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Abstract

The idea of flat tax has been widely discussed in recent decades in various political debates. The most well-known proposal has been introduced in 1980’s by Stanford University economists Robert Hall and Alvin Rabushka. They suggested that the federal tax system in USA should be replaced by a proportional tax which is the same for all income. The flat tax has made something of a "comeback" in recent years largely as a result of its application in several countries of the former Eastern Bloc. In this paper I introduce an application of the flat tax for Finland.   

1 Introduction 

After the mid 1980s various proposals have been advanced in the United States to reformulate the tax code. One of them is the so called flat tax
 which has received considerable attention. It is a fundamental proposal, originally conceived by Robert Hall and Alvin Rabushka in their book The Flat Tax
. In the proposed reform existing federal income tax and corporative tax are replaced by a single flat tax which is a form of consumption tax. To the labour income the flat tax rate is applied above a given threshold and to the capital income after full and immediate investment deductibility. The tax rate for consumption will also be the same. 

Soon this tax debate reached Europe. And even more, a number of Eastern European countries actually adopted the flat tax. First Estonia (1994), Lithuania (1994) and Latvia (1995) followed by Russia (2001), Serbia (2003), Ukraine (2004), Slovakia (2004), Rumania (2005) and Georgia (2005)
. The possible new countries which may adopt this kind of tax reform are Poland, Czech Republic, Croatia, Hungary and Bulgaria. The interest to the flat tax has also increased in number of Western Countries, e.g. in Germany, Spain, UK, Austria and Italy. The flat rates are often relative low compared to the existing tax rates in Western Europe, e.g. it is in Russia 13 %, in Ukraine 13 % and in Georgia 12 %. (Nyberg 2006)

The effects of such a drastic reform are expected to be widespread e.g. on incentives, labour supply, capital accumulation, economic growth and both  pre-tax and after-tax income distribution. This paper focuses on two issue of the flat tax debate: how does the flat tax change the average and marginal tax rates in a country (Finland) where tax rates are high and secondly what are the after-tax distributional effects. Main elements of the flat tax introduced by Hall and Rabushka (1995) are described as well as a short overview of Finnish tax system. The simulation is carried out to be as close to the proposal as possible. However, in order to apply such a reform to a very different society some assumptions are needed. Only personal taxation is included, not the corporative or consumption taxation. The simulation is made by the TUJA microsimulation model. The data is a statistically representative sample of the Finnish population
. Fictive calculations are also made to describe the structure of the present and flat tax systems. All simulations are performed using the year 2006 tax rules and income levels.  

2 The Hall-Rabushka Flat Tax 

The main principles of the H-R flat tax are the following: a) all income is taxed, b) all income is taxed only once, c) all income and consumption is taxed at the same rate, d) all income is taxed as close as possible at its source, e) all income is taxed when it is realized, f) individuals are entitled to generous allowance from their wage income and g) no other deductions are allowed. 

The flat tax contains two different forms of taxes, “the wage tax” and “the business tax”. The first is a personal tax on wage, salary and pension income. The second includes corporative income tax and personal tax on all other income sources. Thus income is classified either as wage or business income. But this definition is somewhat unclear. The writers also claim that compensation benefits are included in wage income in the flat tax system since they replace wage income when an employee is disabled to work. The reason for this is that “…failure to tax worker’s compensation benefits creates an inappropriate incentive for workers to remain off the job after a period of disability”. The wage income includes only actual cash payments, not e.g. fringe benefits. 

The tax base is the sum of all wage, salary and pension income above a given income threshold
. Below this threshold (or allowance) the income is tax-free which differs from the principle that all income should be taxed once. According to the writers this is because “…the current tax system avoids taxing the poor, and we think it should stay that way”. Above the tax-free income limit the marginal tax rate is constant but the average tax rate is increasing with wage income. So this part of the flat tax plan is progressive. As Ventura (1999) puts it, the notion of progression in the flat tax proposal is different from the current income tax systems. Above the threshold the marginal tax is flat while average tax rate increases with income. In present tax systems both marginal and average tax rates are usually increasing. 

The formula of the flat tax on personal level is simple and only income above the personal allowance is subject to tax
. 

(1) Wage Tax = Flat Tax Rate x (Wages, Salaries, Pensions –Allowance) 

The second part of the flat tax proposal is the “the business tax”. While the flat tax proposal is an integrated system where all income is taxed once all other income except wage income is taxed as business income. It covers both corporative and non-corporative business income. This classification means that each source capital income is “business activity”. And since all capital income received by individual has already been taxed as business income the net return is not taxable in personal taxation.

Deductible from business income are only a) wages, salaries and pensions paid to employees which are subject to tax in personal taxation, b) purchases of inputs from other firms which pay the income tax on their own sales and c) purchases of plant and equipment. The last one is a special element of business taxation, that is, immediate depreciation which means that the entire investment cost is deductible in the year of purchase. In the aggregate level this means that “…the business tax imposes a flat rate on all capital income after net capital accumulation” (Ventura 1999). 

In business taxation from total income three kinds of payments are subtracted from total income.

(2) Business Tax = Flat Tax Rate x (Revenue from Sales – Inputs of Purchases - Wages, Salaries, Pensions – Investment Goods) 

Hall and Robushka (1995) claim that by eliminating all depreciation rules with an immediate deduction the flat tax becomes a consumption-based tax “exempting the returns on savings (or investment) from taxation”. 

In business taxation interest payments, dividends or any other returns of investment to the owner are not deductible. A significant change compared to the present income taxation is the treatment of interests: the payment is not deductible and the return is not taxable. 

The proponents of the flat tax usually base their views on following arguments
. While the current tax system is incomprehensive even to tax experts containing many loopholes, deductions, credits and exclusions it creates inefficiencies in tax collection and imposes large compliance costs to taxpayers (keeping record, errors in processing, filing, sending forms, tax court cases etc.). All this is estimated to take a lot of taxpayer’s time and create tax evasion and tax avoidance. The flat tax is said to simplify significantly the tax system and is a method to eliminate double taxation by taxing income at the source. Some of the proponents of the flat tax claim that it will result in higher tax revenues by simplifying the code and removing some loopholes especially used by corporations and rich people. This means that it would eliminate the exploitation or fraud realized in the current tax system. 

Although all taxes impose some cost on the economy (deadweight loss), the magnitude of these costs varies depending on how the tax system is structured. At the low end is the head tax where no one is “punished” if they work, save or invest. At the other end – claim the proponents of flat tax – is a progressive income tax. The flat tax is therefore said to be more efficient. It is said to improve incentives to work (by decreasing the marginal tax rates), improve entrepreneurial activity and capital formation (by eliminating double taxation and allowing immediate deduction of investment goods) and thus improve the economic growth. 

According to writers of the proposal the issue of fairness in the US debate has come to overwhelm the other two main arguments when evaluating tax systems: cost (efficiency) and simplicity. They stress the horizontal equity where people under similar circumstances should pay equal share of tax burden. They also claim that flat tax is fair in the sense that rich will pay more taxes than they presently do. 

Also arguments against the flat tax are numerous associated with fairness (with different marginal utility), possible cuts in government expenditures (or budjet deficits) when trying to prevent the squeeze of the middle class, race to bottom effect where countries compete by cutting the tax rates, effects on eliminating the deductibility of interest payments, etc. (e.g. Hall et al. 1996). 

While considering the arguments for the flat tax one must remember that the main objective of H-R proposal was to replace the federal personal income tax and the corporative tax in the U.S with the flat tax. According to the writers the federal income tax is “a complete mess”, not fair, not simple and not comprehensive but instead fosters tax avoidance and cheating. This has probably been the case also in many of the former Eastern Bloc countries where the corruption together with inefficient administration has not been able to secure the collection of tax revenues. Possibly the most obvious case is Russia where a simple and straightforward tax system has become more efficient than the previous one, even with low flat rate (see Ivanova et al. 2005) .  

3 The Dual Income Taxation in Finland

Since 1993 there has been so called Dual Income Tax (DIT) system in Finland. All personal incomes are divided into capital and earned income. In addition to commonly classified capital income some part of dividends and income on private entrepreneurship (self-employment, business partnership and farming) are also capital income. Both of the income types, earned and capital, are taxed separately with different tax bases and tax rates.

In earned income taxation there are four kinds of income taxes and contributions: a progressive tax schedule in state taxation, a flat tax rate in municipal taxation and a flat rate for employee sickness, pension and unemployment contributions. The tax system is individual and married people are taxed independently
. In capital income taxation the tax base is gross income minus expenses, some interests payments (on mortgage loan, study loan and loan for investment targets) and losses. To the taxable capital income one single flat tax rate is applied.

But earned and capital incomes are not fully separated from each other. If the amount of expenses, deductible interests and losses exceeds the amount of capital income, the excess is the deficit in the capital income category. A certain share of this deficit (with a limit) is deductible from income tax based on earned income. This share is the deficit times the capital income tax rate. 

4 The flat tax in Finland 

4.1 A model application 

The taxation of capital income is, as described above, in principal similar in the flat tax and the Finnish DIT system. If deductible inputs in “business taxation” include all the same expenses and losses as in DIT, the taxable capital income will be the same in each “business activity”. With two exceptions: interest payments are not deductible in the flat tax system and a part of dividends are taxed in the DIT which means that they will be taxed twice
. As a result of the conversion of income concepts both the capital and earned income base are nearly the same as at present.

In the flat tax simulation the same expenses and losses from capital income source are accepted, interest payments are not deductible and all dividends (also those taxed as earned income) are non-taxable in personal taxation. The part of income from self-employment, business partnership and farming which has been taxed as capital income in the present system is taxed as wage income where it is possible to exploit the generous deduction of the flat tax
. The capital income tax rate is matched up with the flat rate. Thus a) the capital income concept becomes equivalent in both systems, b) capital income is taxed separately from wage income, c) the same flat rate is applied and as a result d) the net return of investment received by individual is the same. In DIT it is just called “capital net income” while in the flat tax tax-free “business income”. 

To apply the idea of taxation of compensation benefits to the Finnish benefit system nearly all taxable benefits (sickness benefit, unemployment benefit, disabled benefit etc.) should be classified as wage income. They are all compensations of earnings and based on disability to work – one way or the other. But there are other taxable benefits which are not directly connected to wage income (e.g. child home care support). These benefits are also included in wage income. In this respect the simulation is an approximation of H-R-model. However, the fiscal importance of such benefits is relatively insignificant. So, as regards to the benefits, the simulation has been built with no changes to the present system, their liability to tax or their amounts. Respectively the financing of benefits by contributions as well as deductibility of these contributions are the same. Equally all tax-free benefits remain non-taxable. 

There are two key elements in the flat tax model which affects the structure of the whole system: the size of an allowance and the tax rate. First the size of an allowance of 5 000 euros is decided and then, with the assumptions described above, the tax rate is selected to fulfil a revenue-neutral simulation. The size of an allowance is nearly the same as the after-tax minimum unemployment benefit for the whole year. These benefit receivers will then gain from the reform because they pay no more taxes. If the tax-free income limit is higher receivers of some earning-related benefits would also gain. The assumptions for the simulation are the following:

· the flat tax rate is 29 %

· the allowance of wage income is 5 000 euros/year

· all other deductions and tax credits are abolished

· state and municipal taxes are abolished

· the size and entitlement of all social security benefit is not changed

· deductibility of all social benefit contributions is not changed 

· the sickness contribution rate is lowered to produce unchanged revenue 

· capital income is taxed (as at present) separately from earned income

· capital income is taxed with the same flat rate as wage income

As a consequence of the revenue-neutral simulation the aggregate gross income, income taxes and the disposable income are the same both in the current and in the flat tax schemes. 

4.2 Simulation results 

The effects of the flat tax proposal on wage earner’s tax rate and marginal tax rate are described in figure 1. All taxes include employee’s social security contributions and therefore e.g. the marginal flat tax rate above the allowance is about 34 per cent. The positive part of the reform is that wage earners with very low income will gain some and wage earners with very high income will gain substantially. And nearly all employees face lower marginal tax rate. The negative part is that when the employees whose wage income is less than the average but more than the tax-free allowance pay more taxes. 

The tax and marginal tax rates of employees in Current system (2006) and in Flat Tax system (29 % rate and deduction of 5000 €. 
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Pensioners receiving minimum benefit will lose in the flat tax reform because an allowance is less than their pension - which is tax-free because of pension deductions (annex 1). Only those whose pension income is more than the average (about 1 000 €/month) will pay less taxes. Those receiving another benefit than pension will gain from the reform in all income levels. This means that these two groups pay the costs of the flat tax. Firstly employees with wage level less than the average but more than the tax-free income limit. Secondly pensioners who receive less pension that the average. 

The share of disposable income is less in all deciles except in the two highest ones (table 1) 
. Especially the effect in the highest decile is significant. The Gini coefficient increases by 1,5 percentage points.  The total number of poor will be slightly less because of the lower poverty line. However, the number of pensioners below the poverty line will increase. 

Because of the dramatic change in disposable income in the highest decile a closer look at the distribution in that specific decile is illustrated in table 2. The highest per cent of all persons will clearly gain most. It is worth reminding that capital income hardly changed the disposable income. The effects of the conversion from capital to earned income and visa versa were not significant (at least at the aggregate level) and neither the taxation of capital income (from 28 % in DIT to 29 % in the flat tax). Thus the change is mainly based on lower tax on high wage income. 

Table 1. Income shares, means, Gini coefficients and the number of poor in Current system (2006) and in Flat Tax system (29 % rate and deduction of 5000 €.
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       Flat tax system

     Current system

         Difference

Share, %

Mean

Share, %

Mean

Share

Mean

Deciles             1

3,8

8 266

3,9

8 401

-0,1

-135

2

5,3

11 368

5,4

11 674

-0,1

-306

3

6,2

13 326

6,4

13 756

-0,2

-430

4

7,1

15 379

7,4

15 878

-0,3

-499

5

8,1

17 405

8,3

17 935

-0,2

-530

6

9,1

19 511

9,3

20 000

-0,2

-489

7

10,2

21 922

10,4

22 318

-0,2

-396

8

11,6

24 934

11,7

25 133

-0,1

-199

9

13,8

29 784

13,7

29 504

0,1

280

10

24,9

53 781

23,6

50 886

1,3

2895

Gini coefficient

29,52

27,97

1,55

Poverty line

11 044

11 357

-313

Number of poor 

683 760

694 130

-10 370

Number of poor children

120 270

125 710

-5 440

Number of poor pensioners

259 040

252 110

6 930


Table 2. Income shares in the 10. decile in Current system (2006) and in Flat Tax system (29 % rate and deduction of 5000 €.
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Flat tax system

Current system

Difference

Share, %

Share, %

Share

Percentiles 91

1,56

1,55

0,01

92

1,64

1,60

0,04

93

1,73

1,66

0,07

94

1,77

1,72

0,05

95

1,88

1,83

0,05

96

2,00

1,86

0,14

97

2,17

2,04

0,13

98

2,41

2,25

0,16

99

2,92

2,64

0,28

100

6,82

6,46

0,36

All in the top decile

24,90

23,61

1,29


5 Conclusions 

In countries where the administration of tax collection is ineffective or the tax code is so complicated that it creates significant compliance costs, tax avoidance and tax evasion, the flat tax reform may be a good choice. It may be more effective, increase tax revenues and even be “fair” in the sense that it increases taxes paid by high income earners. The flat tax may also be a good choice for countries where the tax rate is relative low and who have developed the income tax system from scratch, as has happened in the former Easter Bloc countries. 

However, in a country where the tax rate is high and the income distribution relative equal, the flat tax proposal may be hard to implement. It would increase inequality and persons in the highest income brackets would gain most. We can ask: is it desirable to increase the tax burden of wage earners in average and low income brackets. Or to put it in another way, to change the shape of the tax rate curve to be sharper below the average wage level instead of a gentle slope as in the present system. The tax cuts to the very low income earners and on the other hand to the very high income earners must be compensated with the increase of taxation in the income brackets lower than the average. The belief that there are some dynamic effects in the flat tax proposal which would change the picture seems very optimistic.  It is unclear how e.g. the incentives and labour supply would turn into even if marginal tax rates may be lower in most income levels than in the current tax system.

In the Finnish DIT system earned and capital income are taxed separately with different tax bases and tax rates. In the flat tax proposal introduced by Hall and Robushka these incomes are, in personal taxation, divided into wage and business income with different tax bases but the same flat tax rate. In fact the taxation of capital income is quite similar in both systems even if in the DIT capital income is taxed as personal income and in flat tax reform as business income. Two differences arise: dividends are partly double taxed and dividends are partly earned income in the DIT. In practice these differences and the taxation of capital income as a whole are not too significant. The fact that interest payments are not deductible in flat tax proposal is, however, a more troublesome task. 

As expected, people with very low wage income will gain from the flat tax proposal because of the generous tax-free allowance and people with high wage income will gain because the tax rates will go down significantly. On the other hand employees just below the average wage will pay most of the costs. The flat tax reform will make the distribution of after-tax income more concentrated and especially people with the highest wage income will have a remarkable increase in their disposable income. The Gini coefficient will increase by about 1,5 per cent points. 

To understand what the flat tax proposal means in personal taxation one may want to consider what changes should be done to the present tax system in order to achieve similar effects: firstly cut radically the highest marginal tax rates and secondly, make some standard tax deductions more generous. 
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Appendix 1.

Figure 1. The tax and marginal tax rates of pensioners in Current system (2006) and in Flat Tax system (29 % rate and deduction of 5000 €. 
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The tax and marginal tax rates of benefit receivers in Current system (2006) and in Flat Tax system (29 % rate and deduction of 5000 €. 
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� The term is misleading since it is not a lump sum tax but a uniform and proportional tax rate. 


� The first edition of the book was published in 1985, the second in 1995. 


� The flat tax was first implemented in Hong Kong (1947) and in the Channel Islands, Jersey (1940) and Guernsey (1960).


� TUJA is a static simulation model used, maintained and updated both by Government Institute for Economic Research (VATT) and The Ministry of Finance. The sample, Income Distribution Survey (IDS), is based on registers (tax register, benefit registers, census register, student register, accident register etc.) and interviews. The size of the latest data (year 2003) is 29 070 persons and 11 200 households containing about 700 piece of information from each sample person.  


� Actually the threshold means that there is a tax schedule with 2 bands. 


� Hall and Rabushka (1995) talk sometimes about personal and sometimes about family allowance – which however makes a big difference. 


� There is a widespread literature about flat tax and here only the most common arguments are briefly presented. 


� There are some exceptions: it is possible to transfer tax credits between spouses in some cases. 


� Dividends include in the tax base of corporations.


� The reason to treat these as earned income is that the activity is often comparable to paid work and should also be taxed nearly the same way. According to H-R proposal it is possible to pay wage from the “business activity” which means that even if it would be business income , e.g. a self-employed would pay wage to himself.


� Using the modified OECD equivalence scale with poverty line defined as 60 % of the median disposable income (personal weights). 






