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Summary

Politicians and economists have been trying to create an ideal tax system
for over two centuries. The emergence of such permanent system in each
state is impossible, as political, social and economic conditions of fiscal
policy vary in time, as well as the features of a tax system — including the
way of integrating social insurance contributions with income tax — that
are considered ideal. Reforming, harmonizing and integrating the tax sys-
tem is thus a continuous process, arousing numerous controversies related
to the nature of the target system and ways of achieving it. Ideological and
doctrinal differences lead to serious disputes among politicians of various
political parties as well as among economists.
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Introduction

Politicians and economists have been trying to create an ideal tax system
for over two centuries. The emergence of such permanent system in each
state is impossible, as political, social and economic conditions of fiscal
policy vary in time, as well as the features of a tax system — including the
way of integrating social insurance contributions with income tax — that
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are considered ideal. Reforming, harmonizing and integrating the tax sys-
tem is thus a continuous process, arousing numerous controversies related
to the nature of the target system and ways of achieving it. Ideological and
doctrinal differences lead to serious disputes among politicians of various
political parties as well as among economists.

Personal income tax (hereinafter referred to as PIT) has a short history,
as it appeared in tax systems of EU countries as late as at the end of the
18" century. As a specific universal construction it performs two economic
functions: providing financial means for covering some public expenses
(fiscal function), leveling off — through its construction — inequalities in
population incomes (redistribution function) and implements social functions
of taxation through various tax reliefs and exemptions or the construction
of the tax scale. Contemporary personal income tax in European countries
has been shaped by many years of evolution. This process is continuing,
taking into account the process of European integration and the proces-
ses of standardizing and harmonizing tax systems in the European Union
countries. Most EU states only sporadically implement major reforms of
personal income taxation. The scope of such changes is usually limited
and determined by current fiscal needs or the need to stimulate a particular
behavior of taxpayers?.

The current taxation of personal incomes is a very complex phenomenon
which should be analyzed not only from the legal point of view, but also
taking into account its social, cultural, economic and political and system
aspects. We cannot isolate the economic sphere from the tax sphere, as
income taxes directly affect the way taxpayers function, their purchasing
power, they determine labor costs for entrepreneurs and thus significantly
influence the GDP growth rate. The issues of harmonizing taxation of inco-
mes obtained by individuals who do not act as economic operators is prac-
tically absent in scientific literature. The only issues that are analyzed are
those related to taxation of incomes from savings, transfers, capital gains,
mergers and divisions. This is so because it is required by the nature of
conducting economic operations within the common market. Taking into
account the specificity of personal income tax, the issues of tax competition
and significant differences in PIT constructions in EU countries, it was deci-
ded to assess whether it possible and desirable to harmonize this form of
taxation with reference to individuals who do not act as economic operators.

3 See more: T. Wotowiec, Harmonization of personal income taxation across European
Union member states. Wyzsza Szkota Ekonomii 1 Innowacji w Lublinie, Lublin 2014,
p. 29-45.
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Functions of taxation

As for the legal solutions in tax law, the doctrine commonly accepts
the view that taxes and the whole tax system should be neutral and should
perform only the fiscal function of taxation. This means that taxes should
be constructed so as not to hinder the existence and operations of taxpay-
ers, but also so that they do not contain any preferences for selected groups
of taxpayers. Favoring tax neutrality does not determine the negative atti-
tude to achieving non-fiscal goals of the state through tax preferences. For
example, using various forms of tax preferences may be a consequence of
subjectively understood tax equity. Such equity requires noticing different
material, family and social situation of each taxpayer. Non-fiscal functions
of taxation are best realized by income taxes due to their specific construc-
tion. Non-fiscal aspects of taxes gained popularity under the influence of
J.M. Keynes theories. In classical economics, taxes were treated exclusively
as a source of means for covering necessary public expenditure. In Keynes’
theory, taxes became a major instrument used by the state to influence the
economic cycle. Stability of the economy within the anti-cyclical policy,
along with the need to stimulate global demand, accounted for the growth
of stability and redistribution functions of taxation. A result of such appro-
ach to using taxes in fiscal policy was seen in growing budget deficits and
public debt and growing level of tax burden. This led to popularity of neo-
-liberal theories, the most popular of them being the supply side economics.
It claimed that high tax burden generates low level of savings, high inflation
and low productivity and innovativeness of the economy*.

Although personal income tax is commonly used to achieve various
economic and social goals, its fiscal function is still considered the most
important one. We should also observe that the doctrine quite commonly
tries to promote the thesis of tax neutrality as a specific panacea for weake-
ned economic growth of EU countries and deteriorating competitiveness
of European economies. The belief in tax neutrality stems from the fiscal
function of taxes. According to some representatives of the doctrine, we
should not use taxes to achieve various social goals, often contradictory
to fiscal requirements of the state. It is difficult to agree with the concept
of tax neutrality, as it impossible in practice to separate tax law from the
influences of broadly understood politics.

4 See: T. Wolowiec, M. Cienkowski, The main problems and limitations of harmoniza-
tion process of personal income taxation. “Globalization, the State and the Individual”.
No 1/2014, p. 70-99.
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Harmonization of taxes in the European Union

Harmonization of taxes in the European Union is very closely tied with
the concept of the common market. If this concept is to make sense, we
must, first of all, fulfill the requirement of equal rights for each market
participant, that is each entity from any member state. Due to the fact that
entities compete mainly in price, the factors affecting it should be similar
in all member states (harmonization of indirect taxes). Tax harmonization
is a process leading to standardization of tax systems in various countries.
The process aims at achieving a state in which tax issues do not influ-
ence the flow of goods, services and production means between countries.
Harmonization is necessary when the differences in tax systems between
particular countries account for the fact that decisions made by one or a
few countries bring particular effects to other countries. Thus it all boils
down to harmonizing tax systems of various countries and to ensuring that
their functioning is in line with economic union goals. Tax harmonization
is a necessary element of economic integration, its degree closely related
to the level of integration advancement®.

The imperative for harmonization of direct taxes, including personal
and corporate income taxes and taxes on property gains, was not clearly
stated in the Treaty establishing the European Economic Community. The
legal base for initiatives in harmonization processes was Article 100 of the
Treaty, stipulating harmonization of those regulations that directly affect the
creation and operation of internal common market. The process of direct
taxes harmonization covered different income tax regulations which limited
the freedom of income flow in form of dividends, interests, license fees and
capital between Community members (this will be discussed in a separate
analysis of the principles of capital income taxation).

We should remember that the principles of income taxation in EU coun-
tries do not constitute such an important area of harmonization as indirect
taxes. It i1s assumed that the differences found in direct taxations are less
dangerous for the functioning of the common market. Moreover, harmoni-
zation of these taxes 1s much more difficult than indirect taxes, both from
the political, technical and legislative point of view. Only some elements of
corporate income tax are being harmonized, as they relate to international
aspects of company operations that could cause potential discrimination
in treatment of home and foreign companies and which refer to avoiding
double taxation. Probably further elements of corporate income tax will be
harmonized next — tax rates and taxation base. Areas of PIT harmonization:

5> See more: T. Wotowiec, M. Cienkowski, The main problems (...), op.cit.
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taxation of incomes from savings paid out in form of interests and mutual
administrative assistance in tax issues. The main element differentiating
direct taxation is its slight degree of normative harmonization. It is com-
monly believed that direct taxes exert less destructive influence on the func-
tioning of common market, therefore work on their harmonization started
later, lasted longer and did not go as far as in case of indirect taxes. Direct
tax regulations in the European Union are left at the discretion of mem-
ber states (except for the need to observe the areas presented in the table).
Particular member states enjoy significant freedom in shaping their home
solutions in this area. However, they are obliged to treat home and foreign
operators equally as far as taxation is concerned.

Reasons for relatively low scope of harmonization.

There are several reasons for relatively low scope of harmonization.

Firstly, when signing the Treaty of Rome, it was believed that direct
taxes do not significantly influence the internal market, as a result of which
there are no specific regulations on harmonization of direct taxes. Thus,
community law in direct taxes can only bebased on general regulations
of Article 94 of the Treaty establishing the European Community, which
authorizes the Council to pass directives in order to bring closer statutory,
enforcement and administrative provisions of member states that directly
affect the establishment or operation of the common market.

Secondly, income taxes, as direct forms of taxation are an important and valu-
able tool of fiscal policy used by particular states, influencing social and econo-
mic life and it is hard for politicians to get rid of this form of exerting influence®.

Thirdly, directives concerning harmonization of direct taxes must be
passed with majority of votes, which accounts for lack of unanimity in this
area (J. de Goede).

Fourthly, progress in income tax harmonization evokes the fears of losing
tax sovereignty and leads to stiffening positions by member states towards
processes aimed at harmonization of income taxes (Nykiel, Wéjtowicz).

Fifthly EU countries have various rules of rewarding employees, esta-
blishing incomes from pensions and shaping costs of obtaining revenue and
expenses lowering taxation base.

¢ Non-fiscal functions of taxation can be easily realized with income taxes. The process
of tax law harmonization will not eliminate the stimulation function consisting in using
different tax constructions, as visible differences in development of particular states and
regions as well as specific traditions of national tax systems will require (temporarily) appli-
cation of various types of instruments and tools of tax policy.
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The first document emphasizing the need for direct tax harmonization
was Neumark Committee Report from 1962. Following the concepts pre-
sented 1n it, the Community Committee presented a program of harmoni-
zing direct taxes in 1967. It included all main ideas which, in the following
years, were gradually implemented by the Community legislation or are still
an element of harmonization program. The most important issues raised by
this document were:

1. Integration of corporate and individual income taxation.

2. Abolishing income tax collected at source for dividends and interests.

3. Abolishing tax consequences of mergers between companies with
registered seats in different Community states.

4. Standardization of personal income taxation rules.

5. Fighting tax avoidance in community internal relations.

Harmonization of direct taxes mainly refers to corporate taxation (CIT).
In the area of CIT the main activities concerning eliminating tax barriers
in international companies operations were taken in July 1990 in form of
community laws, concerning’:

1. Common system of taxation of mergers, divisions, capital contribu-
tions and changes in shares of companies from various member states
(Directive 90/434/EEC — OJ L225/90).

2. Joint taxation of parent companies and subsidiaries in various EU
countries (Directive 90/435/EEC — OJ L225/90).

3. Eliminating double taxation in case of profit correction of associated
companies (Convention 90/426 EEC).

The only directive concerning personal income taxation is the one from
3™ June 2003 (2003/48/EC) on taxation of savings income in the form of
interest payments. As far as taxation of personal income from remunera-
tion 1s concerned, all attempt at harmonization have been limited to various
proposals on joint principles of determining taxation base, size of tax rates
and methods of shaping tax progression. Taking into account PIT specificity
and detailed general issues of income tax harmonization, I believe that for
personal income taxation we can only expect bringing closer some system
solutions being the result of leveling the development level in member states
and improvements of tax techniques and popularization of its most effective
solutions. On 23™ June 2011 the European Commission issued a statement
on tax policy aims for next years (COM(2001)260 final). Apart from the
above directive, EU countries have been given freedom in shaping other
principles of personal income taxation. In this sense, principles of personal

7 See: T. Skica, T. Wolowiec, P. Pavlov, Economic relations between personal and
corporate income tax. “e-finanse” 2014. vol 10 no 1., p. 60-68.
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income taxation are not an adjustment area form the Polish solutions®. The
European Union countries independently decide on the structure of costs of
obtaining revenues, scope for tax reliefs and exemptions, progression shape,
etc. In spite of the lack of directives normalizing principles of individual
income taxation, such principles are self-created and burden levels equalize.
We can say that due to the principle of competitiveness included in the tax
law, member states make adjusting attempts in adopted tax constructions.
This is to increase attractiveness of their tax systems.

Competition between tax systems forces certain solutions in national
tax systems, aimed at bringing closer constructions of certain taxes in order
to ensure optimal functioning of the common market. Thus “quiet harmo-
nization” 1s a consequence of progressing competition among national tax
systems in particular taxation forms (Wolowiec). The effect of quiet har-
monization is bringing closer construction solutions in personal income tax
in European Union states.

Referring to PIT it was emphasized that the tax should remain at discre-
tion of member states. The only harmonization activities should concern
removing barriers to four economic freedoms and providing uniformity of
taxation.

Similarities in the personal income tax in Community states concern the
following areas (Krajewska, Wotowiec, Taxation Trend in the European
Union):

e The tax is related to total (global) income of a taxpayer,

e Scales are progressive with various numbers of ranges and minimum

and maximum tax rate values,

e Most countries use tax-free amounts,

e Tax burdens are usually adjusted to inflation rate through the system
of automatic or semi-automatic indexation o changes to tax thresh-
olds,

e Personal income tax reflects the principle of taxpayer’s payment capac-
ity through its varied system of tax reliefs and exemptions;

e Different rules are used for taxation of family incomes, revenues from
selling property and movable assets and capital incomes,

e There is a varied system of costs of obtaining revenues, related to
the way in which revenue is gained,

e [t does not differentiate tax burden due to sources of revenues from
which it 1s obtained and its allocation,

8 In spite of this, there are some visible problems in personal income tax which will
have to be limited in the nearest future, such as the existing differences between residents
(that is people with unlimited tax obligation) and non-residents, with limited tax obligation.
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e Income tax contains tax preferences related to the way the income is

spent.

A feature of direct taxes is that there is a clear connection between the
taxpayer’s situation (income, property) and tax burden. From the psycholo-
gical point of view indirect taxes are the most hated sacrifice to be made by
the taxpayer. Direct taxes may de-motivate the taxed entities. Excessive tax
burden may slow down income activity of entities, which may result in not
only slower economic growth, but in its disappearance as well. That is why
not only the size of tax burden in a particular country matters, but also the
structure of the whole tax system and the construction of particular taxes.
In case of direct taxes tax scales are vital. In a theoretical presentation, tax
as an economic category is subject of numerous analyses, both referring to
individual taxpayers, their groups and the whole economy. This concerns
both indirect and direct taxes. Despite impressive theories of economics,
theories of public finance, hundreds of years of experience, tax issues are
still a controversial topic, which is evident in a discussion on line tax. The
deficit of theories and polarization of opinions concerns the role of tax in
micro-economics, where it would seem easy to determine the relationship
between tax burden, tax scale and an economic situation of a taxpayer and
the decision made by him®. This results from the fact that the taxpayer’s
situation is affected by a number of other factors, therefore it is difficult
to isolate the tax factor, if we do not take into account abstract analyses.
The situation is further complicated when the subject of our analysis is the
influence of a particular tax on the whole group of taxpayers or the whole
tax system on economy (for example the theory of automatic stabilizers in
business cycle). The difficulty of tax analysis concerning tax influence on
entities and economy increases if we go beyond the boundaries of the state
with such analysis. Tax relations are further complicate and tax effects are
even more difficult to assess or quantify. This is an important statement,
as it partly explains the source of controversies concerning opposite tax
doctrines — tax harmonization versus tax competition.

Effects of taxation differentiation

The theoretical analysis of the effects of taxation differentiation may be
conducted on various levels. Below we list a few of them:

% Compare: M. Cienkowski, T. Wolowiec, Market reactions of entities to income tax
and managerial decision. “Zeszyty Naukowe Uczelni Warszawskiej im. Marii Sktodowskiej-
-Curie” Nr 4 (46)/2014, p. 33-62.
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¢ tax influence on labor costs. High taxes increase labor costs, as income
after taxation (disposable income) is low, which is a natural basis
for employees’ pay demands from employers, which implicates the
position of the enterprise on competitive market and company profit-
ability. It is understood that differentiation of tax conditions between
countries (regions) exerts considerable influence on conditions of
conducting business activity;

e changes in direct taxes always bring about changes in marginal pro-
duction costs;

e taxes always constitute a burden on a given entity, therefore there
is a defense reaction of a taxpayer who tries to transfer this burden
onto other subjects. Hundreds of years of observations of taxpayers’
reactions allows us to state that it is easier in case of indirect taxes
and more difficult with direct taxes. Income taxes are not transfer-
rable and the taxpayer’s reaction may only consist in limiting income
activities. This is especially visible in progressive tax scales, whose
use increases marginal taxation and decreases marginal income. The
final decision of a taxpayer in this matter implicates the income use-
fulness curve;

e the issue of direct tax transferability looks different in case of taxing
an employer than an employee. The employer will try to transfer the
increase of tax rates into manufacturing costs and then into prices.
His possibilities depend on the type of taxed goods and the state of
the market (competition), which is manifested in price flexibility of
demand. The chances of transferring increased tax burden grow with
lower price flexibility of demand. The second possibility consists in
transferring the tax effects on employees by reducing their salaries.
This constitutes the so-called retro-transferability, usually ineffective,
as employees oppose such practices. The degree of transferability of
increasing taxes on employees depends on the state of the labor mar-
ket, unemployment rate, labor market flexibility and openness;

e measuring the phenomenon of tax transferability is difficult even in
case of a closed economy, as the effects of growing taxes may be
distributed, for example, into prices, non-pay manufacturing costs,
entrepreneur’s profit margin. These difficulties are multiplied in an
open economy, as the mechanism of tax transferability affects the
society (economy) of another country. In its theoretical meaning, tax
(fiscal) dumping means that redistribution of social income takes place
between countries through taxes. This 1s especially visible when coun-
tries belong to a uniform economic association, which has a mutual
fund — budget, which also serves as a source of income for member
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states’ budgets. The use of tax dumping means that part of income is
transferred in an open or hidden way (transfer prices) to countries with
lower taxes. An effect of this is further increase of taxes in countries
which do not use tax dumping, as the budget increase its revenue
deficit, or limiting expenditure, or increasing public debt. It should
come as no surprise then that after admission of 10 new countries
to the EU, France and Germany threatened to stop their payments to
EU budget due to considerably lower corporate income tax rates in
such countries as: Slovakia, Poland, Czech republic and the Baltic
states, where entrepreneurs began to move their economic activity.
We should add today that it happened with closed labor markets.

Economic relations and economic integration

In times of internationalization of economic relations and economic
integration, the mechanism of tax transferability is becoming international.
This concerns both taxation of income from work as well as income on
economic activity, interests, capital gains, etc. Personal decisions concer-
ning taking up work — assuming that there are formal restrictions in flow of
labor between countries — are determined by salaries and taxes. Therefore
we experience a natural phenomenon of work migrations to places where
pay and tax conditions are more favorable. While in case of taxation on
incomes from work, possible change of place (country) of work is easier,
in case of entrepreneurs it is a more daunting venture, as it requires com-
plying with the legislation of the country where the activity or its part
(establishing dependent companies) is transferred. The mobility of labor
and capital implicates the issues of tax harmonization. From the economic
point of view harmonization of direct taxes and tax competition force us
to consider further theoretical and legal aspects, such as:

e cffects of harmonization of direct taxes on state budget, imbalance

in public finance,

e allowed scope of realizing tax economic rent by international corpo-

rations,

e mechanism of reallocation of public debt between countries due to

the above-mentioned rent,

¢ limiting the possibility of lowering taxation of personal incomes and

consumption taxes when harmonization of direct taxes leads to lower
public revenues,

o cffects of labor mobility on home economy due to differentiated tax

conditions,
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e changes in the structure of tax system in relation: indirect taxes —
direct taxes, as to how these relations attract foreign investment,

e motivating national investors to invest,

e scope of using tax credit.

These issues look different in conditions of small, open economies of
the countries which suffer from foreign capital deficit. The situation of
developing countries undergoing the systemic transformation is different
in countries with established strong position within a given economic sys-
tem or global economy. Considerations take into account the element of
tax equity, in its international aspect. An economic approach to the issue
of harmonization of direct taxes 1s decisive, as it concerns the essence of
the problem. However, it is not sufficient. What is more — economic goals
of tax harmonization may not be achieved due to legal reasons. Tax is not
only an important economic category, but also a legal one. From the legal
point of view, there are some vital issues implicating jurisdiction:

Firstly, the relationship between home tax law and community law.
While respecting the principle of community law superiority, there are
several specific issues that appear in practice.

Secondly, in what proportions to use the unlimited tax obligation in one
country and to what extent unlimited tax obligation in one country with the
principle of limited obligation in another country and finally to what extent
to use the principle of unlimited tax obligation in both countries.

Thirdly, how to shape the agreements on avoiding double taxation.

Fourthly, whether tax should be collected at source (in the resident’s
country) or in the country of non-resident and in what proportions. This
determines not only issues of information that needs to be exchanges between
tax administration in both countries, but also the size of tax as there are
various tax rates, and different methods of calculating tax base.

Is it possible harmonization of personal income taxation?

The theoretical theorems, scientific conclusions, practical proposals and
recommendations made by the author in this dissertation all aim at the conc-
lusion that although harmonization of personal income taxation is possible
from a legal point of view in the long run, from the economic and social
perspective it is unjustified to harmonize this form of taxation!?. Thus, pro-

10°See more: T. Wotowiec, J. Sobon, J. Rogozinska-Mitrut, Some issues of personal
income taxation, Institute of Ukrainian — Polish Cooperation, Winnica 2012.
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ving the thesis that there is no goal and sense in harmonizing and standar-
dizing PIT constructions, theoretical, methodological and practical novelty
of the dissertation consists in:

1. In their pure form, income taxes do not stimulate inclination for invest-
ment and savings. Income tax is a burden on the saved and spent part
of income. In order to stimulate saving and/or investing, it is neces-
sary to introduce some reliefs and exemptions to the tax construction,
granted for creating (developing) investment. The author conducted
own research on the relationship between the level of fiscalism (rela-
tion of PIT tax revenues and social insurance contributions to average
annual GDP growth rate, calculated with purchasing power parity per
capita) and the structure of tax system, and economic growth speed
for 27 EU countries in 1991-2012.

2. The research shows that in the short period of time it is difficult to
prove the relationship between reduction of tax rates and GDP growth
rate. Negative correlation means that the higher the level of marginal
tax rates, the lower the GDP growth. The obtained correlation coef-
ficients are statistically insignificant, that is so small that there are no
grounds for rejecting the hypothesis of the existence of a relationship
between the level of marginal tax rates in the short period of time.
These results do not allow us to confirm the theoretical postulates of
the supply side school of economics. Its advocates claim that reduc-
tion of marginal tax rates in income tax leads to lowering labor costs,
stimulating consumption and production, and in consequence to shift-
ing the global supply curve so that the balance point between demand
and supply indicates higher level of GDP and prices. This activity is
supposed to lead to economic growth and lower inflation. An effect
of these activities may be increased trade deficit caused by growing
demand for consumption and investment goods and increased capi-
tal surplus due to increased inflow of foreign capital and decreased
outflow of national capital abroad.

3. Apart from the influence of the level of fiscalism on economic growth,
we also analyzed and researched the structure of budget tax rev-
enues (including quasi-taxes). It allowed us to answer how particu-
lar types of fiscal revenues affect the GDP growth dynamics. The
analysis covered three tax groups. The first one comprises income
taxes (PIT, CIT and taxes on capital gains), the second one — social
insurance contributions and their derivatives, the third one — incomes
from work (jointly PIT and social insurance contributions and their
derivatives). Distinguishing the fourth group was justified by the
fact that social performance can be financed with general taxes or
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with premiums outside the budget, as burden classified as social
insurance.

4. Analyzing the influence of the share of income taxes in fiscal revenues
on GDP growth rate we obtain the coefficient of Pearson’s linear cor-
relation rxy = 0.12. The obtained value of the coefficient means that
there is no statistically significant relationship between the share of
income taxes in fiscal revenues and average annual GDP growth rate.
Similar results are obtained when examining the discussed relationship
annually in particular years (with an exception of the Netherlands).
Analyzing the power and direction of the correlation between PIT and
CIT separately and average annual economic growth rate, we also
obtain statistically insignificant relationships. The obtained coefficients
of correlation are respectively rxy = 0.05 and rxy = 0.37. Therefore
the share of income taxes in the structure of budget fiscal revenues
does not significantly affect the economic growth dynamics (either
in the short or in the long term)!!.

5. Determining the power and direction of the relationship between the
share of social insurance contributions in total fiscal revenues and
average annual GDP growth rate per capita we obtain the coefficient
of correlation rxy = — 0.44. This result proves the existence of nega-
tive relationship between the analyzed variables. The power of this
relationship does not allow us to treat it as statistically significant,
therefore the thesis of negative influence of high level of burden
related to social insurance premiums on economic growth cannot be
fully proved.

6. Combining in one group personal income tax and social insurance con-
tributions, we obtain a category of incomes placing burden on work.
These performance are complementary and determine the so-called
tax wedge, that is labor costs (difference between labor costs — pay
cost for the employer, and net pay — pay income), extremely important
for the willingness of employers to create new jobs. Moreover, these
terms are often used interchangeably. Examining the span between
the share of particular fiscal tributes in the EU countries with their
highest and lowest level, we can notice that in the EU countries the
span of the PIT share indicator in total fiscal revenues was around
39% 1n 2012, while in case of social insurance contributions — 34%.
In case of total burden of income from work, the span amounted to

' T. Wolowiec, B. Wrona, Struktura systemu podatkowego a wzrost gospodarczy.,
Zeszyty Naukowe Wyzszej Szkoty Ekonomicznej w Bochni, Folia Oeconomica Bochnien-
sia, Wydawnictwo WSE w Bochni, nr 6, Maj 2007, p. 129 — 145.
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10.

21%, therefore it is justified to examine the joint influence of tributes
placing burden on labor costs on economic growth.

. On the basis of the above data we obtained the coefficient of correla-

tion rxy = -0.55, which denotes the existence of statistically significant,
negative relationship between the share of burden on income from
work in fiscal revenues and the GDP growth rate. The coefficient of
correlation calculated on this basis informs us that the average GDP
growth rate in the analyzed years is explained in 29% by the share
of burden placed on income from work in total fiscal revenues. The
obtained results allow us to state that an increase of average share of
burden on salaries in total fiscal revenues by 1% accounts for a decline
in GDP per capita of 0.11%. Thus we can state that high level of
burden on income from work negatively affects economic growth.
High labor costs weaken the competitiveness of national economy,
increase the tendency to escape into shadow economy and increase
unemployment and, in consequence, hamper economic growth!2.

. Examining the relationship (for years 1991-2012) between aver-

age annual level of unemployment (dependent variable) and aver-
age share of tributes placing burden on income from work, we will
notice a strong relationship, assuming a three-year delayed reaction
of the unemployment rate. With this assumption, the coefficient of
correlation 1s rxy = 0.93. An increase of average share of burden on
pay (PIT and contributions) in total fiscal revenues of EU countries

causes, assuming a three-year delay, an increase in unemployment
rate of 1.46%.

. The research also shows that each increase of tax and quasi-tax bur-

den may translate into decline in economic growth rate. The research
demonstrates that the most negative influence on economic growth,
especially on unemployment level, is exerted by fiscal burden which
determines the so-called labor costs. Interestingly, contrary to popu-
lar beliefs, the research did not prove existence of any correlation
between the influence of burden placed on economy by income taxes
and economic growth.

The obtained results of the research do not allow us without first
conducting detailed microeconomic analyses (household prosperity
level, structure of household expenses, price flexibility of demand,
etc.) to propose a thesis that it is more beneficial for the social and
economic prosperity to increase revenues from indirect taxation in
the structure of budget tax revenues. Lowering the burden placed

12 T. Wotowiec, B. Wrona, Struktura (...), op.cit.
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by income taxes requires offsetting the lost revenues with increased
indirect taxes in order to maintain neutrality of revenues. We should
remember, however, that this may cause some negative consequences.
First of all, increased actual rates of tax on goods and services may
lead to unfavorable allocation of production towards goods with lower
price flexibility of demand. Indirect taxes use consumers’ usefulness
preferences in order to satisfy financial needs of the budget, but the
structure of the economy shifts towards goods with low flexibility of
demand (basic goods). This may be a factor that weakens economic
growth by reducing the market for more complex goods stimulat-
ing economy effectiveness. Secondly, the price increase caused by
increased rates of indirect taxes may lead to inflation processes. If
prices of consumer goods with low flexibility of demand grow, their
low flexibility will not cause demand decline (or only slight one).
Producers will increase prices, which will lead to multiplier reaction
of changes to other prices. Households will be burdened more with
higher prices of basic goods and will limit their demand for more
complex goods, thus lowering their prices and production. Producers
limit their production and the general level of prices is determined
by goods with low price flexibility of demand. Thirdly, high (grow-
ing) rates of indirect taxes, through increased price level and inflation
effect, lead to lowered actual incomes of the society, lowered demand,
reduced production, and, as a result, weaker economic growth rate.
Fourthly, price growth, being an effect of growing rates of indirect
taxes, in the long run generates pressure on increasing salaries in order
not to weaken global demand in economy. This accounts for increased
costs of salaries and costs of other means of production (raising their
prices, their providers compensate the costs by transferring the tax
burden). Thus we experience indirect burden of indirect taxes placed
on enterprises on the cost side. Fifthly, price growth being an effect
of increased burden of indirect taxes may lead to increased amount
of money, according to the Irving Fischer exchange equation. This
may account for the loss of balance in the monetary system. Sixthly,
indirect taxes, by placing burden on consumption expenses, mostly
negatively affect poor households (in New Member States, they gen-
erate 80& of global demand), which violates the principle of taxation
equality and equity. Seventhly, increased indirect taxation of basic
goods leads to society stratification as economic inequalities build
up in distribution of domestic product, especially with high share of
households’ expenditure on basic goods (this is a typical phenome-
non for NMS, according to Engel’s law). As the research shows, the
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11.

12.

13.

assessment of the influence of income taxes on taxpayers’ behavior,
and in consequence on economic growth, requires taking into account
the whole external environment, in which taxes are one of essential
elements, though this elements does not function or determine eco-
nomic growth on its own. The environment may hamper and stimulate
economic growth and it is shaped independent of the taxpayers’ will.
We should always distinguish and analyze the following elements of
the environment: state of the market (prices and currency exchange
rates, stan and intensity of competition, payment hold-ups, state of
business cycle, etc.); social and material infrastructure (banking and
insurance system, education, corruption, administration, system of
justice, etc.); fiscal and monetary policy of the state (customs duties,
public aid, height of budget deficit, interest rate, taxes and tax reliefs,
etc.) and complex regulatory and administrative influence of the state
(legal regulations in particular sectors, regulations of labor market,
EU sanitary norms, shaping production quality, etc.).

In their pure form, income taxes do not influence the choice of socially
beneficial structure of production and choice of production factors or
on using technologies saving natural environment. Achieving these
goals also requires application of the system of tax reliefs and exemp-
tions.

Income taxes do not affect the socially beneficial structure of consump-
tion. We can talk of appropriate structure of consumption only in case
of personal income taxpayers. It does not seem possible to introduce
reliefs and exemptions into the structure of this tax that would allow
us to steer household expenses. Income taxes are of little use for
such influence (these statements are vital both for understanding the
specificity of income taxes and from the point of view of the analy-
sis of the purpose and nature of preferences used in income taxes.
Knowing the specific structure of these taxation forms, reliefs and
exemptions — often given contradictory evaluations — may be justified
by the implementation of socially or economically important goals).
Tax systems in the European Union countries are a product of long
evolution and feature a lot of similarities. Similarities of Community
states tax systems are the effect of the same factors affecting a par-
ticular tax policy and features of legal solutions in taxes. Such factors
include: degree of economic development, social and economic sys-
tems and doctrines of economic policy, similar social, demographic
and economic problems, Integration of the European economy, glo-
balization of the world economy and principles of cooperation with
international organizations. These factors are a result of similar
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economic and social structures, determined by similar cultural, his-
torical, sociological and political factors. In practice, the shape of the
tax system reflects the necessity to take into consideration interests of
various social groups and a consequence of frequent changes in legal
solutions, being an effect of political plays. As a result, the functioning
tax systems are determined both by model and actual (mostly politi-
cal) factors. The economic structure of the European Union countries
1s characterized by high level of exchange, combined with a certain
tax system, whose features include: high level of tax burden, similar
structure of tax systems (the core are personal and corporate income
taxes and universal consumption and excise taxes), significant role
of accounting and minor role of inheritance and donations tax and
taxes on taxpayer’s assets and real estate.

Conclusions

The following are specific options for reform that could be pursued
either within a comprehensive income tax or a dual income tax framework.
These are mainly designed to tax incomes from different sources more con-
sistently, since this is the best way to improve the fairness and economic
efficiency of the tax system at the same time. Given future public revenue
needs, tax rates should not be lowered for high income earners unless this
is paid for by broadening the tax base. These base broadening and simplify-
ing options do not cover the full range of tax reform possibilities, and they
would be implemented differently depending which tax reform framework
is adopted. Some complement one another while others are alternatives. In
a case of capital gains taxation we have two problems: there is a strong
bias in the tax system favoring investment in assets that appreciate in value
such as shares and property, which has encouraged overinvestment in these
areas, especially speculative investment during booms and capital gains are
taxed at half the rate of other investment income, and only when the asset
is sold. W can formulate a benchmarks and strategies for progressive tax
reform: overall tax revenues should rise as the population ages, different
kinds of income should be taxed more consistently so that people contri-
bute to meeting the needs of the community according to their ability to
pay, the share of tax revenue from high income earners should increase and
that from low and middle income earners should reduce, the overall share
of tax revenue from taxes on investment incomes and assets should not be
reduced, the overall level of revenue from corporate and business income
taxes should increase (and at least not decline).
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The main purpose of the tax system should be to raise the public reve-
nue needed to fund services, income support and community infrastructure
as fairly as possible. Reform should pursue four main objectives:

e Revenue adequacy: to raise at least as much revenue, in proportion to
gross domestic product, as the present system, and to increase public
revenue progressively to meet the growing health care and other costs
associated with an ageing population.

e Equity: to raise revenue according to individuals’ capacity to pay.
This requires stronger personal income tax system, the main progres-
sive tax base. The reformed tax system should raise at least the same
share of tax revenue overall from high income earners (those who
have the greatest capacity to pay) compared to that raised from low
and middle income earners.

e Economic efficiency: Remove economically harmful biases in the
tax system that favour one form of investment over another, and
improve work incentives for those groups whose work decisions are
most affected by the tax and social security systems.

e A simplicity and sustainability. Taxpayers should understand how
the tax system applies to them and the costs of complying with it
should be kept to a minimum. As far as possible, remove opportuni-
ties for people to avoid tax by shifting their income from one source
or activity to another, which have created a culture of tax avoidance
and undermined public support for the system.
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