A VAT is
charged on food that is consumed on the premises but not on food that is taken away. All one
need do to evade the VAT is to declare that you are taking the food away at the time of
purchase, then change your mind and sit down at a table after you have the food in-hand.
Enforcement would require the hamburger police to be stationed at every McDonald’s.

9 |s an antidandruff shampoo, for example, a medicine, and therefore exempt, or a cosmetic,
and therefore taxable. French tax officials engaged in an extensive debate over this issue, as is
pointed out in Weidenbaum and Christian, p. 5.

10 | fact, it is not neutral, but it is not easy to predict where distortion will occur. The tax is
paid by producers, but may be passed on to consumers in the form of higher prices. If it cannot
be passed on, then profit margins suffer, shareholders must be content with a lower return on
investment, and employment expands less rapidly. And a VAT may adversely affect some lines
of business more than others. Any tax also has an adverse effect on economic growth, so it
cannot truly be said that a VAT is neutral.

11 This view takes for granted that the ability to pay principle is to be preferred over the cost-
benefit principle, which is questionable, at best. For a critique of the ability to pay principle
from an ethical perspective, see McGee (1998).
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inflation would be one and a half to two percentage points higher during the
initial adjustment period (Weidenbaum and Christian 1989, p. 10).12

A study of European VAT systems found that the VAT is regressive
in another way as well. The cost of compliance and administration fall more
heavily on small firms than on large ones (Bannock 1986, pp. 24-25). This
point should be of special interest to emerging democracies, since most
economic growth is expected to come from small enterprises rather than large
ones. A VAT could choke off growth before it starts in the case of many small
businesses.

Mitchell (2005) lists a number of problems with the VAT. His basic
arguments are that it expands government, slows economic growth and
destroys jobs. There is also evidence to suggest that adopting a VAT can
cause total taxes on profits to increase, which is just the opposite of what
VAT proponents suggest. It is almost certain that the total tax burden will
increase. He cites several studies to support his argument that increases in
government spending have an adverse effect on economic growth.

Mitchell also argues that a VAT would impose a heavy administrative
burden on businesses and taxpayers. He also explodes a series of myths about
the VAT, such as the belief that imposing a VAT would increase savings by
reducing the over-taxation of savings and investment; the belief that a VAT
would have a favorable effect on the balance of trade; that the VAT is a
simple tax with low compliance costs.

Another factor that must be considered, especially in an emerging
economy, is collection. As is true of an income tax, the VAT will likely be
collected only in the formal sector of the economy. Evasion will be wide-
spread in the informal sector. This very fact will encourage enterprises to do
their business informally rather than join the formal sector.

Comparisons

Transition economies have been adopting the value-added tax as a supplement
to the income tax as a means of raising additional revenue. Some transition
economies adopted a VAT in order to gain admission to the European Union,
since having a VAT is a requirement for EU membership. That is bad news,
in a way, since countries that have a VAT tend to have higher tax burdens
than countries that do not have a VAT. Also, as the burden of taxes increases,
the private sector has fewer funds available for saving and investment, which
has a negative effect on economic growth. Having a VAT causes more
resources to be shifted from the more efficient private sector to the less
efficient government sector.

12 The study they cite is Prakken (1987).
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Table 1 lists the VAT rates in various transition countries.

Table 1

VAT Rates in Transition Economies

Rank  Country

1 Vietnam 10
2 Kazakhstan 14
3 Mongolia 15
4 Bosnia & Herzegovina 17
4 China 17
4 Montenegro 17
7 Azerbaijan 18
7 Belarus 18
7 Estonia 18
7 Georgia 18
7 Latvia 18
7 Lithuania 18
7 Macedonia 18
7 Russia 18
7 Serbia 18
16 Czech Republic 19
16 Romania 19
16 Slovakia 19
19 Albania 20
19 Armenia 20
19 Bulgaria 20
19 Hungary 20
19 Kyrgyzistan 20
19 Moldova 20
19 Slovenia 20
19  Tajikistan 20
19 Turkmenistan 20
19 Ukraine 20
19 Uzbekistan 20
30 Croatia 22
30 Poland 22
Average 185

Sources: Anderson and Andelman (2007); International Tax Dialog (2005); KPMG

(2007)

is 22%, shared by Croatia and Poland.

Vietnam is far ahead in first place with a rate of just 10%. The most
popular rates are 18% and 20%. The highest rate among transition economies

While comparing VAT rates in transition economies provides some
insights about the relative levels of taxation, to obtain a more complete picture
one must compare the VAT rates in transition economies to those in some
segment of the more economically developed world. The European Union
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was chosen, since EU countries tend to be more economically developed than
countries in many other parts of the world.

Table 2 lists VAT rates for transition and EU countries and ranks
them from lowest to highest rates. In some cases, a country is both a transition
economy and a member of the EU. In those cases, the country is listed only as
a transition country.

Table 2

VAT Rates

A Comparison of Transition and EU Countries
Country TE EU
Vietnam 10
Kazakhstan 14
Cyprus 15
Luxembourg 15
Mongolia 15
Spain 16
Bosnia & Herzegovina 17
China 17
Montenegro 17
UK 17.5
Azerbaijan 18
Belarus 18
Estonia 18
Georgia 18
Latvia 18
Lithuania 18
Macedonia 18
Malta 18
Russia 18
Serbia 18
Czech Republic 19
Germany 19
Greece 19
Netherlands 19
Romania 19
Slovakia 19
France 19.6
Albania 20
Armenia 20
Austria 20
Bulgaria 20
Hungary 20
Italy 20
Kyrgyzistan 20
Moldova 20
Slovenia 20
Tajikistan 20

Turkmenistan 20
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Ukraine 20
Uzbekistan 20

Belgium 21
Ireland 21
Portugal 21
Croatia 22

Finland 22
Poland 22

Denmark 25
Sweden 25
Average 185 19.6

Sources: Anderson and Andelman (2007); International Tax Dialog (2005); KPMG
(2007)

VAT rates in the transition economy sample averaged 18.5%,
compared to 19.6% for European Union countries. A Wilcoxon test found the
differences between the VAT rates in transition economies and the European
Union to be insignificant (p < 0.2358).

Concluding Comments

There are several ethical problems with the value added tax. The main ethical
problem, which is shared by just about every form of public finance other
than lotteries and user fees, is coercion. In order to collect the tax it is first
necessary to take property that rightfully belongs to others. In the case of the
VAT, there are other ethical problems as well. For example, the tax is hidden.
Those who ultimately pay the tax are not fully aware that they are paying or
what they are paying. It is impossible to accurately trace the amount of the tax
that is paid by the ultimate consumer or at each stage of production. Worse
yet, there is no attempt at disclosure on the part of the government. Hidden taxes
are unethical forms of public finance and the VAT is a hidden form of tax.
From a utilitarian ethical point of view, the tax is unethical because it
is inefficient. Utilitarian ethics includes the premise that what is efficient is
ethical and what is inefficient is unethical (Posner 1998, pp. 284-285). This
view may be correct or incorrect, but it violates utilitarian ethics in any event.
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Tax Administration Costs in Transition Economies
and the OECD: A Comparative Study

Robert W. McGee

Introduction

Paying taxes is a cost of doing business. The looters (or public servants,
depending on your perspective) must be paid and tax proceeds must be
distributed to various groups and individuals, both worthy and unworthy. But
tax expense includes more than just the amount of taxes that must be paid.
Before taxes can be paid, a determination must be made as to how much is
owed. That involves paying the salaries of accountants, bookkeepers and
clerks and perhaps an occasional law firm.

This study examines the level of tax administration burden, not from
a monetary perspective but rather from the perspective of annual hours
required to comply with the tax laws. Comparisons are made of the tax
administration burden of 29 transition economies. A comparison is then made
of the tax administration burden in transition economies and OECD countries.

Multinational companies look at a number of factors when trying to
determine where to invest and establish new locations. Some of the most
important factors include business climate, trade policy, fiscal policy, freedom
from government, monetary policy, investment restrictions, financial freedom,
property rights, corruption and labor restrictions. The Index of Economic
Freedom (2007) compiles data on all of these factors annually for more than
160 countries. The present study is more modest in scope. It looks only at the
burden of tax administration, which is one of the most important factors
multinationals consider when determining where to invest their resources.

Tax systems that are overly burdensome can be a deterrent to setting
up shop. Tax compliance headaches can be avoided by choosing jurisdictions
that are not overly burdensome. An example from the author’s own
experience illustrates the point.

Early in my career | worked in the tax department of a U.S.-based
multinational corporation. One day the president asked my boss, the director of
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