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INTRODUCTION 

Tax reform has attracted a great deal of attention in the OECD area in recent 
years. Such broad interest reflects concern that the existing tax structures not only 
impose large costs on society by distorting economic decisions, but also that many 
are unfair, unnecessarily complex and too subject to avoidance and evasion. 
Moreover, a combination of already large tax revenues and highly distorting tax 
systems has made it difficult to increase taxes where necessary to face budgetary 
problems. Finally, part of the reason for the timing of the renewed interest in taxation 
is the belief that it may have helped increase the structural rigidities in the economy, 
a subject dealt with in some detail in Economic Performance and Structural 
Adjustment (OECD, 1987). Indeed, the emphasis on the role of taxes in influencing 
a gregate demand in Keynesian macroeconomic models may have led to a failure to 
a ticipate the costs of high and variable marginal tax rates on macroeconomic 

The purpose of this paper is to investigate these issues in the light of the 
literature on the subject and the experience of OECD economies. The paper focuses 
principally on personal and corporate income taxes, social security contributions, 
and indirect taxes on goods and services. Section I considers the economic and 
other reasons for tax reform. In Section II are discussed the obstacles to reforming 
the existing tax system, while Section 111 reviews the actual tax reform to date. 

$6 performance. E 

1. THE RATIONALE FOR TAX REFORM 

The traditional public finance principles underlying tax reform proposals include 
efficiency, simplicity and equity (i.e. fairness), although the relative importance of 
each varies across countries considering reform. This section looks in some detail at 
the extent to which existing tax systems have missed these goals, and considers the 
features of a desirable tax system. 

186 



A. Efficiency losses from tax-induced distortions 

i) Sources of distortions 

A tax distortion occurs whenever economic agents respond to changes in 
relative prices induced by taxation. Taxes create "wedges" between the before- and 
after-tax prices of goods, services, factors of production or activities, and when 
these wedges are of different sizes, relative prices change. As relative prices are 
altered, economic behaviour is modified in such a way that the proportions of the 
taxed items change, resulting in a reallocation of resources in the economy. Some of 
these tax-induced "distortions" may be desirable - as when polluting activities are 
taxed to ensure that users pay the full social costs. However, most of them are not; 
differential taxation of factors can lead to inefficient production 'methods and lower 
output, and differential tax rates on final goods and services will affect consumption 
patterns, generally reducing welfare. 

Several types of tax distortions are particularly important as a source of welfare 
costs. First, taxation of labour income discourages labour supply relative to what it 
otherwise would be, because the after-tax return to the worker is less than the cost 
to  the employer as measured by the marginal value product. This "tax wedge" exists 
whether wages are taxed directly or indirectly via a tax on the consumption of goods 
and services (which lowers the real after-tax wage), and is greater the higher the 
total marginal tax rate on labour income. Chart A illustrates how marginal tax rates 
on single workers vary with wages in major OECD countries, taking account of both 
income taxes and social security contributions (but not indirect taxes). It shows a 
broadly similar pattern of rising marginal rates (except for the United States after the 
recent reform), generally reaching levels well above 50 per cent. At lower incomes 
the pattern is often erratic, a situation that is made worse when the transfer system 
is taken into account'. Table 1 shows how the marginal tax rates on labour, 
including indirect taxes, have evolved in recent years. They are typically very high 
and have shown a tendency to rise. 

General income taxes impose a second distortion by driving a wedge between 
before- and after-tax returns on capital. This discourages saving by discriminating 
against future relative to current consumption, reducing welfare by leading to a 
sub-optimal level of intertemporal resource transfers, while tending to lower 
investment and thus the domestically-owned capital stock, potentially reducing 
productivity growth. Although technological change and the increase in labour 
supply determine the rate of economic growth in the long run, many believe it 
possible, by reducing the rates of capital taxation, to induce faster growth for a time 
through an increase in investment2. The investment incentives that exist in many 
countries have been designed in part for this reason. In some countries, however, 
there is concern that these have gone too far, with capital being unduly favoured at  
the expense of labour so that investment has become labour replacing. 
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CHART A 

MARGINAL RATES OF OVERALL TAXATION O N  WAGES AND SALARIES 
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Table 1. Total marginal tax rates on labour use1 

Australia 
Austria 
Belgium 
Canada 
Denmark 
Finland 
France 
Germany 
Ireland 
Italy 
Japan 
Luxembourg 
Netherlands 
New Zealand 
Norway 
Portugal 
Spain 
Sweden 
Switzerland 
United Kingdom 
United States 

Average (unweighted) 
OECD Europe 
OECD non-Europe 
Total OECD 

Single 

1979 1981 1983 

44.4 
60.6 
64.6 
43.3 
68.5 
63.1 
66.9 
61.1 
55.5 
56.3 
40.5 
62.4 
66.8 
43.9 
72.5 
44.0 
43.9 
74.4 
44.4 
51.5 
47.1 

59.8 
43.8 
56.0 

43.5 
64.1 
66.0 
45.1 
69.0 
63.1 
66.7 
60.5 
57.8 
59.5 
43.9 
63.2 
69.0 
54.3 
70.5 
46.8 
45.4 
73.5 
44.2 
53.4 
52.9 

60.8 
47.9 
57.7 

42.3 
64.0 
66.9 
42.7 
71.2 
62.5 
68.8 
60.9 
70.2 
62.1 
43.7 
67.2 
73.5 
40.3 
69.5 
46.9 
46.7 
73.0 
42.2 
54.5 
48.6 

62.5 
43.5 
58.0 

Single-earner married couple 
with two children 

1979 1981 1983 

44.4 
60.6 
62.2 
41.1 
68.5 
63.1 
57.5 
56.8 
55.5 
56.3 
35.9 
47.6 
66.8 
43.9 
65.9 
40.1 
43.9 
74.4 
40.5 
51.5 
40.2 

57.0 
41 .l 
53.2 

43.5 
64.1 
62.1 
43.0 
69.0 
63.1 
57.2 
56.4 
57.8 
59.5 
39.4 
48.7 
69.0 
54.3 
67.0 
43.3 
45.4 
73.5 
42.2 
53.4 
45.2 

58.2 
45.1 
55.1 

42.3 
64.0 
61.7 
42.7 
71.2 
62.5 
59.7 
57.0 
63.8 
62.7 
39.9 
50.6 
73.5 
55.5 
63.0 
44.3 
46.7 
13.0 
40.2 
54.5 
42.6 

59.3 
44.6 
55.8 

1. Calculated as a per cent of total compensation, including payroll taxes, for an average production worker. Recent tax reforms are unlikely to have 
changed the figures significantly, even for the United States. 

Source: McKee, Visser and Saunders (1986). 

Notes to Chart A 

All calculations are based on a single individual for whom wages are the only source of income. Gross 
income includes employer social security contributions. The Chart shows the gap between the wage cost to 
the employer and the after-tax earnings of the employee. 

Calculations are based on the taxes paid by someone earning income in 1986 which, in the case of 
France, means that the income taxes are those payable in 1987. For the United States, however, the 
pre-reform figure is for 1984 and the post-reform figures for 1988 (when the new scales will be in place). The 
average wage for 1988 is based on the projections in Economic Outlook 40. Recent post-1 986 tax reform in 
Japan and Canada would significantly lower the marginal rate shown in the chart for these countries. 

For the United States, state and local marginal income tax rates were assumed to be 14 per cent of those 
at the federal level. For Canada, the marginal tax rates for Ontario were used. 

The non-refundable Italian tax credits mean that the marginal tax rate is zero for low-income 
earners. 
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Table 2. Estimated total marginal tax rates on capital' 

-... 
10 per cent inflation 

Debt New share Retained 
issues earnings 

-14.9 83.9 26.6 
-10.4 52.5 40.4 
-0.5 -3.2 3.1 

3.3 41.4 58.7 
91.2 111.6 37.8 
18.6 40.1 42.1 
4.8 56.8 61.3 

-31.1 0.1 80.9 
-51.2 -15.8 -116.5 
-37.5 38.8 54.5 
-11.5 91.5 70.5 

77.9 135.6 42.4 
28.8 105.9 63.1 
30.6 99.8 66.8 

79.6 48.1 60.5 
32.7 62.1 38.2 

-44.5 27.7 8.5 

-91.7 -0.1 21.6 
-32.2 82.7 32.8 

Financed by: 

Zero inflation 

Debt New share Retained 
issues earnings 

38.2 66.6 50.1 
20.8 49.0 44.8 
20.0 19.0 21.5 
21.4 36.7 45.6 
54.4 63.5 32.0 
53.5 30.8 29.5 
25.6 47.0 48.8 
36.8 45.9 69.5 
-56.4 -71.8 -124.4 

9.9 38.9 44.8 
25.3 61.7 54.2 
57.1 11.1 44.0 
35.3 64.4 48.2 
41.0 66.6 54.4 

55.0 39.1 53.7 
24.8 38.1 31.0 

-14.0 20.0 11.5 

-21.1 16.9 31.8 
18.2 58.7 43.3 

Australia 
Austria 
Belgium 
Canada 
Denmark 
Finland 
France 
Germany 
Ireland 
Italy 
Japan 
Netherlands 
New Zealand 
Norway 
Spain 
Sweden 
Switzerland 
United Kingdom 
United States 

Per cent of pre-tax rate of return 
P"t 1 Structures Equil 

Zero inflation 

Debt 

-18.1 
-1 8.6 
-1 2.2 

6.4 
49.5 
49.3 
14.7 
5.1 

-90.1 
-6.8 

1.7 
36.0 
24.0 
29.9 

-42.7 
41.3 
21.3 

-45.8 
-27.6 

New share 
issues 

36.3 
23.2 

24.5 
59.6 
25.6 
38.9 
18.4 

21.5 
52.1 
65.8 
58.2 
59.9 
-0.3 
24.3 
35.2 
0.0 

35.6 

-13.1 

-108.1 

Retained 
earnings 

4.8 
16.9 

-1 0.2 
34.8 
24.9 
24.5 
40.9 
52.8 

-1 78.1 
34.6 
43.5 
16.3 
39.2 
45.6 
-1 1.1 

39.0 
27.5 
16.3 
10.1 

~ 

10 per cent inflation 

Debt New share Retained 
issues earnings 

30.5 108.5 63.2 
15.4 70.8 60.2 
32.2 29.9 35.3 
5.8 43.5 60.6 

92.0 112.2 38.9 
81.7 45.0 45.9 
9.7 60.5 64.9 

-27.3 3.4 82.9 
-17.6 -38.9 -122.3 
-32.2 42.4 57.8 
-12.7 90.9 69.7 

89.7 141.7 57.4 

34.3 102.1 69.8 

89.5 63.2 71.7 
34.3 63.4 39.8 

10.3 104.2 64.4 

22.3 102.2 57.8 

-27.4 39.8 22.0 

-59.9 21.7 42.5 

1. 1983 data. The total marginal tax rate which would apply toa hypothetical investment in the manufacturing sector which yielded a pretaxreal return of 10 per cent. The investment is assumed to be made directly 
out of penonal savings - the effective tax rate would be lower if the investment were channelled via a tax-exempt financial institution. The estimates take account of both the corporate and personal tax systems 
(assuming that the investor has other income equal to the annual wage of an average production wwker). 

Source: McKee, Visser and Saunders (1 986). 



The third distortion frequently cited in the tax reform debate is associated with 
the wide dispersion in the effective marginal rates of taxation of capital income. The 
different characteristics of personal and business tax systems produce widely 
varying effective tax rates on capital. This has been well documented by a number of 
recent studies. Based on tax systems in effect in 1983, McKee et al. ( 1986) found 
considerable variation in tax rates across types of financing, sectors, and industries 
in all OECD countries. As evidenced in Table 2, corporate tax systems in many 
countries tend to favour short-lived over long-lived capital goods, financed by 
borrowing rather than new share issues or retained earnings. The dispersion of tax 
rates reflects the interaction of explicit investment incentives (such as selectively 
applied investment tax credits and accelerated depreciation), changes in expected 
inflation, and differences in financing patterns. Since the real after-tax rates of return 
to investment in alternative assets will tend to converge, a tax-induced misallocation 
of resources occurs and the capital stock is less productive than it would be under 
uniform taxation of all capital income. 

Inflation compounds many of these problems. First, it pushes taxpayers into 
higher tax brackets (in unindexed income tax systems with rising marginal tax rates). 
Second, it more often than not increases the cost of capital to  firms, as illustrated in 
Table 2, by inappropriate treatment of inventories and depreciation (using historic 
instead of replacement costs, with long-lived assets being the most affected). Third, 
it promotes consumption over saving where nominal interest income is taxed and/or 
interest costs are deductible. 

ii) Factors influencing the size of distortions 

The importance of distortions will depend on tax rates as well as on the 
elasticities of supply of and demand for goods and factors of production and the 
elasticities of substitution in production between factors. In fact, much of the debate 
about the choice of a tax base is in essence a discussion about the size of two 
specific elasticities: the elasticity of labour supply with respect to after-tax wages 
and the elasticity of savings with respect to the after-tax rate of return. 

An increase in after-tax wage income will have both a substitution effect that 
raises labour supply and an income effect that lowers it. The net effect is 
indeterminate a priori and must therefore be assessed empirically. While early 
empirical studies tended to find the wage-sensitivity of labour supply was either 
small or non-existent, more recent research has found larger compensated labour 
supply elasticities for males and particularly for married women. This is particularly 
well-documented in Killingsworth ( 1 983). 

For many years economists generally believed that the compensated elasticity 
of demand for future consumption (or, equivalently, of supply of current savings) 
with respect to the interest rate was very low. In part this reflected the great stability 
of the savings rate over a long period. Relatively few earlier estimates of this 
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elasticity were made, however, and they often neglected the role of taxes. Recent 
estimates are higher, although they are very sensitive to several variables, notably 
the interest rate chosen, the definition of savings and the inflation expectations 
process assumed. It is important to note that the relative merits of alternative tax 
systems can depend critically on this parameter3. 

iii) Costs of distortions 

Distortionary taxes result in welfare costs (often described as "excess 
burdens" or "deadweight losses") because they reduce income over and above the 
transfer of resources to the government4. This aggregate loss is due to the fact that 
consumers and producers, responding to changes in relative prices, demand and 
supply goods and factors in different proportions than they would in the absence of 
taxes and, therefore, output and income are lower. The greater the responsiveness 
of consumers and producers to the tax-induced changes in relative prices, the 
greater the "deadweight" loss to the economy. 

Recent empirical work suggests that the welfare losses associated with tax 
distortions are larger than previously thought, in part because of increased estimates 
of the elasticities of both labour supply (Ashworth and Ulph, 1981a, 1981b; 
Bioomquist, 1983; Stuart, 1984; Hansson, 1984; Hansson and Stuart, 1985; and 
Hausman, 1985) and savings (Boskin, 1978; Boskin and Lau, 1978; and Summers, 
1 983). Moreover, recent applications of applied general equilibrium models have 
reinforced the belief that wide dispersion in the taxation of capital income reduces 
output significantly5. The increased refinement of the models has enabled 
investigators to account for more of the variation in tax treatment across individuals 
and businesses. For instance, whereas Harberger's ( 1962, 1966) pioneering work 
in the field included only two sectors - corporate and non-corporate - and a single 
consumer, more recent models generally have a t  least four industrial groups (Keller, 
1980; Slemrod, 1980, 19831, and as many as 33 (Piggott and Whalley, 1982). 
Models are typically disaggregated into 9 to 12 households, with the Piggott and 
Whalley ( 1982) model distinguishing between as many as 100 income-occupation 
groups. Moreover, some recent models, notably Ballard et al. ( 19851, Daly et al. 
( 1985), Fullerton and Henderson ( 1986) and Auerbach and Kotlikoff ( 1987) have 
also been able to include dynamic elements, and hence to assess long-run effects of 
alternative tax structures (i.e. allowing for induced changes in saving, investment 
and the capital stock). 

Table 3 reports some estimates of the possible gains obtained from changes to 
the existing system. Although they vary substantially (from 0.16 per cent of GNP or 
less to 9 per cent), several observations can be made. First, whereas earlier 
estimates of welfare costs assumed the unacceptable alternative of lump-sum 
taxes, recent studies consider more realistic changes, such as integration of 
personal and corporate taxes or a switch to a consumption tax. Second, and in part 
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Table 3. Estimates of welfare gains from changes to existing tax systems 
~~ ~ 

Investigators Country Policy changes Type of estimate Welfare gains 
I% of GNPl 

Harberger' 
(1 966) 
Shoven-Whalley2 
(1972) 
Whalley 
(1 975) 

Keller 
(1 980) 
Piggott 
(1980) 
Slemrod 
(1 983) 
Ballard et 
(1 985) 

Piggott and 
Whalley 
(1 985) 
Daly et al. 
(1 9851 
Fullerton and 
Henderson 
(1 986) 

United States 

United States 

United Kingdom 

Netherlands 

Australia 

United States 

United States 

United Kingdom 

Canada 

United States 

Lump-sum tax 

Lump-sum tax 

Various plans including: 
Abolition of purchase tax 
Elimination of selective employment 

Introduction of a VAT 
Changes to corporate taxes 
Introduction of a unified income tax 
Changes in marginal rates 

tax 

Abolition of sectoral specific tax 
expenditures and subsidies 

Indexation 

Full integration 
Full integration 
Progressive consumption tax 
Consumption tax with integration 
Various plans 

Elimination of dispersion of capital 

1984 Treasury proposal 
President's proposal 

tax rates 

Static 0.3-0.6 

Static 0.4-0.7 

Static Negligible 

Static 

Static 

Static 

Static 
Dynamic 
Dynamic 
Dynamic 
Dynamic 

Negligible 

3.50 

0.48 

0.16-0.71 
0.63-1.42 
1.58-1.81 
2.40-2.92 
6.00-9.00 

Dynamic 2.0 

Dynamic -0.1-1.2 
Dynamic 0.2-1.2 

1. Assumes a compensated labour supply elasticity of 0.1 25. 
2. Assumes a compensated labour supply elasticity of 0.125. 
3. Assumes a compensated labour supply elasticity of 0.15, and savings elasticity to 0.4. 
Source: Shoven and Whalley 11984). and individual studies. 

because they take account of most existing taxes, some recent estimates of static 
costs are generally higher than previously obtained, despite the assumption of 
realistic, and therefore also distorting, replacement taxes. Lastly, allowance for the 
dynamic effects of taxes substantially increases the welfare gains to be achieved 
from reform. 

While it is important to quantify the total welfare costs of raising a given 
amount of tax revenue, the marginalwelfare cost (MWC) of additional revenues may 
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be more relevant. The MWC is the incremental excess burden of an additional unit of 
revenue for a given tax structure. It includes the extra tax collected and the marginal 
loss in welfare from the behavioural responses to it. Such estimates are useful 
indicators of the costs imposed by current tax systems and, in particular, of how 
expensive it may be to try to solve budget deficit problems or to undertake new 
spending programmes via an increase in existing taxes. The results of recent work 
are shown in Table 4 for tax systems as a whole and for some individual types of 

Table 4. Marginal cost of public funds 

Marginal Compensated elasticity of 
study Country cost of 

public funds Labour SUPP~Y Saving Source(s1 of MWC 

Browning (1 976) United $1.09-$1.16 0.20 - Federal personal income taxes 
States State and local personal income 

taxes 
Social security contributions 
Excise taxes 

State and local personal income 
taxes 

Social security contributions 
Excise taxes 

State and local personal income 
taxes 

Excise taxes 

taxes 
Social security contributions 
Indirect taxes 
Wealth taxes 

Browning (1 987) United $1.32-$1.47 0.30 - Federal personal income taxes 
States 

Stuart (1 984) United $1.21 -$1.33 0.20-0.64 - Federal personal income taxes 
States 

Hansson (1984) Sweden 0.98-7.20 0.10-0.38 0.40-1.89 Corporate and personal income 

Hansson, Sweden 0.67-4.51 -0.07-0.38 - Corporate and personal income 
Stuart (1 985) taxes 

Social security contributions 
Indirect taxes 
Wealth taxes 

Ballard et al. United $1.1 7-$1.33 0.0-0.30 0.0-0.401 All major US. taxes 
(1 985) States $1.1 8-$1.46 Tax on capital 

$1.12-$1.23 Tax on labour 
$1.07-$1.12 Consumer sales taxes 
$1.16-$1.31 Income taxes 
$1.15-$1.28 Output taxes 

Fortin and Rous- Canada $1.19-$1.55 0.15-0.20 - All major Canadian taxes 
seau 
(1 986) 

1. The authors also m p u t e  MWC assuming a savings elasticity of 0.8, but do not report the associated estimates for lndlvidual taxes. 
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taxes. What emerges from the table is how often and by how much marginal welfare 
costs exceed the marginal revenue. 

Because the welfare loss from taxes is sensitive to their level and dispersion, as 
well as to the responsiveness of economic agents, the effect of a tax increase will 
depend on the tax that is changed. One study (Ballard et al., 1985) reported in 
Table 4 provides estimates of the MWC for alternative tax sources. As can be seen, 
additional revenue from consumers' sales taxes results in relatively lower MWC 
reflecting the fact that in the United States they are generally imposed at low rates. 
On the other hand, MWC from capital taxes (calculated at the industry level) are 
relatively large, owing to the high and variable rates of capital taxation then 
prevailing in the United States. 

These general equilibrium model results are, of course, subject to several 
limitations. They depend on the choice of structure and parameter values of 
individual models. They compare equilibrium solutions, ignoring the consequences 
of initial disequilibrium. This presumes, as indeed does much of the case for tax 
reform, that long-run considerations are sufficiently important to outweigh any 
short-run aspects. Notwithstanding theseeweets- , the welfare losses appear to be 
potentially large, even on favourable assumptions about model structure and 
parameter values. 

B. Other reasons for tax reform 

i) 

One motivation for reform is the desire to eliminate unecessary complexities 
from the tax system. Any tax system will be complicated, given the difficulties in 
drafting clear and economically sensible definitions and the inherent complexity of 
business practices. However, many complexities result from the use of the tax 
system for non-revenue purposes. 

Complexities arise in all components of existing tax systems. Personal income 
taxation typically requires that the taxpayer know how to treat income of different 
types and periods, deductions, exemptions and tax credits. Business income 
taxation is exceedingly complicated, in part because of the sophistication of 
business finance, but also owing to the many schemes aimed at providing incentives 
for particular types of investments. In the case of indirect taxation, complexity is 
linked directly to differences in rates and variations in coverage, often aimed at  
increasing the progressivity of the tax system. The administrative complications 
arise from the need for regulations and rulings that allocate particular goods or 
services or stages of production to one or another tax rate category. For example, in 
Canada, there have been 22 000 administrative rulings defining the coverage of the 
manufacturers' sales tax, and only 60 000 taxpaying companies. 

Complexity creates costs in several ways. The direct costs are, in the first 

Complexity of existing tax systems 

195 



instance, the real resources devoted to compliance and tax collection. As personal 
and business income taxes have become subject to a host of preferences, 
exclusions, deductions and credits, record-keeping and tax preparation have in turn 
become, at  least in some countries, particularly costly activities. In many cases 
(about 40 per cent of taxpayers in both the United States and Canada), individuals 
have to pay for assistance. Although any tax system imposes complications, 
compliance costs of current systems appear unnecessarily high6. 

Complexity of the tax system also produces indirect costs because of the effort 
devoted to artificially rearranging one's affairs in such a way as to reduce a current 
tax liability. The time and money spent researching options and frequent need to 
employ consulting services result in a considerable diversion of resources into 
tax-related applications and away from more valuable endeavours. 

iil Inequities 

Pressure for tax reform has also arisen from the growing conviction that 
present tax systems are unfair. Indeed, the concept of equity has perhaps been the 
predominant consideration in most recent reform proposals. Concerns about both 
horizontal equity (taxpayers in similar circumstances should be treated the same 
way) and vertical equity (high income taxpayers contribute relatively more to the 
operations of government) have motivated tax reform. 

A lack of horizontal equity often reflects the use of the tax system for 
non-revenue raising purposes. Also, some of the differences in tax treatment may be 
ex post (and thus not necessarily inequitable) rather than ex ante. Taxpayers make 
choices about work, investment or consumption despite the higher tax burden 
potentially generated by their particular decision; horizontal inequity arises only 
where the ability to choose tax-preferred income or consumption is restricted. Thus, 
for instance, wage earners are often less able than the self-employed to make use of 
tax-reducing schemes. Another horizontal inequity occurs when individuals face 
different time profiles of equal income (in present value terms) and yet pay different 
amounts of taxes over a lifetime. 

Verticalequityrequires that average tax rates rise with the ability to pay. Such a 
progressive tax structure has long been a social goal in many countries. Typically, 
countries use (often steeply) rising marginal income tax rates to achieve this, 
although a flat-rate tax combined with a basic exemption or a refundable tax credit 
can also produce rising average tax rates7. In spite of steeply rising statutory 
marginal tax rates, often perceived as evidence of excessive redistribution, most 
studies of tax incidence conclude that actual tax systems do not in fact redistribute 
very much. This results from the effects of indirect and payroll taxes, flat rates and 
ceilings for social security contributions, as well as the extensive use of tax 
expendituress. 

The problem is not one of too much progressivity per se. It is, first, that a given 
amount of redistribution requires a steeper income tax function than it would if the 
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income tax were the only source of revenue, and, second, that the resulting high tax 
rates themselves lead to pressures for additional deductions and exemptions and to 
avoidance. On the basis of these observations, tax reform could even provide an 
opportunity to restore progressivity to taxation as a whole, while also reducing 
excessive distortionsg. Tax reform can also be "distributionally neutral" with no loss 
of vertical equity overall10. However, it should be noted that income redistribution 
cannot be assessed by looking at the tax system in isolation from transfers and 
direct public spending. 

iii) Social considerations 

Finally, a focus for reform in some countries is the choice of tax-paying unit". 
The choice between the individual and the family suggests a conflict between equity 
considerations on the one hand and the need to accommodate the changing role of 
women in modern society on the other. Systems that assess tax on a family basis 
might appear more equitable, since total family income would determine tax 
liabilities. However, such systems may discourage women from playing a greater 
role in the economy, or even discourage marriage, since the earnings of married 
women are subject to a high marginal tax rate. Similarly, if taxation is on an individual 
basis with a married person's allowance geared to the spouse's income, women are 
discouraged from re-entering the labour force since the first income earned is 
implicitly taxed at the husband's marginal rate. The disincentive effect on labour 
supply disappears, however, once a wife's earnings are sufficient to eliminate her 
husband's married person's allowance. Many of the issues involved in this area of 
tax reform are essentially non-economic in nature, but they have been much 
discussed in some countries, notably the United Kingdom. 

C. Redesigning tax systems 

The literature on optimal taxation does not provide any clear lessons for tax 
reform12. It is generally recognized that the design of the optimal tax structure is a 
problem of second best in terms of efficiency. The socially optimal trade-off 
between efficiency and equity will depend crucially on the extent to which the 
government wishes to use the tax system to pursue social welfare objectives such 
as income redistribution. It is worth noting, however, that optimal tax design 
examines points on the "efficiency frontier" where there is a trade-off between 
equity and efficiency, whereas existing tax systems lie inside the efficiency frontier. 
Hence, it may be possible to improve both equity and efficiency. The optimal tax 
system thus depends explicitly on the government's social welfare function. 

The major conceptual problem confronting tax design is the choice of tax base. 
In practice, it is generally held that this should reflect the "ability to pay", of which 
there are in principle two alternative measures, "comprehensive income" (consump- 
tion plus the change in wealth over a given accounting period) and consumption by 
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itself, the former often referred to as the "Haig-Simons" concept of income following 
the work of Haig ( 192 1 ) and Simons ( 1938). Thus, the principal difference between 
comprehensive income and consumption as tax bases is the treatment of savings. 
With an income base, savings are subject to double taxation, whereas with a 
consumption base they are taxed only once, when consumed (providing bequests 
and gifts are treated as consumption). Both comprehensive income and consump- 
tion taxes discourage labour supply by leaving leisure untaxed, but an income tax 
implies a smaller labour-leisure distortion than a consumption tax to the extent that 
the broader base permits lower rates. Income taxation introduces a saving- 
consumption distortion, however. It is therefore necessary to evaluate the welfare 
costs of the two types of distortions, and in particular to know to what extent the 
double taxation of capital income inhibits saving, investment and economic growth. 
Many economists have grown to prefer a tax on consumption, partly because of 
concern about the adverse effects of capital taxation on capital formation, and partly 
because of the horizontal inequity associated with taxing the returns to 
saving13. 

There are three possible ways that consumption can be taxed: differential 
commodity taxation; a broad-based, flat rate indirect tax; or a direct (possibly 
progressive) expenditure tax. The theoretical case for differential commodity 
taxation reflects three different arguments: i) welfare losses can be minimised 
(under appropriate simplifying assumptions) if tax rates are inversely proportional to 
the corresponding elasticity of demand; ii) commodity taxes can be made 
progressive by taxing necessities lightly and luxuries heavily; and iii) leisure could be 
taxed indirectly via goods that are its complement. In practice, these arguments tend 
to be mutually exclusive. Commodity taxes that redistribute bear most heavily on 
luxuries, which tend to have high price elasticities of demand, so such taxation would 
maximize welfare losses of individuals. Moreover, in the absence of robust estimates 
of the relevant price elasticities, and given the administrative complications of 
multiple-rate systems, uniform taxation, preferably in the form of a broad-based 
consumption tax such as a value-added tax (VAT), is usually recommended as a 
practical approach. In fact, under some circumstances, it is optimal to tax wages 
alone and avoid commodity taxation, as shown by Atkinson and Stiglitz ( 1976). 

Expenditure taxation is often thought to necessarily imply indirect taxation. 
However, it is possible to design a direct expenditure tax, which taxes income but 
exempts deposits to approved savings accounts. Such a tax could even be 
progressive via rising tax rates. But even a flat-rate consumption tax does not need 
to be regressive, if bequests are treated as consumption, since rich and poor each 
ultimately "consume" all their income over their lifetime. Withdrawals from these 
accounts for consumption, gifts or bequests would be taxed, but income earned on 
other savings (made out of after-tax income) would not be taxed. However, such an 
approach to taxation may lead to tax avoidance through misuse of the registered 
accounts mechanism, requiring an enforcement mechanism' 4. 
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Although the literature on optimal taxation is ambiguous on the choice of a tax 
base, a generally recognized requirement of a well-designed tax system, albeit 
seldom satisfied, is the need for simplicity' 5. It is also desirable that the tax system 
not create problems for macroeconomic stability and that it not conflict with 
accepted social values. And, importantly, a general prescription of the optimal tax 
literature is that since efficiency losses increase more than proportionately with the 
tax rate, a given amount of revenue should, other things being equal, best be raised 
by broadly-based taxes in order to ensure that the corresponding rates are as low as 
possible. 

II. THE CONSTRAINTS ON TAX REFORM 

Although the need for tax reform is widely recognized, actual reform has often 
been constrained by several factors, notably: the difficulties sometimes faced by 
governments in formulating a clear strategy; political and practical constraints; and 
the current macroeconomic environment (including international considerations). 
This section discusses how these factors constrain action to improve tax systems in 
OECD countries. 

A. Competing goals 

The desire for tax reform generally reflects the view that, despite uncertainty 
about what constitutes an optimal tax system, substantial efficiency and horizontal 
equity gains are possible relative to the existing tax system. Although opinions differ 
about the appropriateness of using taxation (as opposed to direct expenditure and 
transfers) for income redistribution, tax reform may also make it possible to increase 
the progressivity of the tax system relative to the current situation. However, in the 
limit, there is a clear trade-off between the competing goals of increased efficiency 
and greater vertical equity. Moreover, equity or efficiency goals often conflict with 
the need for simplicity in a tax system. 

The nature of these trade-offs varies for different taxes. With an income tax (or 
a progressive consumption tax), a revenue-neutral increase in progressivity implies 
greater deadweight losses. Efficient commodity taxes, on the other hand, tend to be 
highly regressive, while those that attempt to be progressive can be highly 
inefficient. In either case the dispersion of tax rates violates the goal of 
simplicity. 

Use of the tax system for economic and social policy goals other than income 
redistribution also gives rise to trade-offs between efficiency and these objectives. 
Favourable tax treatment of particular types of activities or groups of taxpayers, as a 
substitute for direct government expenditures, are frequently referred to as "tax 
expenditures"' 6.  Their elimination may be desirable on tax reform grounds, but 
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