FLAT TAXES 

Background 

Flat taxes refer tax structures that have a single positive marginal tax rate. They can also describe a tax system that applies the same tax rate flat across the different tax bases of personal income, corporate income, and even consumption (VAT). This is sometimes referred to as a comprehensive flat tax system. 

The motivation behind flat taxes as that they are designed to boost labour supply, increase investment and bring part of the grey economy into the official economy because marginal tax rates are kept lower. Comprehensive flat tax systems may have additional compliance benefits, because there is less scope for avoidance (i.e. tax planning or income shifting). 
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Estonia and Latvia have maintained relatively low flat tax systems since the mid-1990’s on personal income. Russia introduced flat tax on personal incomes in 2001, establishing a single marginal rate of 13% above 4,800 Russian Rubles. The Russian reform particularly has been regarded as highly influential, with around half a dozen other countries following suit. 

Hong Kong has had a flat tax on personal income for decades, and there are growing signs that China could also adopt a flat tax of some description in the near future. 

Revenues 

Proponents of flat taxes on incomes argue that beneficial behavioural responses, in terms of better compliance and positive supply side effects, mean that revenues can rise in a Laffer Curve fashion, so that any tax cuts needed to keep marginal rates lower pay for themselves. 

In Russia for instance, flat taxes on earned personal incomes were introduced in 2001, and revenues (from personal income tax) have risen by 50% over and above inflation since the reform took place. One year after the reform, revenues where up 26% in real terms. However, according to a recent IMF paper it is difficult to assess how much this is down to the flat tax specifically.
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1. Background 

1.1 Flat tax structures were common to the industrialised world in the first half of the 19th century. The first calls for a ‘progressive’ income tax structure came from Karl Marx in his 1848 Communist Manifesto. However, today it is the old capitalist countries that remain strongly committed to progressive tax whilst several former Communist countries are in favour of flat taxes. 

1.2 Since Estonia adopted a flat tax on personal incomes in 1994, eight other Central and Eastern European countries have adopted flat tax structures. Within the EU, four Member States operate a flat tax structure: Estonia, Lithuania, Latvia and Slovakia in order of adoption. Slovakia’s is the most comprehensive flat tax structure to date with Personal Income Tax, Corporate Tax and VAT are all taxed at the same rate. The adoption of flat tax structures across Eastern Europe and particularly in Russia in 2001 and Slovakia in 2004 has sparked fierce debates in neighbouring states over the benefits of the structure. 

1.3 Debates over the benefits of a flat tax structure have been greatest in Slovakia’s border countries, the Czech Republic, Poland and Hungary, not only because some fear that their relative competitiveness may now be at risk, but also because the benefits of the flat tax structure seem to present an attractive remedy for administrative and economic challenges which are common to transition economies. However, in all discussions on flat tax structures it must be remembered that the debate is in part so fierce because so little hard evidence exists to support the pro-flat tax claims. The lack of raw data to support and substantiate proponents’ claims is evident in this paper as well. 

1.4 Nevertheless, the debate is much alive and has also grown in the old Member States, and particularly in those which neighbour countries who have already introduced a flat tax structure. A proposal for a 30% flat tax on income tax was put forward in Germany in 2004, whilst Austria, Denmark, Finland, Greece, Italy as well as western-lying Spain have also given thought to the structure. At present, West European governments, and their electorates, remain wedded to the principle of progressive taxation as a tool for wealth redistribution. However, although there is no current move towards adopting a pure flat tax structure, the trend for cutting top rates and reducing the number and complexity of tax bands is continuing strongly. 


2. The theory 

2.1 A flat-tax structure consists of a single, ‘flat’ tax rate paid by all those whose income exceeds the personal allowance. The concept applies to both personal and corporate income, with the purest systems applying the same rate to all income sources and avoiding the double-taxation of savings. Tax credits and exemptions are removed as far as possible so that the simplicity of the structure is preserved. Consequently, with only two levers (the rate of taxatinon and the personal allowance on personal incomes) to determine the government’s tax revenue, it is critical to the success of the structure that these levers should be set correctly. 

Efficiency and Compliance 

2.2 The driving concept behind flat taxes is the idea that the effect of eliminating distortions on the tax base is sufficiently large to enable a lower tax rate to actually maintain or even increase revenue. The reduction in rates and thus, in the tax burden faced by individuals should, in theory, stimulate further economic growth by increasing the rewards from capital and labour. The resulting increase in economic activity would translate in an increase in the taxable base, establishing a one-off virtuous circle from tax rate cuts to economic growth and tax revenue. 

2.3 The main benefit of simplifying the tax structure is reducing compliance costs while increasing overall compliance. With only one rate and minimal, if any, credits or exemptions to calculate, the administrative burden on governments is considerably reduced. In progressive tax structures, the administrative cost and compliance burden are considerable. According to The Economist 16/04/2005, the United States spends between 10% and 20% of the annual revenue collected on the administration and enforcement of its progressive tax structure which equates to between one-quarter and one-half of the government’s budget deficit. This cost should be significantly lower in flat tax structures, increasing the spending power of the tax raised. Unfortunately, no raw data exists to date to support this claim given the lack of studies on existing flat tax structures to date. 

2.4 Similarly the lack of credits and exemptions in a flat tax structure should lead to a significant reduction in avoidance and evasion as potential loopholes are eliminated. Furthermore, the reduced ability to evade the tax structure broadens the tax base as grey economies are encouraged to join the open economy. The subsequent increase in compliance therefore results in an overall increase in tax revenue yielded. 

2.5 A flat rate also increases economic efficiency by reducing policy-induced distortions and allowing the market to function more naturally, improving the overall allocation of resources and encouraging labour supply. Allocative effects would be strongest in the purest systems where the flat tax fully exempts savings from double taxation and becomes in effect a consumption tax. This should result in higher capital stocks, higher economic growth and increased revenue yields. 

2.6 The combined effect of savings in compliance and yield increases should then enable a cut in average taxes and spur further reductions in tax avoidance and evasion, shrinking the grey economy, and increasing the attractiveness of the economy to foreign investors, creating a mini-economic boom. 

The Challenge: finding the optimum settings 

2.7 However, the full benefits of the flat tax structure will only be reaped if the tax rate and personal allowance are set appropriately. Discussing the rate first, the risks of setting the rate too high, or even at the average rate of a progressive tax structure, is that the tax burden will increase too much on the lower earning, and therefore largest section of the population. Creating too high a tax burden will prevent the flat tax structure from reducing the taxpayers’ efforts to avoid and evade the tax structure. It will also fail to stimulate the labour supply as the rate of return on income is not profitable enough at the low end of the tax band. Nor will a high tax rate be able to compete with progressive structures and thus the benefits which a flat tax structure present in terms of competitive investment incentives will also be lost. Thus overall, the tax yield will fall. 

2. 8 The main risk, however, is setting the rate too low and overestimating the impact on the tax base from from improved compliance and economic efficiency, leading to a long-term loss of government revenue. Indeed, given though that some of the positive effects on the tax base from cutting rates need years to filter through while the cut in rates have clearly an immediate negative impact on revenue, in the short-term short-falls revenue are to be expected. It can be therefore extremely difficult and lengthy to assess whether the rate has been set at the right level. 

2.9 Thus, a flat rate of taxation is often first set in line with what would be the standard rate of a progressive structure. Over time this can be reduced (Estonia’s flat personal income tax was set at 26% originally but is planned to be reduced to 20% by 2007 and currently stands at 24%), and such a margin ought to be maintained for as long as possible so that the government can reinvigorate the incentive effects of the flat tax structure and better manage the trade-off between the loger-term positive effects and the short-term negative impact on tax revenue 

2.10 Setting the personal allowance is the second key challenge. In general, given that the personal allowance is the only mechanism left to preserve a measure of ‘progressivity’ the allowance tends to be higher in flat tax structures than in progressive structures. However, there are risks if it is set too high. Not only would revenues fall; lifting too large a percentage of the population out of the tax structure might encourage persistent high levels of grey economy. 

The Risks and Criticisms 

2.11 The main criticism made of flat tax structures is that they are void of any progressive mechanism. Karl Marx’s progressive tax structure was designed so that the tax burden was heaviest on those who were most able to contribute and lightest on those least able to contribute; the principle of wealth redistribution. Staggered rates of taxation are designed to achieve this principle. The system of credits and exemptions, which work together with the bands, further encourages redistribution. Credits and exemptions allow governments to target minorities in society and take account of their individual characteristics, adapting their tax burden accordingly. Furthermore, they can be designed to encourage or direct economic activity as the government sees best fit. This feature is wholly absent from the flat tax structure. Opponents therefore argue that a flat tax structure is beneficial to the rich and damaging for the poor. Proponents counter this claim arguing that even though the structure appears to be regressive, in reality, the lack of credits and exemptions and the increased transparency means that the rich in fact pay more than they do in even the top bands of progressive systems since practices of avoidance and exemptions and credit and exemption exploitation cease whilst the raised personal allowance protects the poor. (Again, this point is fiercely disputed since raw data to substantiate these claims is lacking. For an academic outline of the propoents’ argument see the Adam Smith Institute briefing reference section 7). 

2.12 A second risk relates to the ephemeral behavioural impact of flat tax structures and the permanent loss of tax as a tool to change behaviour and address market failures In a flat tax structure the incentives are felt sharply when the structure is introduced hence why a mini-economic boom is often associated with the introduction of the flat tax structure. These incentives then begin to wear thin over time or even run out since there are only two levers (the rate and the personal allowance) which the government can adjust and these are strongly limited by public preferences on income redistribution and size of the public sector Thus once the optimum lever levels are reached, no additional behavioural incentives can be easily added through the tax structure. 

3. The case in Eastern Europe and Results-to-Date 
3.1 The theoretical case for reintroducing flat taxes was first developed by Robert Hall and Alvin Rabushka from the US Hoover institute as a response to the growing complexity of the US tax system before the 1986 reform. However, it is only in the last decade and in transition economies where they have successfully introduced. 

Table 1: Time line of flat taxes introduction 

	Date of effect 
	Country 
	Personal
	Corporate 
	Comments 

	1994 
	Estonia 
	24 
	0 retained 

26 distributed 
	PIT cut from 26 to 24 with two further cuts planned (22, 20 by 2007) 

	1994 
	Lithuania 
	33 

wages & salaries 
	15 
	PIT is 33 on personal income with other forms of income taxed at 15 

	1995 
	Latvia 
	25 
	19 
	CT to be reduced to 15 

	2001 
	Russia 
	13 
	24 

	2003 
	Serbia 
	14 

	2004 
	Slovakia 
	19 
	19 
	A comprehensive flat tax system. A unified VAT rate of 19% further simplifies the system. 

	2004 
	Ukraine 
	13 

	2005 
	Georgia 
	12 

	2005 
	Romania 
	16 


Map 1: Countries which have adopted flat taxes to date 
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Note: Mainland Russia and Georgia are not included on this map. If potential candidates, the Czech Republic, Poland, Hungary, Bulgaria and Belarus were to switch to a flat tax structure, the Eastern block would near completion. 

* Countries adopting in the same year shown in the same colour. 

** The main part of Russia and Georgia are not featured on this map. 

*** Were the remaining Visegrad countries (Poland, the Czech Republic, and Hungary) and Belarus to adopt a flat tax structure the ‘flat tax revolution’ in the eastern block would look relatively complete. 

Chart 1: Evolution of effective top statutory rate on corporate income (Eurostat 2004)
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Flat rate tax 

11 countries have introduced a flat rate system to date – different structures – e.g. Estonia encompasses all employed and self employed earners; does not include VAT but includes social taxes (paid by employers) and local IT. Hungary’s scheme for small businesses is elective and does include VAT – current Commission enquiry - but not social taxes. 

Main principles of a flat rate tax 

Same rate paid on all sources of income including dividends and CG. A higher personal allowance can take many out of tax net altogether (FSB calling for £10k allowance against CT and IT) – interplay with NMW and TCs? 

Possible to have extra separate charges e.g. unemployment insurance; health. And some refinement possible on personal tax allowances – e.g. extra for several children. 

Main benefits 

Simplicity; little chance for arbitrage; less need for avoidance legislation; cumulative across all employments. Simpler calculations allow much quicker collection of tax. If local IT in future just increase the rate. 

ESTONIAN FLAT RATE TAX 

Estonia introduced a flat income tax rate in 1994 (the first country in Eastern and Central Europe). The tax rate for years 1994-2004 was 26%. 

In December 2003, the Estonian parliament decided to reduce the tax rate to: 

- 24% for the year 2005 

- 22% for the year 2006 

- 20% starting 2007 and onward. 

The same rate of tax applies to all sources of income for both individuals and corporate entities. There are only two exceptions: 

- 10% rate for certain benefits from voluntary pension schemes; 

- 15% final withholding tax on certain payments to non-residents. 

The tax year is the calendar year. 

Total income tax collected is split 11.4% to local authorities, the remainder to the State. So one tax collection finances national and local spending doing away with the need for income tax and council tax equivalents. 

The tax authority for state taxes is the Tax and Customs Board with its local tax centres and customs houses. The tax authority operates within the ambit of the Ministry of Finance. 

My contact stated that there were no transitional problems in moving to the flat rate, instead it helped to solve existing problems such as the high inflation rate which led to changing levels of income for each tax bracket. 

There are separate indirect taxes and a number of local taxes. 

Future plans 

The government of Estonia plans to move to wards lower labour-related taxes and to increase consumption- related and other indirect taxes i.e. 

– increase excise duties 

–increase environmental taxes 

–decrease income tax 

They want to maintain the current simple tax system and broad tax base and 

improve tax administration. 

PERSONAL INCOME TAX (2005 figures/ rates) 

Employees pay tax at 24% on all income and 1% to the unemployment insurance fund. (Employers pay a further 0.5% to the unemployment insurance fund). 

Individuals have a personal allowance of EEK 20,400 (kroons) with additional exemptions e.g. for those on a state pension; having 3 or more children. 

Residents pay tax on their worldwide income. Taxable income includes, in particular, income from employment (salaries, wages, bonuses and other remuneration); business income; interest, royalties, rental income; capital gains; pensions and scholarships (except scholarships financed from state budget or paid on the basis of law) and alimony payments received. (Ss 12 & 13). Benefits received for unemployment or temporary incapacity to work are taxable (S201). 

Taxable income does not include dividends paid by Estonian or foreign companies when the underlying profits have already been taxed. Benefits in kind are taxed on the employer only. 

Relief is available for double taxation in respect of income derived from abroad. Capital gains are treated the same as other income (S15). 

Personal income tax collection 

Most personal income tax is collected through employers withholding at source from employment income (S40) – like PAYE. A taxpayer has to submit an income tax declaration only if there is additional income tax payable (i.e. during the calendar year the income tax has not been withheld correctly) or taxpayer wishes to use different deductions (for example education expenses, housing loan interest payments or contributions to a voluntary pension scheme). Money must be deposited in the bank of the T&C Board by 10th of next month. The deadline for income tax returns is March 31. 

Employees also make a contribution to the unemployment insurance fund of 1% of their salary. 

Self-employed people pay income tax also at 24% based on their annual income from trading. They pay their tax quarterly in advance. 

Social benefits entitlement 

In Estonia only employers pay social tax at a rate of 33%. Health represents 13% and pension funding 20%. There is a direct link between social tax paid by the employer and benefit entitlement of the employee to state pension, sickness benefits and other social guarantees. But social tax paid on fringe benefits does not increase social and health insurance benefits. 

1 Section reference relates to Income Tax Act 1999 which is only 72 pages long

CORPORATE INCOME TAX 

Corporate tax was reformed in 2000. The main aim of the reform was promotion of business and acceleration of economic growth by making additional funds available for investment. Taxation of corporate income was postponed until the actual distribution of the profits. 

Corporate income tax is due on 

- distributed profit i.e. payment of dividends; 

- gifts and donations; 

- non-enterprise expenses (deemed as hidden profit distribution); 

- fringe benefits (wage income of employees). 

The Estonian Income Tax Act introduced 3 anti-avoidance measures: 

- CFC (Controlled Foreign Corporation) rules: residents have to declare and pay tax on the income of off-shore companies under their control 

- Stricter regulations for minimising the use of transfer-pricing schemes 

- Withholding tax of 24% on payments to off-shore companies for services 

Business expenses are allowable, with a maximum allowance for entertainment expenses of 2% of taxpayer’s business income in the period (S33) 

Income and expenses are accounted for in the year they occur – so virtually a cash flow tax. 

Losses can be carried forward for up to 7 years (S35). 
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	From: 
	Alex Holmes 

	Date: 
	2 June 2005 

	Extn: 
	6036 

	Room: 
	2/SE 

	Lord McKenzie of Luton 
	cc: 

	HOUSE OF LORDS DEBATE: Tuesday 7 June 2005 


To ask Her Majesty’s Government what they consider to be the benefits and disadvantages of a flat rate of income tax. 

1. Lord Patten has tabled the above unstarred question for debate on 7 June 2005 at approximately 10pm. 

Attached to this minute is full briefing. and we have a briefing meeting with you on Monday 6 June at 9.30 and will be supporting you from the officials’ box during the debate. 

2. Attached you will find: 

• a short note summarising our suggested approach; 

• a 15 minute closing speech; 

• the main points to make and points to watch out for; 

• Q & A briefing; 

• clear bulleted key facts with each subject on a separate page; 

• full background briefing including: the likely reasons for the debate, how a flat tax works, international comparisons and case studies, and general arguments for and against a flat tax; 

• . 

3. We have already sent you some background material, much of which is repeated here, and some recent relevant articles and papers. 

4. We have copied this note to Special Advisors and ministers to ensure they are content with the approach. 

Alex Holmes 

020 7270 6036

6. No party is proposing or advocating a flat tax at this time. 

7. In summary, there are theoretical attractions of a flat tax: some of these. like improved simplicity, are unarguable but others are debatable. There is however a lack of hard evidence that a lot of the benefits on the ground are actually realised. Flat taxes are usually adopted as a package of reforms and the effects cannot be unambiguously attributed to the actual flat tax. 

8. The Adam Smith Institute has suggested a structure for flat tax that meets the main principles of what proponents say a flat tax should consist of. This has highlighted the huge cost of introducing a flat tax (in this case £50 billion). There is a serious lack of evidence that this could be made up through improved compliance and economic activity, as is suggested by proponents of flat taxes. 

9. To achieve the benefits of a flat tax all the current deductions, benefits and reliefs in the current system - often directed at the vulnerable - would have to be removed. As the OECD has pointed out, just creating a single tax rate (even with increasing the personal allowance) will not deliver significant simplicity gains. 

10. When examining other countries as examples it is important to examine their whole economy. Some countries with apparently ‘flat rates’ have really only made cosmetic changes - other taxes on income and/or complicated deductions mean that in reality they have neither low nor flat rates of tax on income. The flat tax is often combined with allowances, different taxes on different kinds of income and higher than normal rates of other taxes (Estonia has social security contributions of 33% and Hong Kong has high property taxes). Eastern European adopters also receive very little of their revenue from income tax so flattening of the rates has a much lesser impact on total revenues than such a move would have in the UK. 

11. In any tax system there is a trade off between efficiency and equity and differing economies use differing systems to achieve differing balances between the two. For countries with transitional economies where collecting relatively small amounts of revenue from income tax (as a percentage of GDP) easily and reducing large shadow economies (or high avoidance rates) are a priority a very simple efficient system may seem most sensible. For countries with developed economies where there is a greater reliance on personal income tax and who use the system to achieve more objectives a more complicated but equitable system might be more appropriate. 

12. Successive governments in countries such as the UK have introduced what are seen as complications like reliefs, deductions and allowances for specific reasons – often for reasons of equity, such as the Blind Person’s Allowance or age related allowances. 

13. The introduction of a flat tax like the Adam Smith Institute would remove a lot of the targeting and progressiveness from the current UK system. 

What is a flat tax 

• The fundamental principle of a flat tax is that income should be taxed at a single rate of tax for all taxpayers. 

• Additional features which flow from this basic principle and are common to most flat tax proposals, are: 

a) a low rate 

b) removal of all extra tax allowances and deductions 

c) an increased personal allowance 

A concrete example of such a proposal which is in current circulation is that put forward in a recent publication from the Adam Smith Institute [“A Flat Tax for the UK – a Practical Reality” – by Richard Teather]. 

• Simplicity will only be achieved by removing allowances and tax credits - not by having a single rate. [ref: OECD paper – Fundamental reform of personal income tax]. But tax credits and particular allowances are part of the fairness of the UK system. 

• Removing important tax reliefs would adversely affect many of our most vulnerable taxpayers, including 

a) Age related personal allowances, which provide a much more generous personal allowance for individuals aged over 65. This is a targeted measure that means nearly half of all pensioners do not pay income tax. It is tapered away but pensioners continue to see a reduction in their tax bill up to £19,500 Many pensioners would face a tax increase under a flat tax unless the personal allowance was very generous – which would be unaffordable 

b) Certain state benefits are tax-exempt – they would lose this and some benefits would be clawed back immediately through tax. 

c) Personal savings such as ISAs and employee share schemes, both of which promote saving and investing 

d) Removing the deduction for charitable contributions would reduce incentives to give. This is particularly important as wealthy donors who benefit the most from this deduction tend to favour hospital trusts and universities.  

The main complexities in the tax system arise from the definition of the tax base and not from the rate structure itself [ref: OECD paper – Fundamental reform of personal income tax], changing the rate structure would not necessarily simplify the system much 

• Having a progressive rate schedule with a reasonably low number of income brackets is in itself probably not much more complex than having a single rate from an administrative point-of-view [ref: OECD paper – Fundamental reform of personal income tax]. There would be less benefit from reducing 3 rates to 1 as in the UK compared with the reduction from 8 in Slovakia. 

• When examining other countries as examples it is important to examine their whole economy. Some countries with apparently ‘flat rates’ have really only made cosmetic changes - other taxes on income and/or complicated deductions mean that in reality they have neither low nor flat rates of tax on income. The flat tax is often combined with allowances, different taxes on different kinds of income and higher than normal other taxes (Estonia has social security contributions of 33% and Hong Kong has high property taxes). Eastern European adopters also receive very little of their revenue from income tax so flattening of the rates has a much lesser impact on total revenues than such a move would have in the UK. 

• A true flat tax would eliminate taxation on savings and dividends. But this would give incentives to manipulate earnings to appear as interest of dividend income 

• It is not clear what the proponents of a UK flat tax propose for the taxation of dividends and savings rates. Retaining differential taxation of savings and employment income (as most proponents would suggest) creates its own administrative and compliance difficulties, as well as efficiency costs, as taxpayers seek to recharacterise their incomes to take advantage of lower tax rates. 

• Alternatively dividends could be exempt (as they are already taxed at the corporate level), although this would increase the already large incentives for individuals to be remunerated in dividends. 

• Even the Adam Smith Institute proposals retain some deductions like charitable giving and pensions, which comprimises objectives of a flat tax. 

• When Russia introduced its 13% flat tax, income tax revenue as a percentage of GDP increased by 1/5. . An IMF paper however said “there is no evidence of a strong supply side effect of the reform”. Indicating that even this gain may not have been due to the flat tax. Compliance did improve by 1/3 but there is no evidence whether this is due to the reform or changes in enforcement brought in at the same time. 

• Empirical conclusions have differed whether higher tax rates discourage compliance or not, Friedman et al (2000) found that high tax rates do no encourage the concealment of activity. 

• An IMF working paper on Russia states that “a key lesson [from Russia] must be that tax-cutting reforms of this kind should not be expected to pay for themselves by greater work effort and improved compliance”. 

• The IMF has indicated that there will be a revenue shortfall in Romania due to the flat tax despite VAT going up to 20% and excises being sharply increased. 

• Proponents of a flat tax have to face up to the reality that such a system is tough on the low paid unless you spend a lot of money on generous personal allowances or a very low rate of tax – or both. 

• There is a trade-off between simplicity and the use of the tax system to achieve other objectives; the UK uses the income tax system to achieve objectives such as reducing child and pensioner poverty and promoting growth. This makes the tax system less simple, but it is most efficient to achieve these aims partly through the tax system than through means such as integrated tax credits. 

• Developing economies tend to have the lowest taxes, and as a country develops its tax bases expands. 

• In 1999 the Norwegian Flat Tax Commission found that the first year effects of flat tax reform will give by far the largest tax cuts to high income individuals 

• It is only the personal allowance which makes a flat tax progressive rather than proportional – but it will tend to being proportional (ie not progressive) at higher income ranges as the effective rate of tax approaches the marginal rate of tax 

• Softening the impact of a flat tax on the poorest with a generous personal allowance is costly – in the case of the Adam Smith Institute proposal, £50bn a year.

FLAT TAX 

UK compliance gap could be got rid of by a flat tax 
• The basis for this claim is reported improvements in compliance in countries which have introduced a flat tax. However, such comparisons are misleading for two reasons: 
a) some of the countries that have adopted a flat tax have indeed seen economic improvements - but the flat tax has been only one part of a package of measures that are invariably introduced alongside a flat tax. For example, Russia also reformed enforcement at the same time as it introduced a flat tax; 

b) one must also question the comparability of experience of these tax jurisdictions with the mature UK tax system and its established culture of compliance. 

If allowances and other aspects of the system are so important why doesn’t the Government keep them and simply have a single (flat) tax rate of 22%? 
As the OECD has commented, it’s the removal of allowances, deductions and reliefs which delivers the main simplification. Having one rate of income tax rather than three gives you all the costs of reform but few of the benefits. 

The specific flat rate tax advocated in the paper from the Adam Smith Institute. Just because one proposal is flawed doesn’t mean they all are 
• Proponents of a flat tax have to face up to the reality that such a system is tough on the low paid unless you spend a lot of money on generous personal allowances or a very low rate of tax – or both. Need to look at a concrete example to understand this fundamental issue. 

Dividend and savings income/a flat consumption tax. 

If a flat tax were being proposed these are exactly the sorts of difficult issues which would have to be worked through 

Evidence has shown that a flat tax improves compliance 

The basis for this claim is reported improvements in compliance in countries which have introduced a flat tax. However, such comparisons are misleading for two reasons: 

a) Some of the countries that have adopted a flat tax have indeed seen economic improvements - but the flat tax has been only one part of a package of measures that are invariably introduced alongside a flat tax. For example, Russia also reformed enforcement at the same time as it introduced a flat tax; 

b) One must also question the comparability of experience of these tax jurisdictions with the mature UK tax system and its established culture of compliance. 

Evidence has shown that lower taxes increase revenues – even in more developed economies. 

• Even the keenest proponents of a flat tax do not claim this in the short term – a flat tax which does not impose a heavy tax burden on the poor costs very significant amounts in the short term – in the case of the Adam Smith proposal, £50bn a year or over 5% of GDP 

• In the longer term, supporters of a low flat tax argue that increased compliance and economic activity deliver increased revenues – but the evidence is at best mixed. With regard to the Reagan era, the alternative view is that the tax cuts caused the increased US budget deficit of the 1980s. 

What about Hong Kong/country X? 

Greater scrutiny often reveals that the actual tax system is rather more complex than a low headline flat tax would suggest 

• For example, in Hong Kong a high proportion of revenues are raised from an annual tax on the market rental value of property 

For example, the Slovak Republic and Romania have very high social security payments 

A flat tax is still progressive 

It is only the personal allowance which makes a flat tax progressive rather than proportional – but it will tend to being proportional (ie not progressive) at higher income ranges as the effective rate of tax approaches the marginal rate of tax 

Softening the impact of a flat tax on the poorest with a generous personal allowance is costly – in the case of the Adam Smith Institute proposal, £50bn a year 

Evidence shows that low and middle earners benefit from a flat tax 

This may only be argued if either: 

Substantial money is spent on generous personal allowances and/or a low tax rate – meaning revenues suffer; or 

Heroic assumptions are made about economic gains which trickle down through the economy 

Slovakia is an OECD member it is not a developing economy 

Still not a reliable source of comparison with UK - the fourth largest economy in the world with a mature stable tax system 



Flat Tax systems in other countries 

• The Slovak Republic has combined Social Security contributions between 48.1 and 49.9. Which is over twice the UK’s highest rate. 

• In the Slovak Republic an individual on 100% of average earnings takes home of 58.0% compared to UK, where an individual takes home 69%. 

• In Slovakia personal income tax contributes to only 2% GDP in the UK this is 10% 

• Slovakia had 8 income tax brackets before the reform 

• Hong Kong generates a lot of its tax revenue through its property tax, which is an annual 16% tax on the “net assessable value” of a property (or how much the property could be rented for). 

• In Russia the hidden economy is estimated to be a 1/3 the size of the official one. 

• Romania raised from 19% to 20% and has sharply increased excises to help meet the cost of its 16% flat tax. The IMF representative for the country has cautioned that the reforms will lead to a shortfall in government revenue. 

• Romania has social security contributions of 49& 

• In the new EU member states personal income tax accounts for 14.4% of total tax revenue, compared with a figure of 24.1% for the EU-15, which has meant reductions in the tax rate in Eastern European countries have not had significant effects on the overall tax take. 

• Lithuania has a 33% flat rate 

• Slovakia still has allowances for dependants, and various deductions. 
Flat Tax Rates in EU countries 

	Date of effect 
	Country 
	Personal
	Corporate 
	Comments 

	1994 
	Estonia 
	24 
	0 retained 

26 distributed 
	PIT cut from 26 to 24 with two further cuts planned (22, 20 by 2007) 

	1994 
	Lithuania 
	33 

wages & salaries 
	15 
	PIT is 33 on personal income with other forms of income taxed at 15 

	1995 
	Latvia 
	25 
	19 
	CT to be reduced to 15 

	2001 
	Russia 
	13 
	24 

	2003 
	Serbia 
	14 

	2004 
	Slovakia 
	19 
	19 
	A comprehensive flat tax system. A unified VAT rate of 19% further simplifies the system. 

	2004 
	Ukraine 
	13 

	2005 
	Georgia 
	12 

	2005 
	Romania 
	16 


Lack of evidence of benefits of flat tax 

• When Russia introduced its 13% flat tax income tax revenue as a percentage of GDP increased by 1/5. This increase would not cover the cost in the UK. A IMF paper however said “there is no evidence of a strong supply side effect of the reform”. Compliance did improve by 1/3 but there is no evidence whether this is due to the reform or changes in enforcement. 

• Empirical conclusions have differed whether higher tax rates discourage compliance or not, Friedman et al (2000) found that high tax rates do no encourage the concealment of activity. 

• The IMF working paper states that “a key lesson [from Russia] must be that tax-cutting reforms of this kind should not be expected to pay for themselves by greater work effort and improved compliance”. 

• The IMF has indicated that there will be a revenue shortfall in Romania due to the flat tax despite VAT going up to 20% and excises being sharply increased. 

Background 
Growing popularity of Flat Taxes 

This section looks at what has prompted a flat tax debate. 

• The concept of a flat rate of income tax has been growing in popularity over the last few years as more and more Eastern European countries have adopted it, and it has been floated in more developed countries like Germany and the US have considered the idea. There has been a growing interest in the UK too, with numerous papers being published in its favour, including two by the Adam Smith Institute and the Veritas Party included it as one of the ideas in their manifesto. 

• Since Estonia adopted a flat tax on personal incomes in 1994, eight other Central and Eastern European countries have adopted flat tax structures. Within the EU, four Member States operate a flat tax structure: Estonia, Lithuania, Latvia and Slovakia in order of adoption. Slovakia’s is the most comprehensive flat tax structure to date with Personal Income Tax, Corporate Tax and VAT are all taxed at the same rate. The adoption of flat tax structures across Eastern Europe and particularly in Russia in 2001 and Slovakia in 2004 has sparked debates in neighbouring states over the benefits of the structure. 

• Debates over the benefits of a flat tax structure have been greatest in Slovakia’s border countries, the Czech Republic, Poland and Hungary, not only because some fear that their relative competitiveness may now be at risk, but also because the benefits of the flat tax structure seem to present an attractive remedy for administrative and economic challenges which are common to transition economies. However, in all discussions on flat tax structures it must be remembered that the debate is in part so fierce because so little hard evidence exists to support the pro-flat tax claims. 

• Nevertheless, the debate is much alive and has also grown in the other Member States, and particularly in those which neighbour countries who have already introduced a flat tax structure. A proposal for a 30% flat tax on income tax was put forward in Germany in 2004, whilst Austria, Denmark, Finland, Greece, Italy as well as Spain have also given thought to the structure. In other Western Europe states, although there is no current move towards 

adopting a pure flat tax structure, the trend for cutting top rates and reducing the number and complexity of tax bands is continuing strongly. 

• Outside of Europe Hong Kong currently has a flat tax of 16 % but this is subject to large personal exemptions for those with children or dependent parents. Hong Kong also generates a lot of its tax revenue through its property tax, which is an annual 16% tax on the “net assessable value” of a property (or how much the property could be rented for). 

• In the US there are currently two bills before the House of Representatives, one proposes a flat 17% tax with a generous personal allowance and the other suggests removing the IRS and the taxation of income. The Flat Tax bill has been under consideration by the House Way and Means Committee since 1997. Despite this, the US Government has been playing down expectations and the common view is that they are unlikely to replace the existing system. 

• Within the UK the Adam Smith Institute has published two papers one entitled “Flat Tax – The British Case” by Andrei Grecu and more recently “A Flat Tax for the UK – A Practical Reality” by Richard Teather. Both are attached, the latter suggested a flat rate of 20% on personal income, with a £12,000 personal allowance and the removal of all other reliefs and allowances. This proposal was adopted by Veritas in their election manifesto. 

How a flat tax works 

This section looks at the principles behind a flat tax system and what it means. 

• The main principle of a flat tax is that by having a simple and low flat rate of tax the same level of revenue can be generated as a complex system with several rates. A crucial assumption is that reduced compliance costs, reduced avoidance and reduced disincentives all make up any lost revenue from the cut in the tax rate. 

• Flat taxes come in different forms. The most well known advocates are Hall & Rabushka. They propose that all income should be taxed once and only once, at a single flat rate and as close as possible to its source. Different sources of income are taxed at the same rate whether it is business or personal income. There are also no deductions or reliefs to keep the system simple. 

• The name ‘flat tax’ is slightly misleading as it is only the marginal rate of tax that is flat in the Rabushka-Hall model. The flat rate is combined with a generous personal allowance that means the tax is progressive as the average effective rate increases as income increases. Dividends, savings and capital gains are not taxed as they are deemed to have already been taxed as business or personal income. A separate consumption tax is also not levied. Because savings are untaxed, this is in effect a consumption tax with a personal allowance. 

• Other versions include a form with no personal allowance and all income is taxed at a single rate; a flat tax credit with a flat rate. All of these versions can apply income as only personal income or both personal and business income. 

• The debate and this briefing focuses on a flat income tax, and does not cover other aspects such as aligning VAT and corporate rates. 

Theoretical types of tax structures 
• When comparing tax systems, a crucial concept is that of the marginal rate of income tax. The marginal rate of income tax is the percentage taken by the government of the last pound that an individual earns. This therefore determines the incentives in the system to work, invest etc. In contrast, the average tax rate is the percentage of total income that the government takes in income tax. The average rate therefore determines the progressivity of the tax system. 

• A progressive tax structure is one in which the average tax rate rises with an individual’s income level. The government takes proportionately more from the rich than from the poor. A regressive tax structure is one in which the average rate falls as income level rises, taking proportionately less from the rich. 

• A flat tax is by its nature less progressive than a system such as the UK’s with higher rates for those on higher incomes. However, as long as a flat tax has a personal allowance, it can be progressive because the average tax rate is zero for incomes below the allowance and then increases as the allowance becomes a less and less important part of the person’s income. 

• It is therefore not correct to argue that a flat rate tax with a universal personal allowance is regressive – but it is true to say that it is less progressive than the UK’s current system with higher rates for higher income bands. See charts at the end of this section which illustrate these points. 

The Arguments For 

This section looks at general arguments in favour of a flat tax. 

There are 3 main arguments in favour of a flat tax, the system is obviously simpler, but also fairer and more efficient. 

• Flat tax systems are simpler as there is one rate and most tax allowances and reliefs are removed along with all tax credits. 

• Advocates argue that flat taxes are fairer as a flat tax system removes the use of deductions, the value of which increases as the income of an individual increases. Economic theory suggests lower rates also stimulate the economy and lead to increased employment, which may have has a positive effect on the income distribution. They also argue that horizontal equity is more important than vertical equity when looking at fairness. 

• Flat tax systems are more efficient as they remove distortions and incentives, but the reducing the standard rate of tax is also very important. 

The Arguments Against 

This section looks at general arguments against a flat tax system 

• There is a balance between simplicity and equity, economic theory suggests that to achieve simplicity you have to sacrifice equity. 

• Reliefs and deductions exist to help achieve Government objectives, such as encouraging saving, encouraging the use of certain items for example to promote health, and protecting certain vulnerable groups (eg blind persons’ allowance). 

• Rates are often stepped and combined with tax credits to ensure measures are targeted and system is progressive. Having one large allowance would mean the money spent is less targeted. 

• There is very little evidence that flat taxes work. Flat taxes on income tax have only so far been used by countries where little revenue is generated from income tax (often due to difficulty in securing compliance) and combined with higher charges in other areas such as social security. 
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