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Introduction
WHAT FUTURE FOR TAXATION IN THE EU?

Catherine Mathieu and Henri Sterdyniak
OFCE, Sciences Po

The 11th  EUROFRAME1 Conference on econom ic policy issues in 
the European Union was held in Paris on 6 June 2014. The aim of the 
conference is to provide an econom ic forum for debate on economic 
policy issues relevant in the European context. In June 2014 the 
Conference topic was: “What future  for taxation in the EU?”. The 
programme and conf erence papers are available at the EUROFRAME 
Conference webpage: www.euroframe.org . Six of the papers given at 
the Conference are released in this issue of the Revue de l’OFCE. 

European economies have high taxation levels, which allow 
financing the European Social Model,  characterised by a high level of 
public and social spending. In 2 012, the tax-to-GDP ratio was 39.4% 
for the whole EU, 40.4% for the euro  area, as compared to 39.4% for 
Japan and 24.5% for the US. There ar e however wide disparities within 
the area. The tax-to-GDP ratio is  higher than 45% in Denmark, 
Belgium and France, and ranges between 45% and 40% in Sweden, 
Finland, Italy and Austria. But it is below 35% in Greece, Spain, 
Poland, and Portugal; 30% in Slovakia, Ireland, Romania, and 
Bulgaria. There was no tr end in the tax-to-GDP ratio developments at 
the EU level over the last 20 years. 

Taxation issues are especially important in Europe, and have gener -
ated a huge number of analyses, re ports and debates.  Three elements 
of debate seem crucial to us. The first one lays in the tax reforms 
needed at domestic level. Some advocate a less heavy and a more 
neutral taxation. Others wish to k eep and even strengthen the redis -

1. EUROFRAME is a network of ten independent European  research institutes: WIFO (Austria), 
ETLA (Finland), OFCE (France) , DIW and IFW (Germany), ESRI (Ireland), PROMETEIA (Italy), 
CPB (Netherlands), CASE (Poland), NIESR (United Kingdom).
Revue de l’OFCE, 141 (2015)



Catherine Mathieu and Henri Sterdyniak 6
tributive and incentive role of ta xation. There seems to be some 
consensus on the need to increase  progressively environmental taxa -
tion and to reduce the tax burden on labour (but is this consistent 
with social protection financing?). The second element of debate deals 
with tax harmonisation and tax coordination at the EU level. Some 
wish to combat tax evasion (which leads Member States to deprive 
themselves of tax revenues in order to cut taxes on the wealthiest and 
on large companies; to combat ‘tax  tourism’ (which allows the wealth -
iest and large companies to choose their tax residence in order to 
avoid taxation). On the contrary, others wish to let competition play 
in order to oblige countries to cut their public spending levels. Many 
are in favour of European taxation, to accompany a rise in the EU 
budget, either to combat tax evasio n, or to favour environmental tran -
sition or to reduce the size of finance. Last, a third element of debate 
deals with the role that tax reform s could play in the resorption of 
euro area current imbalances. Some advocate substituting fiscal deval -
uations to monetary devaluat ions, which can no more be 
implemented in a monetary union, but fiscal devaluations should be 
coordinated at the euro  area level. Should economic activity be 
supported by large tax cuts (at the risk of widening public deficits), 
offset by public spendi ng cuts (at the risk of being detrimental to 
output and to the European social model)? Should wealth taxation be 
increased to reduce public debts and deficits?

Structural taxation issues

The paper given by Leon Bettendorf – Study on the impacts of fiscal 
devaluation2 – analyses the consequences of fiscal devaluation, i.e. of 
employers’ social cont ributions cuts offset by rises in VAT. The 
country implementing such a policy  will benefit from competitiveness 
gains, which will be all the more la rge and long-lasting than wages and 
social contributions are not price-indexed. This measure can also be 
analysed as a once for all tax on capital in place. However, as VAT and 
social contributions have more or less the same tax base (value added 
minus investments versus value added minus profits), the total impact 
on output, employment or trade ba lance is small in the medium-term.

2. Not released in this issue. The paper is available as a European Commission taxation papers, 
Working paper No. 36, 2013. 
http://ec.europa.eu/taxation_customs/resources/documents/taxation/gen_info/economic_ 
analysis/tax_papers/taxation_paper_36_en.pdf.
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In Carbon Tax, Pensions and Public Deficits: The hidden cost of the 
compartmentalization of expertise,3 Emmanuel Combet and Jean-
Charles Hourcade argue that analyses on social spending trends linked 
to population ageing and policies to  combat climate change are inter -
twined. The authors advocate to fina nce the rise in pensions spending 
through a rise in environmental ta xation accompanied by employers 
social contributions cuts and higher income tax, so as to generate a 
triple dividend: financing social pr otection, reducing CO2 emissions, 
and rising employment. One may fe ar however that the paper overes -
timates the positive effects of the carbon tax.   

The Financial Transactions Tax

The paper by Stephan Schulmeister – The struggle over the Financial 
Transactions Tax – A politico-economic farce –, shows that financial 
markets speculation induces a strong  volatility detrimental to growth. 
The Financial Transactions Tax (FTT ) would allow to reduce this vola -
tility. The proponents of this tax su cceeded to have it advocated by the 
European Commission in September 2011. But under the counter-
attack of liberal economists and of the financial lobby, the FTT lost a 
substantial part of its content an d its implementation was delayed.

In A step too far? The European financial transactions tax on the repo 
market4, Daniela Gabor also addresses the EU debate on the FTT. The 
author analyses the strong oppositi on of financial and banking lobbies 
to repo-FTT. Transactions in the repo market contributed to the 
expansion of shadow banking whic h increases the fragility, opacity 
and interconnection of the Europe an banking system; taxing repos 
would have reduced the size of shadow banking, but governments 
abandoned this project under the pressure of the banking lobby, 
which put forward the threat of a rise in government borrowing costs.

The paper by Gunthe r Capelle-Blancard: Securities Transaction Tax 
in Europe: First impact assessments5 analyses the impact of the securities 
transaction tax which was introduced in France and Italy. The paper 
shows that this tax reduces somewhat traded volumes, without 
increasing market liquidity or volatility.

3. Not released in this issue. Th e paper can be downloaded from: http://www.euroframe.org/
conferences.html?aid=1#june2014
4. Not released in this issue. Available at: http://www.euroframe.org/conferences.html?aid=1# 
june2014
5. Not released in this issue. Available at: http://www.euroframe.org/conferences.html?aid=1# 
june2014
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The paper by Maria Coelho, Dodging Robin Hood: Responses to France
and Italy’s financial transactions taxes6 shows that market operators 
were able to reduce substantially the weight of these taxes, mainly 
through modifying the frequency and locations of their activities; 
market volatility was not significantly affected. 

Country experiences

The paper by Sarah Godar, Christoph Paetz and Achim Truger, The 
Scope for Progressive Tax Reform in the OECD Countries: A macroeconomic 
perspective with a case study for Germany, shows that tax progressivity 
was clearly reduced in many OECD countries before 2007. The paper 
shows that there is very limited empi rical evidence that high taxation 
rates reduces labour supply from the wealthiest and investment from 
large companies. But the rise in incomes inequality induced by tax 
cuts on high incomes and wealth, so cial benefits cuts, have negative 
impacts on demand and finally lead  to a rise in the government 
deficit, which entails public spen ding cuts. The paper suggests coordi -
nating at the international level ta xes on high incomes and wealth, on 
domestic companies, and domestic policies to increase income redis -
tribution, which would enhance grow th and make it easier to meet 
fiscal targets. 

The paper by Katharina Jenderny, Tax progression and the German 
dual income tax7, provides an analysis of the impact of the introduc -
tion of a dual tax system in Germany in 2009. Capital incomes are no 
more taxed according to the progressive tax schedule, but at a flat 
withholding tax. The reform benefited higher incomes, reduced 
strongly the progressivity of the Ge rman income tax, especially for 
higher-earnings.

The paper by Henri Sterdyniak, The Great tax reform: a French myth, 
analyses the specificities of the Fren ch tax system: relatively low levels 
of income taxation and employers’ so cial contributions; high taxation 
of capital incomes and higher inco mes. The paper analyses, for each 
kind of tax, the reforms which could be introduced and discusses their 
relevance. In particular, the pape r shows that replacing employers’ 
social contributions by VAT is usele ss; it is desirable but difficult to 
raise environmental taxation. It is  often recommended that France 
could be brought in line with the EU average thanks to fiscal devalua -

6. Not released in this issue. Available at: http://www.euroframe.org/ conferences.html?aid=1# 
june2014
7. Not released in this issue. Available at: http://www.ecineq.org/ecineq_bari13/FILESxBari13/
CR2/p216.pdf
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tion, obtained through via strong cuts in employ ers’ contributions and 
corporate taxation, financed by a ri se in CSG; but this should be 
implemented only in a European context. 

The paper by John FitzGerald, Tax policy issues in Ireland8 shows 
that prior to the crisis, tax revenues in Ireland were relying heavily on 
property related activity and corpor ate taxation. Social contributions 
are very low. Since the beginning of the crisis, a third of the fiscal 
effort was done through taxation. A housing property tax was intro -
duced, replacing transactions taxes on property. The author considers 
that raising the corporate tax rate (currently at 12.5%) would be detri -
mental to jobs in Ireland. However, corporate tax rate cuts in Ireland’s 
neighbour countries reduces the ad vantage of Ireland, such that 
Ireland will have to adapt. The marg inal income tax rate, at close to 
50% should be cut and its base widened. 

European taxation issues

In What future for VAT in the EU? Key challenges and strategies for 
reform9, Stephen Smith recalls the drawbacks of the current VAT 
system for intra-EU trad e, in particular the risks of fraud and the prob -
lems which arise with the development of trade in services and e-
commerce. But can the system be im proved? No system combines all 
needed qualities: destination princi ple, freedom for EU  members to set 
their VAT rates, equal treatment for domestic and intra-EU trade. An 
alternative system would be to set a uniform rate in the EU for all trade 
within companies; some fraud possi bilities would be reduced, but it 
sometimes difficult to disentangle in tra-company trade and final sales. 

The paper by Sebastian Kessing, Vilen Lipatov and Malte Zoubek, 
Optimal taxation under regional inequality ,10 assumes that workers from 
poor regions (or countries) may incr ease their productivity in working 
in richer regions (or countries). From  that perspective, redistribution 
between rich and poor regions (countries) through taxation and social 
benefits may restrain migration flows and hence be detrimental to 
total productivity. Accounting for this effect, reduces optimal redistri -
bution at the domestic (or EU) le vel. The objective of European 
construction however remains to be  set: increasing migration flows 

8. Not released in this issue. Available at: http://www.euroframe.org/conferences.html?aid=1# 
june2014
9. Not released in this issue. Available at: http://www.euroframe.org/conferences.html?aid=1# 
june2014
10. Not released in this issue. Available as a CESIFO Working Paper No. 5152.
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from poor to richer countries or ensuring productivity convergence in 
poor countries.  

The paper by Mathias Dolls, Cl emens Fuest, Dirk Neumann and 
Andreas Peichl, An unemployment insurance scheme for the euro area: 
Evidence at the micro level11 proposes an empirical analysis of the 
impact of the introduction of an unemployment insurance scheme at 
the euro area level. Such a scheme will depend on the characteristics of 
the system. As countries with low unemployment rate s would oppose 
a system entailing perman ent transfers, EU benefits would be entitled 
to recently unemployed people only  (i.e. between 3 to 15 months) and 
the gross replacement ratio would be  35% only. During the crisis, the 
system would have entailed transfers from Germany, Austria, and the 
Netherlands to Greece, Ireland, Po rtugal and Spain. But the stabilisa -
tion effect would be limited and wo uld vanish over time. In our view, 
a system of this type cannot be a substitute for a satisfactory fiscal 
coordination in Europe, allowing ea ch country to run a fiscal policy 
relevant in the domestic  macroeconomic context. 

The paper by Marcio de Andreis and Mauro Marè, Why and how the 
EU budget should be reformed?12, makes a proposal for a comprehensive 
reform of the European budget, curr ently too small, rigid and with an 
outdated composition. The paper suggests the European budget 
should be financed by a EU VAT on intermediate consumption. The 
paper suggests to reorient expend iture from agriculture and social 
cohesion to public goods such as defence, border control, external 
affairs and security, R&D. In our view, the paper un derestimates the 
role that the EU budget should play in redistribution between regions 
(and countries)

Labour income taxation

The paper by Michele Catalano and Emilia Pezzolla, The interaction 
between labor tax wedge and structural reforms in Italy, uses a DSGE 
model to analyse the impact of struct ural reforms (lower margin ratios 
for companies and lower wages) and various tax reforms (cuts in 
employers’ contributions, income ta x, IRAP, property taxation), or 
fiscal (cuts in public ex penditure, public investment, social benefits). 
Prices are assumed to balance supply and dema nd for goods. Public 
expenditure has no specific usefulne ss. The most favourable to jobs 

11. Not released in this issue. Available at: http://www.euroframe.org/ conferences.html?aid=1# 
june2014
12. Not released in this issue. Available at: http://www.euroframe.org/ conferences.html?aid=1# 
june2014
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measure in the medium/long-term woul d be cuts in IRAP financed by 
cuts in social benefits, but neithe r the impact on ho useholds’ welfare 
nor on partners’ countries is analys ed. Introducing structural reforms 
would allow for higher public inve stment, which would increase the 
initial positive impact of the reform. 

The paper by Flavia Coda Moscar ola, Ugo Colombino, Francesco 
Figari and Marilena Locatelli, Shifting taxes from labour to property. A 
simulation under market equilibrium,13 suggests to increase the property 
tax in order to increase the tax cr edit on low incomes and make it 
refundable. This reform would re duce income inequalities and 
increase labour supply from th e low-skilled, especially women.

The paper by Etienne Lehmann,  Claudio Lucifora, Simone 
Moriconi and Bruno Van der Linden, Beyond the labour income tax 
wedge: The unemployment-reducing effect of tax progressivity14 shows in 
theory and empirica lly that labour taxation progressivity has in the 
end a positive impact on employment and decreases unemployment. 
Of course, the willingness to work, and productivity may be affected, 
but tax progressivity plays a wage mo deration role and increases total 
labour demand, which is  more sensitive to wa ge costs for low-skilled 
people. 

Corporate taxation

The paper by Manuel Bonucchi, Mo nica Ferrari, Stefania Tomasini 
and Tsvetomira Tsenova, Tax policy, investment decisions and economic 
growth, gives a detailed analysis of labo ur costs and capital costs in 
Italy, accounting for changes in taxation. The paper provides an 
econometric analysis of the impact  of demand and of the relative 
capital/labour cost on investment. The paper advocates active demand 
and public investment policies. Temp orary measures of cuts in capital 
costs have had a strong impact and may be used for their counter-
cyclical role. Last, cutting IRAP would have a more positive impact on 
jobs than corporate tax cuts.

The paper by Hendrik Vrijburg, Do small and medium-sized enter-
prises respond to the corporate tax system?15, provides an econometric 
analysis on individual data of th e impact of corporate taxation on 
Dutch companies. The paper makes a distinction between young and 
mature companies, between fi nancially and non-financially 

13. Not released in this issue. Available as  IZA Discussion Paper No. 8832.
14. Not released in this issue. Available as  CESIFO Working Paper No. 4348. 
15. Not released in this issue. Available at: http://www.euroframe.org/conferences.html?aid=1# 
june2014
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constrained companies. Corporate taxation would have a limited 
impact on investment, but a large impact on financing.

The paper by Arjan Lejour, The foreign investment effects of tax trea-
ties16, shows that international, bilate ral or multilateral treaties on 
dividend transfers or parent-sub sidiaries relationships increase 
strongly foreign direct investment flows and stocks.

Tax reforms

The paper by Gaëlle Garnier, Aleksandra Gburzynska, Endre 
György, Milena Mathé, Doris Prammer, Savino Ruà and Agnieszka 
Skonieczna (European Commission), Recent reforms of tax systems in the 
EU: good and bad news,17 recall the tax reforms recommended by the 
Commission: reducing labour taxati on, not increasing tax rates but 
widening tax bases, abolishing ta x expenditures which are not very 
useful ; improving tax revenues collection (combating fraud and tax 
evasion), reducing the corporate tax bias towards indebtedness, 
increasing housing property taxati on. In all these areas, progresses 
have been made, but they remain limited. We may regret that the 
European Commission does not ment ion the fight against income and 
wealth inequalities, the fight against financial instability and green 
taxation as a main objective.

The paper by Florian Wöhlbier, Caterina Astarita, and Gilles 
Mourre (European Commission), Consolidation on the revenue side and 
growth-friendly tax structures: an indicator based approach,18 sets two 
objectives to tax reform s in Europe: lowering labour taxation (espe -
cially for low-skilled workers and fo r married women); contributing to 
public finance sustainability. The paper assesses which countries tax 
labour more heavily, which countrie s need to raise their tax revenues 
in the medium term, which countries have room for manoeuvre in 
terms of taxation not harmful to growth and jobs: property taxation, 
consumption taxes and environmental taxes. However, the paper does 
not account for macroeconomic consid erations (the depressive impact 
of higher taxes); fairness (no tax on high wealth is considered); the 
effect of shifting taxation from labour to consumption is probably 
overestimated. 

16. Not released in this issue. Available as a CPB Discussion Paper, No. 265.
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The paper by Margit Schratzentaller, Sustainable tax policy, concepts 
and indicators beyond tax ratios, gives a critical view on the current 
trend of international organisati ons, and of the Commision in 
particular, to assess tax reforms from  the only perspective of economic 
growth. Equity and social cohesion considerations, as well as environ -
mental sustainability are as much important and should be taken into 
consideration at the same level. The paper is in favour of broad indica -
tors, accounting for these three aspe cts in an in-depth way. Thus, one 
should be cautious with too simple  indicators, and build relevant indi -
cators. For instance, one should ac count for gender inequalities, for 
the role of public expend iture in reducing inequalities, for the risk that 
environmental taxation weighs more  heavily on the poorer than on 
the rest of the population.
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1. Introduction

The conflict between recognition and interest, explanation and
justification, analytical and normative thinking shapes the work of
economists to a much larger extent than the work of any other
types of intellectuals. The reason is given by Keynes at the end of
his “General Theory”: “... the ideas of economists and political
philosophers, both when they are right and when they are wrong,
are more powerful than is co mmonly understood. Indeed the
world is ruled by little else.” (K eynes, 1936, p. 383). If economic
theories “rule the world” then th e distribution of power, income
and wealth depends on which economic theory becomes a “para-
digm”. This is so because econ omists then derive from this
“Weltanschauung” the “navigation map” for policy.

The thinking of economists is therefore driven by the interac-
tion of three forces/m otives/activities: Analysis and recognition of
“true” relationships (science), justification of interests (ideology),
and elaboration of concepts for “improving the world” (ethics).
Any output of economists’ reasoning is a “mixture” resulting from
the interaction of these three activities. Even though one cannot
exactly quantify the contribution of each of these activities (as
they are closely interlinked), the following rule of thumb helps to
gauge the importance of the ideological component of an
economic theory or proposal: The higher is the degree of abstrac-
tion of their model, and the less its basic assumptions are derived
from empirical research/experienc e, the more plausible is the
suspicion that assumptions as we ll as methods were chosen to
arrive at certain conclusions.

Classical economists, notably Ad am Smith, David Ricardo, and
Karl Marx, were well aware of th e conflicting economic and polit-
ical interests of different classes in society. As a consequence, they
embedded their theories in the context of the interaction of these
interests. Conceiving themselves as members of the society, those
economists took clear positions in favour of certain classes and
against other classes. Their economics was devoted to analysing
the “political economy” and to formulate proposals for its
improvement – the idea of a “val ue-free” economic science would
have seemed absurd to the classics. Related to this understanding is
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their methodological approach: As they try to explain the most
important economic developments like economic growth, speciali-
zation and trade, the distribution of income and wealth, the role of
government in a market economy, etc., they try to base their
assumptions on observations an d to reach general conclusions
carefully in an inductive way (t aking into account the historical
and regional context).

Even though the content of the – genuinely macroeconomic –
theory of Keynes is very differen t from the – market-oriented – clas-
sical theories, Keynes shared the attitude of the classics in many
respects: Also Keynes thought concretely and problem-oriented,
based his reasoning rather on expe rience than on abstract models,
and as a “political philosopher” he put his theory in the context of
the conflict of interests of entr epreneurs, workers and (financial)
rentiers. Last but not least, Keynes elaborated many concrete
proposals for a better organization of the domestic and of the
global economy.

In complete contrast to this attitude, neoclass ical economics,
which has become the predominant school since the late
19th century, assumes that there exist “eternal truths” about the
functioning of a capitalistic market economy. Economics is
conceived as a value-free science, which aims at finding out these
“economic laws” (they are assumed to be valid beyond time and
space). Establishing economics as  a value-free and, hence, non-
ideological science is itself the most important ideological compo-
nent of the neoclassical school  of thought. Such a self-image
enables economists to “sell” thei r conclusions as objective truths
and to repress the simple question: Which groups/classes are
favoured or put at a disadvantage by the neoclassical “truths”.

The denial of the interaction between economic theory and
economic reality calls for a specific methodological approach: One
sets assumptions about the agents (“homo oeconomicus”), ideal
market conditions, perm anent market clearing, etc., all of which
are not supported by the empiri cal evidence. Based on these
assumptions, one constructs high ly abstract models from which
those results are (tauto)logical ly deducted which are already
contained in the assumptions: All markets should be “liberalized”,
governments should refrain from an  active economic policy, irre-
spective whether it regards busi ness cycle fluctuations, social
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security, income distribution or the regulations of the financial
sector, etc. All these prescriptions favour certain groups in society
over others.

I term the first – classical and original Keynesian – approach to
analysing economic relationships “realistic economics” (RE) and
the neoclassical approach “ideal istic economics” (IE). The key
differences between both approaches concerns the way of
thinking:

— “Realistic economics” (RE) addresses concrete economic
problems, collects empirical ob servations and tries to arrive
at general conclusions about the relevant relationships in a
predominantly – yet not exclusively – inductive manner. RE
acknowledges the importance of contradictions in the
economy, which should therefore be incorporated in
economic theory. Policy recommendations are problem-
oriented, pragmatic and, hence,  embedded in the context of
historical time.

— “Idealistic economics” (IE) ai ms at modelling the universe of
economic relationships in an ideal world – free of contradic-
tions. To this end, IE has to make assumptions which
“abstract away” essential properties of human beings and of
their interaction in society like  the role of emotions or of
uncertainty. From the general equilibrium models based on
these assumptions, one dedu cts a “navigation map” for
economic policy – again valid beyond time and space.

The two different approaches to  economics do not only shape
the activities of economists at  the academic level, but also
economic policy. E.g., the New Deal of Roosevelt or the full
employment policy of the 1950s and 1960s are typical examples of
the RE approach, strict rules for monetary and fiscal policies like
the fiscal compact of the EU or deregulation as a general guideline
are typical for the IE approach.

The sequence of prosperity and depressions is interconnected
with the sequence of RE and IE pa radigms. One specific reason for
that lies in the influence of economic paradigms on the incentive
conditions of the overall system. IE paradigms favour deregulation
in general and of financial markets in particular so that striving for
profits shifts gradually from the real to the financial economy. The
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“production” of “fictitious capital” (Karl Marx) in the form of over-
valued assets, in particular the government debt, leads inevitably
into a deep crisis. After a long la sting learning period (the bottom
phase of the “long cycle”), an RE paradigm leads to changes in the
incentive structure and in economic policy: Striving for profits is
again focused on activities in the real economy, leading to
prosperity.

The long cycle since the 1920s is a good example for this inter-
action: The finance-capitalistic framework conditions and the
related stock market boom led to the crash of 1929, the subsequent
recession was transformed into a depression due to the austerity
policy prescribed by the IE paradi gm. The learning from the crisis,
in particular in the form of a new RE theory provided by Keynes,
laid the ground for the real-capitalistic system of the 1950s and
1960s. Since then, the restoration of the neoclassic paradigm,
completed by the most unrealisti c assumptions ever made in the
history of economic thought (rational expectations, financial
market efficiency, real business cycle, etc.), served as the scientific
legitimation of the interest of finance capital in a complete deregu-
lation of asset markets. The related change in the incentive
conditions paved the long way into the current crisis.

At present, the European economy is in a state of depression
(external demand is the only growth component), typical for the
bottom phase of the long cycle: The IE recipes continue to weaken
domestic demand, yet, the elites remain stuck in the neoliberal
paradigm which has been dominati ng longer than ever before. In
such a situation where a new RE para digm is not in sight, single RE
proposals are put forward which could/should change the course
of events (e.g., the Glass-Steagall act of 1933 to restrict – as
Roosevelt put it – “speculation with  other people’s money”). In the
present situation in Europe, the proposal of a general Financial
Transactions Tax (FTT) has become the most important proposal of
this kind.

The struggle over the usefulness of a FTT on the academic level,
in the media and in po litics, between EU member states as well as
within each country, reflects th e fundamental differences between
the “realistic” and “idealistic” approach to economics. As the crisis
deepens, this struggle will extend to other problem fields like unem-
ployment or the public debt. These struggles are part of the process
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of destructing the old paradigm and developing a new one (in part
by trying new ways in practice as done by the New Deal). Such a
process is most typical for the trough phase of the “long cycle”.

In this essay I shall elaborate upon the most important argu-
ments/weapons of the proponents of and the opponents to a FTT.
I’ll try to show that the argument s of the proponents are typical for
RE reasoning, whereas the arguments of opponents are derived
from the “idealistic” economic paradigm. I shall further document
how the arguments against a FTT, derived from extremely abstract
axioms, legitimate the extremely concrete interests of banks and
hedge funds which have been specializing in “finance alchemy”
for so long.

2. “Finance alchemy” and a general transactions tax: 
A personal remark

In 1982, the debt crisis of deve loping countries broke out which
hit Latin America most. The standa rd explanation attributed the
crisis to mismanagement, corruption and political instability in
these countries – but these (“stru ctural”) factors had already been
in effect over the 1970s when Mexico, Brazil and Argentina were
considered the “tiger economies” of that time. Hence, I started to
look for other, more concrete explanations.

First, I looked at the currency st ructure of the foreign debt – it
was almost exclusively held in US-dollars. The global key currency
had appreciated by almost 30% si nce 1980 (mainly due to a policy
change in the US). As a consequence, the dollar debts were drasti-
cally revalued – unsustainable for debtor countries. But why had
they accumulated high dollar debts in the first place? The main
reason was: Between 1971 and 1980, the dollar had lost 50% of its
value, incurring dollar debts seemed rational (the real interest on
an international dollar debt was markedly negative over the 1970s
due to strongly rising world trade prices in dollar terms). And why
had the dollar so strongly depr eciated? First, because the US
government under president Nixon broke away with the gold
convertibility of the dollar in 1971, causing the Bretton Woods
system to collapse (this decision was “scientifically” legitimated by
the monetarists’ call for moving to  a system of “flexible” exchange
rates). Second, currency speculation caused the subsequent dollar
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depreciation to overshoot (as it caused an overshooting apprecia-
tion in the first half of the 1980s).

I arrived at the following (hypothetical) conclusion: From their
respective point of view and interest, each group of actors had
acted rationally, the monetarists, the US government, the
currency traders, the developing (debtor) countries, the lending
countries and intermediating institutions (in particular London
banks “recycling petrodollars”), yet, the interaction of their behav-
iour led into a rather “irrational” event, the debt crisis of 1982 (the
subsequent “lost decade” of Latin America can be conceived as a
“silent catastrophe” – if only 1%  of the population died earlier
than they would have otherwise then roughly 3 million people
were concerned). 

Could it be that striving for pr ofits through financial specula-
tion causes systematically sequences of “bull markets” and “bear
markets” which in turn dampen entrepreneurial activities in the
real economy, in particular through the asset valuation effects of
overshooting? How are “bulls” and “bears” brought about? In
more general terms: Does the “in visible hand” in financial markets
produce systematically disorder instead of order? Through which
channels do asset price fluctuations impact upon the real
economy?

Over the subsequent 30 years, my research program was shaped
by the attempt to find concrete answers to these questions.

I began with an analysis of the DM/dollar exchange rate move-
ments since the early 1970s. As co nventional exchange rate theory
could not explain the persistence of the overshooting process
downward (1971/80) as well as upward (1980/85), I turned to an
inductive/exploratory approach. First, I tried to find out which
types of trading behaviour could – in the aggregate – bring about
the pattern of daily exchange rate movements as a sequence of
(underlying) short-term trends, interrupted – comp aratively rarely
– by non-directional movements, called “whipsaws” in the traders’
jargon (Figure 1 displays dail y movements of the dollar/euro
exchange rate – their “Gestalt” is th e same as in the case of the DM/
dollar rate and – as it turned out later – of all asset prices traded in
financial markets). Second, I star ted with some field research in
trading rooms.
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Already at my first “excursion” to banks in Frankfurt in 1986 I
got to know the importance of trading systems, be it qualitative
(“chartism”) or quantitative (“trend-following” as well as
“contrarian”) systems of technical analysis. Until today, these
systems are omnipresent in trading rooms (traders have to watch so
many screens because trading systems are applied to different data
frequencies). As one trader told me: “You have to take into account
the trading signals of technical models even if you don’t subscribe
to them – too many traders are using them” – unconsciously
alluding to Keynes’ “beauty contest” – Keynes, 1936, p. 156).

During my Frankfurt field resear ch, the chief currency trader of
“Citibank” (then the most active  bank in the foreign exchange
market) proudly showed me the profitable sequence of one of their
trading systems. I was shocked: Technical models use exclusively
the information contained in past prices, if they were profitable
then the forex market would not even be weakly efficient!

All trading systems aim at exploiting the phenomenon of
“trending” of asset prices (“th e trend is your friend”): Trend-
following systems produce a buy (sell) signal in the early stage of an
upward (downward) trend, contra rian systems produce a sell (buy)
signal in the late stage of an upward (downward) trend. The (under-
lying) trends are filtered out by simple statistical transformations of

Figure 1. Trading system for th e daily dollar/euro exchange rate

Source: Federal Reserve System, WIFO.
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the original price series (mostly by calculating moving averages or
first differences). Figure 1 shows the functioning of the simplest
form of a MA-model (it uses only one MA): Buy whenever the price
series (i.e., the dollar/euro exchange rate) crosses the MA-line from
below, and sell, when the opposite occurs. Figure 1 demonstrates
that even such a simple model would have exploited profitably the
downward and upward exchange rate trends (the euro depreciation
– bear market 1999/2002 – as well as  the tremendous euro apprecia-
tion – bull market 2002/2008 – were the result of the accumulation
of several downward and upward trends, respectively).

Figure 2. “Bulls” and “bears” in the US stock market and technical trading signals
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Source: Yahoo Finance.
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On the academic level, the 1980s were the heydays of “idealistic
economics”, it became common sense to believe that under any
circumstances would “the market” stabilize the economy –
provided it is kept free. Confront ing the simple fact of the wide-
spread use of technical model in practice would have meant
confronting an unsolvable dilemma: Either these models are not
profitable, then the assumption of rationality of market agents has
to be dismissed, or they are profitable, then the “freest” markets
would not even be weakly effici ent. As a consequence, academic
research completely  ignored technical trading or declared it as irra-
tional “noise trading”.  

To clarify this issue, I devoted much of my research efforts over
the subsequent 20 years to analysing the profitability and price
effects of technical trading systems in the foreign exchange
markets (DM/dollar, yen/dollar, do llar/euro – Figure 1), the stock
markets (DAX, S&P 500 – Figure 2)  and in the commodity futures
markets (corn, rice, WTI crude oil and wheat – Figures 4 and 5),
using not only daily but also intraday data (Figure 3). I analysed
some thousands models, which were selected ex ante according to
objective criteria (in order to dismiss the suspicion of “model
mining”). The results are qualitatively the same for all markets and
data frequencies (Schulmeister, 2002, 2006, 2008a, 2008b, 2009a,

Figure 4. Trading system for the daily oil futures price
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Source: NYMEX.
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2009b, 2009c, 2012; the main results are summarized in Schul-
meister, 2010):

— The great majority of the models would have produced
profits over the entire sample as well as over sub-periods (not
only ex post but also ex ante, i.e. when selecting the best
performing models of sub-period A and following them over
sub-period B).

— The number of single losses is always greater than the
number of single profits. The overall profitability is exclu-
sively due to the exploitation of  relatively few, yet persistent
price trends (“cut losses short and let profits run”).

— There operates an interaction between the trending of asset
prices and the use of technical models in practice. On the
one hand, many different models are used by individual
traders aiming at a profitable  exploitation of asset price
trends, on the other hand the aggregate behaviour of all
models strengthen and lengthen price trends.

In order to explore the relationship between (very) short-term
trends (“runs”) and (very) long-term trends (“bulls” and “bears”), I
analysed the slope and the dura tion of monotonic price move-
ments in the foreign exchange markets, the stock markets and the

Figure 5. Trading system for the daily rough rice futures price
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commodity futures markets (for th e main results see Schulmeister,
2010; see also figures 1 to 5):

— Over the short run, asset prices fluctuate almost always
around “underlying” trends which can be filtered out
through calculating simple moving averages.

— The phenomenon of “trending” repeats itself across different
time scales, e.g., there occur tr ends based on tick data or 1-
minute-data as well as trends based on daily data.

— During bull (bear) markets up ward (downward) runs last on
average longer than counter- movements, the accumulation
of the runs brings about the long-term trend in a stepwise
manner (the average slopes do not differ significantly during
“bulls” and “bears”).

— There prevails a self-similarity pattern: Several runs based on
minutes or five minutes data add up to one trend based on
hourly data, many hourly trends add up to one trend based
on daily data, several daily trends result in one trend based
on monthly data, etc.

Combining these results with the analysis of technical trading
systems led me to the following hypothesis about trading behav-
iour and asset price dynamics (“Bull-Bear-Hypothesis”):

Figure 6. Commodity futures prices
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Sources: WTI, NYMEX, CBOT.
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— Price runs are usuall y triggered by news, in particular about
market fundamentals. Traders will then have to gauge
within seconds how the majority of other traders might react
to the new information (Keynes’ “beauty contest”).

— In order to reduce the complexity of trading under extreme
time pressure, traders form on ly qualitative expectations in
reaction to news, i.e., expectations about the direction of the
imminent price move (but not to which level the price might
rise or fall). 

— Subsequent to an initial upward (downward) price move-
ment triggered by news foll ows a “cascade” of buy (sell)
signals stemming from trend-following technical trading
systems. As a consequence, this feed-back-mechanism will
often transform the news-induced price change into a trend.

— In many cases the price trends continue after (almost) all
technical models have already opened a position congruent
with the trend. This trend prolongation is mainly due to a
bandwagon effect on behalf of  amateur traders (hence, as a
group, amateurs end up as the losers in this zero-sum game).

— When the trend finally loses momentum, contrarian models
together with news cause the trend to tilt into a counter-
trend.

— Most of the time there prevails either an optimistic or pessi-
mistic “market sentiment”, called “bullishness” or
“bearishness”. These “regimes of  biased expectations” influ-
ence the traders’ behaviour in three ways: First, they react
much stronger to news, which confirm the prevailing senti-
ment than to news, which contradict it. Second, traders put
more money into a position congruent with the prevailing
sentiment, and, thirdly, they  hold these positions longer
than “counter-positions” (trade rs do not follow blindly a
technical model, this is only the case in “automated” trading
like high frequency trading).

— This behaviour causes in the aggregate short-term upward
(downward) trends (runs) to la st longer when the market is
bullish (bearish) than counte r-movements. Over several
months or even years, the accumulation of the short-term
trends results in an over-appr eciation (over-depreciation) of
the respective asset.
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— The more the asset becomes over(under)valued, the greater
becomes the probability of a tilt in the market mood and,
hence, in the direction of the long-term asset price trend.
First, because market participants know from experience that
any bull/bear ma rket comes to an en d (in contrast to a
“rational bubble” in “idealisti c economics”), second, because
there operate long-term “contrar ians” in the market who sell
(buy) in an “overbought” (“oversold”) market (like George
Soros – see his “Alchemy  of Finance”, 1987), third, the effects
of an over(under)valuation on the real economy progres-
sively strengthen co rrective forces (e.g., the deterioration of
the current account and the related decline in economic
growth in the case of an persistently overvalued currency).

— “Overshooting” is not an exce ption due to some “shock” (as
IE assumes) but the most characteristic property of long-term
asset price dynamics. Exchange  rates, stock prices and
commodity prices fluctuate in a sequence of “bulls” and
“bears” around their fundamen tal equilibrium without any
tendency of convergence towards this level (Figures 6 to 8).

The analysis of trading systems and of the dynamics of asset
prices as well as its interpretation (in part based on interviews with
traders) contradict completely the assumptions of “idealistic
economics“, in particular about pe rfect information,  market effi-
ciency and rational expectations.

At the same time, the “Bull-Bear-Hypothesis” (BBH) is to a
much higher extent in line with the empirical evidence then the
“Efficient Market Hypothesis”. In particular, the BBH can explain
the following puzzle: On the one hand, asset trading has become
progressively more shor t-term oriented (“faster“), on the other
hand, also the phenomenon of long-term trends (“bulls” and
“bears”) has become more pronounced. This coincidence can be
explained by the fact that long-t erm trends are the result of the
accumulation of very short-term price runs which are exploited
and strengthened by the use of ever “faster” trading systems.
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The rising importance of progress ively “faster” asset trading was
confirmed by the spectacular rise of transaction volumes. Between
1990 and 2007, the overall volume of financial transactions rose
from 15.5 to 72.4 times world GDP. As short-term speculation is
concentrated on exchange-traded derivatives, trading volumes in
these instruments expanded by far most strong ly (Figure 10).

Figure 7. Dollar exchange rate and oil price dynamics

 1986 = 100                                                                                                                              In dollars

Source: IMF, OECD.

Figure 8. Stock prices

  1995 = 100

Source: Yahoo Finance.
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Based on the results of my rese arch, but also motivated by the
rather precarious fiscal stance of  almost all EU member states, I
started in 2007 to work on a comprehensive concept of a general
financial transactions tax (FTT). In contrast to a Tobin tax which
covers only (spot) cu rrency trading (accountin g for only 14% of all
transactions – Figure 10), the FTT should be levied on all transac-
tions with any type of financial asset. The essential features of the
WIFO proposal were as follows 2):

— The FTT is levied on all transa ctions involving buying/selling
of spot and derivative assets. These instruments are traded
either on organized exchanges or over the counter. 

— The tax base is the value of th e underlying asset, in the case
of derivatives their notional/contract value. 

— The tax rate should be low so that only very “fast” trading
with high leverage ratios will become more costly due to the
FTT (in the original study a rate of 0.05% was used as bench-
mark). 

2. The WIFO concept was not the first one, wh ich would propose a general FTT (Pollin,Baker
and Schaberg, 2003, proposed a “securities transa ction taxes” for the US  markets; Summers and
Summers, 1989, had made “a cautious case” for such taxes). However, the WIFO concept was
the most detailed concept as re gards the reasoning of the usef ulness of a general FTT, the
revenue potential as well as the implementation issues.

Figure 9. Three bulls, three bears and the crisis
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50

100

150

200

250

300

350

400

450

50

100

150

200

250

300

1990 1993 1996 1999 2002 2005 2008

Stock prices S&P 500  
(left scale)

House prices USA 
(left scale)

Comm odity p rices 
(S&P GSCI - right scale)



The struggle over the Financial Transactions Tax: A politico-economic farce 31
This concept ensures the follow ing: The “faster” an asset is
traded and the riskier it is (the higher the leverage ratio is), the
more will the FTT increase transactions costs. At the same time,
holding a financial asset (including hedging) will not be burdened
by the FTT. Hence, a FTT with a uniform rate will specifically
dampen very short-term speculation in derivatives because the
effective tax burden relative to th e cash (margin) requirement rises
with the leverage factor. 

Figure 10. Financial transactions in the global economy
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“High frequency trading” would become unprofitable even at a
tax rate of 0.01%. Other forms of short-term speculation, in
particular in derivatives, woul d be dampened. As a consequence,
asset price runs would occur less frequent and would become less
persistent. Since long-term trends are the result of the accumula-
tion of short-term runs, a FTT would also dampen the “long
swings” of exchange rates, commodity prices and stick prices.

3. The struggle over the introduction of a FTT

The WIFO concept was published in February 2008 in Schul-
meister, Schratzenstaller, and Picek (2008). At that time I did not
expect that a general FTT would become a major topic in European
politics, I only hoped that the proposal might draw (a little) more
attention to asset trading in practice and their destabilizing effects
on the most important prices in th e global economy. As a matter of
fact, it was the shock triggered by the collapse of Lehman Brothers
and the sharp deepening of the crisis in the financial and in the
real economy which drew the attent ion to the instability of asset
markets.

The financial crisis was directly related to the pattern of asset
price dynamics as sketched by the BBH. Between 2003 and 2007,
the simultaneous bull market of  stock prices, commodity prices
and house prices built up the potential for their simultaneous
collapse, causing the US mortgage crisis to develop into a global
economic crisis in 2008/2009 (Figure 9). Even though the impor-
tance of “bulls” and “bears” for the valuation of wealth and its
impact on final demand and the real economy was (and still is) not
fully understood yet, the deepest cr isis since the 1930s caused the
political elites to call for a comp rehensive regulation of financial
markets. In this atmosphere, the concept of a general FTT got more
attention than ever before.

The struggle over the FTT has developed in three phases:

— In the first phase (2009 to 2011) the supporters of the tax
went on the offensive, supported by the “shock effects” of
the financial crisis. This phase ended with the (preliminary)
“victory” in the form of the FTT proposal of the European
Commission (EC) in September 2011.
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— The second phase was shaped by the search for ways how to
implement the FTT within the EU. It ended with the publica-
tion of a modified FTT proposal by the EC in February 2013
as basis for the implementation in 11 Member States joining
an “enhanced cooperation procedure” (EU11).

— The last phase has been marked by a strong and well organ-
ized counter-offensive of big “finance alchemy banks” like
Goldman Sachs or Morgan St anley and the subsequently
deepening conflicts among the EU11 group, in particular
between Germany and France. This phase will end with a
defeat of the FTT supporters. Not even in a group of EU
Member States will a general FTT be implemented in the
foreseeable future.

The struggle over the FTT was mainly carried out in two “battle-
fields”, the intellectual di sputes between economists at
universities, research institutes and international organizations
(IMF, OECD, EC), and the politi cal controversies between NGOs,
political parties, governments an d pressure groups, in particular
the finance industry.

3.1. Fight for public opinion 2009 to 2011: Grassroot movements 
against mainstream economics

Practically all NGOs active in the field of development aid and of
fighting poverty – including the respective organizations of
churches – had for many years called for the Tobin Tax. The same is
true for NGOs engaged in proposin g new ways of organizing the
economy, in particular the network ATTAC. In some countries,
special campaigns in favour of the Tobin Tax had been successfully
organized (e.g., “Stamp-out-Poverty” in the UK). All these NGOs
and currency tax movements switched  from calling for a Tobin Tax
to demanding a general FTT. In the aftermath of the financial crisis,
these civil society organizations strongly intensified their
campaigns for a fundamental change in the financial system and for
the implementation of a FTT as the first and most important step.

Until 2009, there was no strong  Pro-FTT-movement in Germany
(in contrast to France and the UK ). At the same time, Germany is
the biggest economy in the EU and should enlarge its political
power during the euro crisis. It was therefore crucially important
for the offensive of the FTT support ers, that Jörg Alt, a Jesuit,
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founded the campaign “Steuer-gegen-Armut” (“tax against
poverty”) in fall 2009. This campaign expanded very fast,
comprising a broad spectrum of civil society organisations – almost
100 organizations support the campaign, including the most
important catholic, protestant, humanitarian and political NGOs. 

The campaigning for the FTT was so successful that already in
November 2010 61% of the respondents of a “Eurobarometer” poll
supported the introduction of a FTT (European Commission,
2011a).

The political elites did not rema in unimpressed by the success
of the campaigns for the FTT. In particular the leaders of the two
(politically) most important EU Member States, Germany and
France, began to endorse such a tax. President Sarkozy proposed
(unsuccessfully) the introduction of a global FTT to the G20 leaders
in 2011. Chancellor Merkel ha d already in 2010 declared her
support for the tax which she previously had rejected. This change
in her mind was certainly influenced  by the fact that Jörg Alt (as a
priest) was able to carry the FTT campaign into the ranks and files
of the Christian-Democratic Party.

In 2010, the most important counter-attacks against the FTT
were carried out by economists of the IMF and the EC (IMF, 2010;
EC, 2010a and  2010a). Instead of a FTT, they proposed a bank levy
on certain balance sheet position s and/or a “financial activities
tax” (FAT) on (certain components  of) the value added of financial
institutions. Their reasoning was motivated by the purpose to
discredit the FTT. At the same time, this “recognition interest” was
hidden in the usual way of “idealistic economics”: One presup-
poses the empirical validity of a certain theoretical model and
derives then the (desired) conc lusions in a logical manner. By
contrast, the counter-arguments are derived from the empirical
evidence in an inductive manner, typical for “realistic economics”.
In the following, I shortly summarize the main objections against
the FTT and the respective counter-arguments as examples for the
two approaches.

Objection 1: An FTT reduces liquidity and therefore hampers the
price discovery process. 

This reasoning assumes that financial markets are efficient:
Rational traders drive the asset price to its fundamental equilib-
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rium value the level of which is known to everybody. Hence, the
more transactions are ca rried out, the faster is the market equilib-
rium reached after a short deviat ion due to some shock. Hence,
liquidity is per se positive.

In reality, the widespread use of  ever “faster” trading systems,
the related explosion of trading volumes, the “abnormal”
frequency of persistent asset pr ice runs, their accumulation to
long-term trends, the “long swings” of asset prices as sequences of
bull and bear markets, all that is enough circumstantial evidence
for the inefficiency of asset markets. 

Objection 2: It is impossible to distinguish between harmful specu-
lation and beneficial transactions.

This argument is a good exampl e for how a strong interest in
specific conclusions hampers coherent reasoning. According to
mainstream “efficient market theory” the distinction is clear-cut:
Beneficial transactions are based on market fundamentals, transac-
tions based only on the information contained in past prices, are
harmful. One has therefore to distinguish between “good”
liquidity (i. e., fundamentals-based trading) and “bad” liquidity (i.
e., technical trading in a broad sense, including high-frequency
trading).

Objection 3: The FTT does not specific ally increase the costs of
harmful trading.

By construction, a FTT with the notional value as tax base
increases the tax burden the more  the faster transactions are
carried out and the higher their leverage is.

Objection 4: The distortive effects of an FTT will be higher than
those of other kinds of taxes, in particular of a VAT because the FTT
is a turnover tax which burdens transactions between businesses
several times. 

This reasoning suggests that financial transactions between
financial institutions and non-financial corporations can be
perceived as intermediate inputs and outputs. This analogy is
misleading. Buying an asset does not represent an (intermediate)
input and selling an asset does not represent an (intermediate)
output. A more precise analogy to an FTT would be taxes on
gambling where usually any bet/transaction is taxed. 
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Objection 5: An FTT would raise the cost of capital because it has the
same effect as taxes on future dividends. As a consequence, the
present (discounted) value of an asset will decline in reaction to
the introduction of an FTT.

The assumption that an FTT has the same effect as a tax on divi-
dends is misleading because the latter would affect any stock,
whereas the FTT would affect only those stocks which are
(frequently) traded.

Objection 6: Most financial transactions are not driven by (destabi-
lizing) speculation but stem from managing and dist ributing risk.

Before something can be distributed, it has to be produced. The
production of risk and uncertaint y in financial markets has risen
due to the increasing use of (aut omated) trading systems. All these
systems disregard market fundam entals and are therefore “by
construction” destabilizing. 

Objection 7: Derivatives should not be taxed, in particular because
this would increase hedging costs.

If a “Standard Classifi cation of Financial Transactions” (SCFT) is
introduced in connection with the FTT implementation so that
any transaction is assigned a specific code, it would be easy to
exempt from the FTT the hedging of counter-positions in the real
economy. 

In addition, since a hedger is holding a (counter-)position in a
derivative, only two transactions are involved. At a FTT rate of
0.01% (as proposed by the EC for derivatives), the additional
hedging costs would be 0.02%.

Objection 8: Ultimately, the burden of an FTT will largely fall on
consumers.

The tax incidence issue is at leas t clearer in the case of an FTT
than in the case of a bank levy or a financial activities tax. As the
latter two tax certain balance sheet positions or (components of)
the value added, banks could/woul d easily shift the tax burden on
their clients. By contrast, the FTT would levy certain activities irre-
spectively of who carries them out. Banks, which do not engage in
proprietary trading, would pay no FTT at all. Hedge funds, would
shift the tax burden on their (wea lthy) clients. Am ateur speculators
would pay the tax, their (internet) brokers would not (they also
would shift the tax burden on their clients).
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Objection 9: The introduction of an FTT will lead to a considerable
relocation of trading activities to tax-free jurisdictions, in
particular to offshore markets.

This is already the case today. Many funds operate from
offshore places since these jurisd ictions serve as tax havens. Many
of them engage in short-term trading which is largely done on
organized derivatives exchanges. To  the extent that they (have to)
trade on exchanges in FTT countries,  they will have to pay the FTT.

Finally, if an FTT would be im plemented according to the “resi-
dence principle” as (later) prop osed by the European Commission
all financial transactions carried  out in a non-FTT-country (e.g.,
the UK) the orders of which st em from an FTT-country (e.g.,
Germany) would be taxed in the latter country. 

If one weighs up the arguments in favour and against the FTT,
then it seem rather clear that the former are primarily based on the
empirical evidence whereas the latter are derived from that
economic (“idealistic”) paradigm which has been the mainstream
in economics and politics over the past decades. If one assumes
that the “freest” markets, i.e ., the financial markets, cannot
produce systematically wrong price signals – as would be the case if
trending is conceived as the most characteristic property of asset
price dynamics – then one has to reject even a very modest taxa-
tion of financial transactions.

In spite of the rejection of the FTT by mainstream economists,
the European Commissi on changed its positi on towards the tax
fundamentally between August 2010 (when it still rejected such a
tax – see EC, 2010b) and September 2011 (when it proposed the
“Council Directive on a common system of financial transaction
tax” – see EC, 2011b and 2011c). The reasons for this turn were
predominantly poli tical: NGOs continued to campaign intensively
for the FTT, the support of the majority of the EU population
remained strong (see the Euro baromenter commissioned by the
European Parliament and published in June 2011 – EP, 2011), the
European Parliament supported the tax in two resolutions in
March 2010 and in March 2011 (b ased on the Podimata report)
with an overwhelming majority, and last but not least, the govern-
ments of the key EU Member States, Germany and France, called
for the introduction of the FTT.
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3.2. Searching for ways to implement the FTT 2011 to 2013

The main features of the FTT concept of the EC (in the
following abbreviated as ECP) are as  follows (I refer to the modified
version of February 2013 – EC, 2013). 

The tax base is defined very comprehensively. Almost all transac-
tions in financial instruments carried out by financial institutions
(FIs) are subject to the tax except for currency spot transactions, for
transactions of/with the European Central Bank, the European
Stability Mechanism and the European Union itself and for transac-
tions on primary markets (both for shares and bonds).

As regards the country to which the tax revenues accrue, the ECP
adopts the “residence principle” and completes it – in the modified
version of February 2013 – with the “issuance principle”. The resi-
dence principle means that all trans actions of FIs established in one
of the 11 FTT countries (FTTCs) are subject to the tax wherever they
are carried out. If both parties to a transaction are established in a
FTTC the tax revenues go to the respective states, if a FI established
in a FTTC trades with a FI esta blished in a Non-FTTC the revenues
for both sides of the trade go to the respective FTTC.

The issuance principle means that also transactions in financial
instruments, which are issued in a FTTC, are subject to the FTT
even if none of the partie s is established in a FTTC.

For the minimum tax rates the ECP proposes 0.1% as regards
financial instruments other than de rivatives (i.e., spot transactions
of stocks and bonds), and 0.01% as regards derivatives transac-
tions. Each party has to pay the tax at the respective rates, i.e.,
0.1% or 0.01%, respectively.

The second phase in the struggl e over the FTT (September 2011
to February 2013) was characterized by many attempts to find
political ways how to implement the tax in the EU as a whole or at
least in a group of Member States. I summarize only the most
important steps in this process.

At first, the EC and the finance ministers of the “coalition of the
willing” under the leadership of the German finance minister
Schäuble tried to find compromises with the EU Member States
which opposed most strongly the FTT, in particular the UK and
Sweden. The main objective was to get the FTT implemented in the
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EU as a whole. These attempts fail ed as the Britis h finance minister
was not willing to deal with a compromise proposal put forward by
Schäuble at the ECOFIN in Copenhagen in April 2012. 

As a consequence, the “coalition of the willing” aimed at imple-
menting the FTT in their jurisdictions in the form of an “enhanced
cooperation procedure” (ECOFIN in Luxemburg in October 2012).
This intention was approved by th e EC and supported by a resolu-
tion of the European Parliament in December 2012.

In February 2013, the EC published its modified proposal for an
FTT implementation in the 11 EU Member States joining the
“enhanced cooperation procedure”. Finally, it seemed as if the FTT
would soon be implemented, even though only in 11 countries.
But it should come quite differently.

3.3. The successful counter-attack of the financial lobby since 2013 

Even though the modified FTT proposal of the EC did not differ
essentially from the original (the issuance principle should
complement the – still dominant  – residence principle), the
reaction of the financial lobby and its supporters in central banks
and the media to the publication of the modified concept was
completely different from the situ ation in fall 2011. This time,
the economists and managers in the respective institutions had
had enough time to prepare and organize the most powerful
campaign ever. 

The specific targets of the attack were as follows:

— Bomb the public and politicians with as many assertions
about the disastrous effects of a FTT as possible within a
short period of time. What counts is quantity, not quality.

— Pretend that the interests of the national finance industry
are national interests.

— Pretend that the interests of  governments to finance their
debts stay in conflict with the FTT proposal of the EC.

— Pretend that a FTT harms the interest of the (little) private
investor in having his/her money “work”, in particular for
his/her retirement.

— Ignore all arguments of FTT proponents concerning trading
practices, “manic-depressive” asset price fluctuations and
their impact on the real economy.
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— Ignore all arguments of FTT proponents concerning the
systemic risk of transn ational repo financing.

— Declare the willingness of the financial sector to carry its fair
share of the costs of the crisis.

Like in any war the most import ant intermediate target was to
split the front of the enemies, in other words, to play off groups of
actors and their intere sts against each other: National interests
against the interests of “Brussels bureaucrats”, national interests of
EU Member States against each other, government’s interest in
easy debt financing against the interests of the civil society, the
interests of the latter against the interests of the (little) private
investor, etc.

Demonstrating to the majority of the EU population and to the
governments of the key Member States Germany and France that
they were wrong and act against their own interests seemed to be a
mission impossible. Yet, the “total war” of the financial lobby was
successful: In a blanket-bomb ardment on the whole area of
governments, civil society, media and EU-institutions the concept
of a comprehensive FTT (“all institutions, all markets, all instru-
ments”) was destroyed within a few months.

Crucial to the success of thei r attack was the combination of
well-prepared activities and their concentration on the period
immediately after the publication of the EC proposal (March to
June 2013):

— Mobilization of all important banks and financial lobby
organizations to flood the public with a concentrated load of
the already previously discussed objections against a FTT.

— Organizing the (discrete) backing of the counter-offensive by
important central banks.

— Concentration of all forces on a decisive breakthrough on a
new front where governments (of the FTT-supporting coun-
tries) are most vulnerable, the repo front.

The mass mobilization of financial institutions materialized
primarily in press conferences and publications of practically all
big banks (Goldman Sachs, Morg an Stanley, Deutsche Bank, JP
Morgan, Citigroup, etc.) and lo bby organizations (International
Banking Federation, the ICMA Euro pean Repo Coun cil, the Euro-
pean Fund and Asset Management Association, etc.). In all their
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messages, the financial lobby repeated over and over again the
standard arguments against a FTT: The tax would hamper liquidity,
the cascading effects would incr ease the cost of capital, in
particular the costs for financin g government debt, the tax would
reduce the profits of banks and consequently their tax payments,
hedging costs would rise, as a consequence overall financial
stability would be reduced.

These assertions were then used to drive a wedge between
members of the “coalition of the willing”, in particular between
France and Germany: “Indeed, we think the FTT would de facto be
a transfer of French taxes (on, e.g., derivative transactions of the
French banks, which are the market  leaders in Equity Derivatives)
to other jurisdictions.” (Mor gan Stanley, 2013, p. 2).

The intention to play off governments of the “coalition of the
willing” against each other was facilitated by the fact, that France
and Italy introduced their own FTT in 2012 and 2013, respectively.
The French tax is essentially a “stamp duty” on the change of
ownership of French stocks, the sc ope of the Italian tax is wider as
it also covers derivatives. 

Once there were na tional FTTs introduced, the respective
governments did no longer stick to  the FTT proposal of the EC but
wanted the latter to be changed according to their national FTT
concepts. E.g., the French govern ment wanted the residence prin-
ciple to be removed and derivatives to be excluded from the tax as
both measures would hurt the co mpetitiveness of their national
banks (in France, all big banks have specialized in “finance
alchemy” through short-term derivatives trading whereas in
Germany this is mainly the case for Deutsche Bank). At the same
time the Italian government insi sted in leaving out government
bonds from the FTT. 

In an extremely important ma noeuver, the financial lobby
mobilized the central banks, in particular the ECB (even though
Draghi had officially to declare his support of the FTT “in prin-
ciple”): Between March and July 2013, the “consultations”
between the ECB and the financial lobby on the FTT issue intensi-
fied. In May 2013, the then Governor of the Bank of England
stated bluntly about the FTT in  a press conference: “Within
Europe, I can’t find anyone in the central banking community
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who thinks it’s a good idea.” At the same time, the Governor of the
Banque de France and the President of the German Bundesbank
criticized the FTT explicitly in the public (see Corporate Europe
Observatory, 2013).

The attack of the financial lobby would not have been so
successful had it not opened a ne w front, the repo front (with a
repurchasing agreem ent, a bank raises cash by selling a security –
usually a government bond – to the lender, and commits itself to
repurchase the security when the repo expires – in most cases just
after one day). The assertion that the FTT would damage in a disas-
trous way one of the most important markets for collateralized
finance turned out to become th e most effective weapon against
the FTT proposal of the EC. There are several reasons for that:

— Until spring 2013 the questi on, how the repo market might
be affected by the FTT had not attracted much attention.
Hence, the lobby could pretend that the proponents of the
FTT, the European Commission and politicians in general
had just overlooked the damage such a tax would cause to
one of the most important instruments of the European
financial system.

— Politicians who had support ed the FTT proposal became
uncertain as they were in fact not familiar with repos, the
greatest component of the European shadow banking
system.

— At first glance, it does indeed seem inconsistent that unse-
cured credits remain FTT- free whereas collateralized
borrowing is taxed (legally, the lender gets ownership of the
security).

— The most important types of co llateral in repos are govern-
ment bonds. According to th e financial lobby, the FTT
would strongly dampen liquidity in the repo market. As a
consequence, the costs of financing the government debt
would rise. Even though this reasoning just repeated the
(wrong) argument that a high turnover in the secondary
market lowers capita l costs, it hit a very salient issue of
finance ministers.

— In a similar manner it was argued that also pension funds
would see lower returns as cons equence of higher repo costs.
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— Central banks would remain the largest provider of liquidity
once the repo market dries out – and this will make it much
more difficult to withdraw fr om measures of unconventional
monetary policy (a particularly great concern of German
central bankers).

All this reasoning hides the core properties of repo transactions
and of the repo market as the core component of the shadow
banking system:

— Most repo transactions finance short-term trading activities,
in particular proprietary trading of banks. 3 Intraday trading
is financed by so called tri- party repos where purchasing and
repurchasing takes place within hours.

— Repos facilitate leveraged trad ing to the extreme in the sense
that one can purchase an asset (almost) without cash by
borrowing money to buy th e asset and simultaneously
posting the asset as collateral. 

— Short-selling is fo stered by the repo market. One lends
money in the repo market, takes the security one intends to
short as collateral, and then sells the security.

— The extremely high leverage of  repo transactions strengthen
boom-bust-cycles of asset prices and increase systemic risks:
Rising asset prices stimulate repo financing which feeds back
onto the bull market and conversely in the case of a bear
market.

— The possibility to re-use the collateral produce “repo chains”
(e.g., bank A sells a security to  bank B in retu rn for cash, bank
B sells the security to bank C, etc.), increasing systemic risk:
Strong and persistent movement s of securities prices cause
“chain reactions” feeding back on the bull or bear market. 4)

It is no surprise that the increasingly short-term repo transac-
tions developed in tandem with the increasingly short-term
proprietary trading of (certain) banks. This type of trading is
predominantly unrelated to market fundamentals (it is to a large
extent driven by trading systems). 

3. According to survey studies of the Bank of England two thirds of repo turnover concern
overnight deals (Hördahl and King, 2008).
4. For the different channels through which the repo market produces (avoidable) systemic
risk see the excellent paper by Gabor (2014) and the literature quoted there.
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The financial lobby rightly expects (very) short-term repo
financing to become unprofitable due to the implementation of a
FTT. This, however, might not be a disadvantage but an advantage
to the economy as a whole insofa r as these transactions finance
predominantly short-term and de stabilizing asset speculation. 

To put it differently: If banks were focused on financing activi-
ties in the real economy like real  investment, production and trade
of enterprises as well as housing and durables of private house-
holds, there would be no need to shortly raise millions through
overnight repos. It is one objective of a FTT to change the incentive
conditions in favor of real world activities at the expense of the
profitability of “finance alchemy”.

The “production” of systemic risks by short-term repos is
confirmed by their role in the recent financial crisis (e.g., Hördahl
and King, 2008; Gorton and Metrick, 2010; Tuckman, 2010; for a
summary see Gabor, 2014). Before the outbreak of the crisis, banks
and their “special purpose vehicles ” created securities from loans
which often were backed by subp rime mortgages. These securities
were then used as collateral for repos. At the same time also the
main segment of the repo mark et where government securities
serve as collateral, boomed. In this way “securitized banking”
created liquidity which further fuelled the bubbles in the stock
markets, housing markets and in the commodity (futures) markets.

When the confidence in the real value of mortgage backed secu-
rities became weaker and weak er and house prices started to
decline, the confidence crisis spilled over to the repo market as a
whole. The subsequent “run on repo” caused interbank interest
rates to shoot up, the bankruptcy of Lehman Brothers in
September then accelerated the simultaneous fall of stock prices,
house prices and commodity prices dramatically, turning the
liquidity crisis into a solvency crisis of the banking system
(Figure 9). The strong and simult aneous devaluation of the three
types of wealth in turn was a main factor for the spill-over of the
financial crisis to the real economy.

All these aspects were – of course – neglected in the attack of the
financial lobby on the FTT. It focu sed on the rising costs of banks,
governments, pension funds and private investors which would be
caused by the FTT. One needed, however, some kind of “scientific”
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documentation of these assertions . The most influential “study”
became a research report of Go ldman Sachs, in the following
termed “GS study” (Goldman Sachs, 2013).

This study is a perfect exam ple how economists develop
research methods guided by the inte rest in reaching  certain results.
In the case of the GS study this interest consisted in “blowing up”
the costs of the FTT to the maxi mum extent. This interest was so
overwhelming that the GS researchers accepted making absurd
assumptions and calculating meaningless “effective annual tax
rates”. In addition, the researchers changed their own method
whenever convenient for the purpose of their exercise.

The GS study summarizes the main results right at the begin-
ning: “On a 2012 pro-forma basis, the FTT would amount to
  170 bn for the 42 European banks we have analysed. By affected
balance sheet category, the bulk of the impact stems from the
European banks’ REPO books (  118 bn), followed by derivatives
(  32 bn), equities (   11 bn) and government bond books (   4 bn).
By bank, the impact extends across business models – investment,
universal, global and domestic re tail banks. Similarly, by geog-
raphy, it has a reach well beyo nd the EU-11. Indeed, we show
some of the most affected banks would be those in the UK and
Switzerland.

Individually, we show that the most affected banks are the
French and German institutions. The six French and German
banks show a 2012 pro-forma FTT as a percentage of 2015E PBT
(i.e., profits before taxes) ranging from 168% (BNP), up to 362%
(DBK) and finally 423% (Natixis). But even pure-play retail lenders
– the Italian/Spanish domestic banks for example – stand to be
significantly impacted (16%-13 0% of 2015E PBT).” (Goldman
Sachs, 2013, p. 4).

The messages are clear:

— Just for the 42 banks analysed, the overall FTT costs are five
times higher than estimated by the EC for all financial
institutions.

— Also banks outside the EU11 ar e heavily affected by the FTT.

— The two countries pushing stro ngest for the FTT, France and
Germany, would inflict the biggest damage to their own
banks.
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— Also Italian and Spanish banks - which engage much less in
investment banking – would be heavily affected by the FTT.

In a few lines – written in a sober tone – the researchers sent
messages to all types of banks of different countries within and
outside the EU11 calling for standing up against the FTT.

In order to arrive at these “mag ic” figures, the GS researchers
invented a new estimation procedure: “... we attempt to gauge
what the 2012 FTT (theoretically) payable by individual banks
would be, were they asked to apply FTT retroactively, to 2012
balances. This is a theoretical, ‘all  else equal’, exercise. The results,
however, allow us to identify the business areas/product lines
where the FTT impact would be most pronounced...” (Goldman
Sachs, 2013, p. 16).

In other words: When calculating the costs of the FTT, GS
researchers assume that transaction volumes remain unaffected by
the tax – they call this the “pro-forma-effect”. On other occasions,
however, the report of GS Research  stresses the effect that transac-
tion volume will be the more reduced the more frequently an
instrument is turned over. 

The degree of seriousness of this procedure can be illustrated
using the following example. Trading volume in UK financial
markets amounted to 563 times the British GDP in 2010 (even
without repo transactions which are not covered by the BIS data
base).5 On a “pro-forma” base, a ge neral and uniform FTT rate of
0.1% would generate tax revenues of 56.3% of GDP, at a rate of 1%
the British government might even  receive revenues amounting to
5.6 times the British GDP.

The GS researchers justify the “pro-forma” estimation arguing
that “the results allow us to id entify the business areas/product
lines where the FTT impact would be most pronounced...” This is
simply wrong: The structure of ac tivities differ markedly between
European banks (as the report itself stress es). Banks which are
specialized on short-term trading and repo financing (“finance
alchemy banking”) will therefore re duce these activities in reaction

5. Based on data from the World Federation  of Exchange s (WFE) and the BIS overall
transaction volume in 2010 on UK ma rkets is estimated at 1,270,4 tn. $.
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to the FTT implementation to a much greater extent than the more
traditionally operating banks (“boring banking”).

For the same reason, the calculations of the distributions of the
“pro-forma” FTT payments by types of banks and by countries are
flawed. However, the publication of these numbers should
strengthen the resistance of banks against the FTT and should
deepen (potential) conflicts be tween EU governments: “French
banks are the largest contributors, at   61 bn (36%). Germany (this
includes only DBK and CBK) absorbs the second highest hit with
  35 bn, mainly driven by Deutsche Bank (   26 bn)” Goldman
Sachs, 2013, p. 28). 

To serve its “research interest”,  GS researchers introduced the
concept of an “effective annual tax rate”. This means that the esti-
mated annual FTT payments are related to the average repo value.
In this way one can document astronomically high “tax rates” as
these rates becomes the higher th e shorter the financing period of
the REPO is. For tri-party-REPOS which are turned over 3 to 5 times
per day, GS Research arrives at an “effective annual tax rate” of the
FTT of 360% (Goldman Sachs, 2013, exhibit 12 on p. 19).

The problematic of this procedure becomes evident if one
considers the following example: An US household spends every
day on average 100$ on consumption for which it has to pay 5$ in
sales tax. What sense does it make to calculate an “annual effective
sales tax” of 365 times 5% = 1, 825% instead of speaking of a
general sales tax rate of 5%?

Another example for the predominance of the “research
interest” in the reasoning of GS researchers: When discussing the
FTT impact on the profits of European exchanges the researchers
does not stick to their “pro-forma” estimation but applied the
assumption of the EC about the FTT-induced reduction of trading
volumes. In this way, the GS repo rt arrives at the following conclu-
sion: “... we estimate that the average European Exchange & IDB
(i.e., interdealer brokers) unde r our coverage would see pre-tax
profits decline by 22% as a result of the tax. Our analysis suggests
that Deutsche Börse would see the largest impact to earnings, with
a potential 51% reduction in our forecast pre-tax profits for 2014.”
(GS Report, p. 44). Again: st upid Germans harm themselves.
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An exquisite example of manipu lation concerns the impact of
the FTT on retail investors: “Our analysis suggests that much of the
burden of the FTT... would fall on retail investors rather than insti-
tutional investors we estimate th at a typical retail investor from
the Euro area-11 could expect to incur an annual FTT charge of
33 bp, while a similar institutional fund manager would incur
11 bp in tax. On this basis, a 30 year-old retail investor in the Euro-
11 area who invested   1,000 a year until retirement at 65 could
expect to see 14% of the principal investment consumed by the
FTT.” (GS Report, p. 54).

These calculations are biased in  three respects. First, it is
assumed that investors would no t reduce the turnover of their
portfolio due to the FTT. Second, it is – unrealistically – assumed
that the retail portfoli o returns over 35 years 6% p. a. on average.
Both assumptions result in a high sum of cumulative tax payments
(4.875   ). Third, this sum is then related to the cumulative cash
invested (35.000   ) leaving out the interest-compound effect. If
one takes the latter – correctly – into account, the cumulative tax
burdens amounts to only 4.1% of the closing portfolio (this ratio is
documented in exhibit 34 but not mentioned in the main text).

The “dirty” campaign of the financial lobby, designed by
economic researchers as their inte llectual servants was successful:
The tensions between members of the “coalition of the willing”
rose, in particular between Germany and Fran ce, and the EC
proposal is no longer the common base of the “enhanced coopera-
tion procedure.”

In order to make some statemen t on the FTT issue before the
elections to the European Parliame nt, 10 finance ministers of the
EU11 (Slovenia did not sign up) declared on May 6, 2014: “...The
Council Working Group has reviewed the Commission’s proposal
during the past months. It is evident that complex issues have
arisen. As a result, more technical work needs to be conducted. Our
commitment to the introduction of a financial transaction tax
remains strong... We agree on the following key elements: The
work on the introduction of a harmonized financial transaction
tax is to be based on a progressive  implementation of the tax. The
progressive implementation will first focus on the taxation of
shares and some derivatives.”
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In plain language this passage should read: “The campaign of
the financial lobby during past months was too strong. This forced
us to give up the ‘all institutions, all markets, all instruments’
approach proposed by the Euro pean Commission. Instead, we
shall introduce a tax on shares like the British ‘stamp duty’, but
with much lower tax rates. We comm it ourselves to call it ‘finan-
cial transaction tax’”.

To tax only spot transactions in shares in a first step means (no
important derivatives will be in cluded as the French government
does not want to disturb “their” ba nks’ business): Out of all instru-
ments the “FTT” would tax exactly only those which are less used
for short-term speculation and mo re for holding wealth (compared
to derivatives). It won’t be too difficult for pension and investment
funds to carry out a campaign against such a one-sided “FTT”. But
even if such a tax is implemented,  it will soon be suspended since
the revenues will fall short of projections – trading will shift to
stock (index) derivatives and ne w forms of derivative “stock
hybrids”.

As project of the “enhanced cooperation procedure” this type of
“FTT” will probably never be introduced because there won’t be
the minimum of 9 Member States av ailable. It simply does not pay
off for politicians to support such a tax as proponents of a true FTT
conceives such a support as mo ckery of their engagement and
opponents reject any kind of transaction tax.

4. Outlook

The defeat of the FTT proponents  did not come as a surprise. It
just reflects the power of “big finance” which has been growing
over the past 40 years in tandem with the transformation of the
economic system from “real capitalism” in the 1950s and 1960s to
“finance capitalism” afterwards. The key difference between both
types of capitalism concerns at which activities is striving for
profits – the “core energy” of capitalism – focused on.

In real capitalism, the framework/incentive conditions promote
entrepreneurial activities in the real economy because under stable
exchange rates, stable commodity prices and interest rates stabi-
lized at a level far below the rate of economic growth it is hardly
possible to “make money out of money”. Under these conditions,
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banks play an important, yet mode st role by channelling private
savings to investments (“boring banking”).

The “scientific” legitimation of a real-capitalistic system is
provided by theories which stress  the inherent (financial) insta-
bility of capitalism and, hence, the necessity of strict regulations of
the financial sector and of an active economic policy. In more
general terms, in real  capitalism one strives for an integration of
the great contradictions: Between governance through politics and
governance through market forces, between cooperation and
competition, between individual self-interest and social coher-
ence/social self-interest, betw een (real) capital and labour.

The real-capitalistic phase of the 1950s and 1970s was shaped
by the predominance of Keynesianism as the theoretical/ideolog-
ical basis, by stable financial conditions, by building-up the welfare
state, by strong expa nding real investments (the main form of
profit-seeking), and consequently by high economic growth and
full employment. These conditions strengthened over the 1960s
trade unions and social-democratic parties, the institutions of the
welfare state helped to secure th eir power, intellectuals moved to
the left.

All these developments provoked the offensive of a counter-
movement by the late 1960s. Th e core demands of neoliberalism,
i.e., fighting trade unions, weakening the welfare state and liberal-
izing financial markets, were stro ngly supported by “big business”
and scientifically legitimize d by the monetarist theory.

The stepwise realization of the monetarists’ demand for de-
regulation of financial markets transformed the system from a real-
capitalistic to a finance-capitalistic regime over the 1970s.
Unstable exchange rates, commodity prices, interest rates above
the rate of growth, booms and busts in the stock market together
with financial innovations – in pa rticular the emergence of finan-
cial derivatives – progressively fo stered “finance alchemy” at the
expense of entrepreneurial activi ties (figures 1 to 8). These
systemic changes have strongly contributed to the decline of
economic growth from decade to decade, and to the related
increase in unemployment as well as in the public debt. This
process has caused (many) banks and hedge funds to transform
themselves from institutions serving the real economy to special-
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ists in “finance alchemy” (some aspects of this transformation
process is discussed in Boot and Ratnovski, 2012). 

However, economic history shows that this type of profit-
seeking is self-destructing since it produces progressively more
financial assets which are not backed by real values – “fictitious
capital” in the form of overvalued stocks and government bonds.
The simultaneous devaluation of stock wealth, housing wealth and
commodity wealth through the coincidence of three bear markets
deepened the financial crisis un d was the most important systemic
cause of the most severe crisis of the real economy since the 1930s
(Figure 9 – the stock market crash 2000/2003 can be conceived as a
“foreshock”). The Europe an elites could not recognize this cause,
mainly because the neoliberal “W eltanschauung” has been domi-
nating already for more than 30 years – first at the universities,
then in the media and – at least si nce the early 1990s – in politics. 

As a consequence, the European elites resorted to “more of the
same”: “Finance alchemy” was completed by a new game, the spec-
ulation against sovereign states, austerity policy has been
strengthened, labour ma rkets liberalized, real  wages cut. All these
measures only deepened the crisis: Unemployment is higher than
ever before in post-war Europe, the public debt has risen tremen-
dously. Whereas the real economy is depressed, stock prices boom
again, fuelled by a pseudo-Keyne sian monetary policy (conven-
tional Keynesianism cannot work under finance-capitalistic
framework conditions).

The US policy followed a mu ch more pragmatic course:
“Finance alchemy” was somewhat dampened by the Frank-Dodd
act, in particular by the rest rictions on proprietary trading
(“Volcker rule”) and no  strict austerity measures were imposed on
the economy. In the US, “realistic economics” has been to a much
lesser extent marginalized in academia, media and politics as
compared to Europe where – under German leadership – “idealistic
economics” has almost completely obsessed the heads of the elites.

These differences are also reflected by the development of
financial transactions (Figure 11). In 2007, overall trading volume
amounted to 105.5 times GDP in the US and to 101.1 times GDP in
Europe. Until 2013, trading volume fell in the US to 80.2 times
GDP whereas it rose to 118.5 times GDP in Europe (based on data
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from the “Triennial Survey” of th e BIS and the data base of the
“World Federation of Exchanges” – the data do not comprise repos
and CDSs).

To sum up: Since the outbreak of the crisis six years ago the
resistance of the European elites to learning from the crisis and to
reconsidering their neoliberal “Weltanschauung” and the “naviga-
tion map” derived from it, has not been weakened but
strengthened. As a consequence, the long-term divergence between
a booming financial economy and a progressively depressed real
economy has been sharpened since the crisis. In such an environ-
ment, the proposal of a comprehensive FTT had finally to be
rejected. The real surprise is that the idea of a general FTT made it
up to an official proposal of the European Commission.

If elites are unable to learn from a crisis they have to repeat it.
This will happen in the near future, once again triggered by the tilt
of stock prices from a bull market to a bear market. Even if stock
prices fall “only” as strongly as in 2000/2003 or 2008/2009 (they
could fall stronger as the recent boom was also stronger – see
Figures 2 and 8) will the related worldwide devaluation of stock
wealth dampen final demand. It will dampen directly consump-
tion and investment because many households and enterprises are

Figure 11. Financial transact ions in the global economy
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already in a precarious financial situation. The situation will be
aggravated by the fact that governments – certainly in Europa – will
not be willing and able to stabilize the economy through expan-
sionary fiscal policy measures. The situation could worsen further if
the extremely high bond prices fall in tandem with stock prices.

In other words: The next bear markets and the thereby induced
crisis will accelerate the process of self-destruction of finance capi-
talism during the trough phase of the long cycle 6). The depression
will only be overcome if framework conditions are changed in such
a way that entrepreneurial activiti es are much more rewarded that
“finance alchemy”. A general FTT could serve this purpose, but
more radical solutions will probably be necessary.  
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1. Introduction

Rather coincidentally, together with the outbreak of the current
financial and economic crisis a fundamental debate emerged
among economists focusing on two main inter-related issues: First,
to develop alternative concepts to secure and improve economic,
social and environmental sustainability. Second, to replace the
conventional approach to define  and measure the welfare of an
economy and its members via the steady growth of GDP by an
approach taking into account a broad set of economic, social and
ecological aspects and indicators. This recent debate is led under
the catchphrase “Beyond GDP” and ro ots in an initiative started by
European Commission, European Parliament, Club of Rome,
OECD and WWF in 2007 by hosting a high-level conference titled
“Beyond GDP”. The “Report by the Commission on the Measure-
ment of Economic Performance and Social Progress” (the so-called
Stiglitz-Sen-Fitoussi-Report) issued  in 2009 serves as the starting
point for a growing number of co ntributions from the academic as
well as from the political side, the latter both on the national and
the supranational levels, concentrating on alternative concepts for
welfare and well-being for econom ies and societies as well as on
alternative indicators to assess ov erall social, economic and envi-
ronmental progress 1.

Up to now, the “Beyond GDP”– activities following the Stiglitz-
Sen-Fitoussi-Report of 2009 have been focusing on the outcome of
the total of (economic) policies on individual and societal well-
being and welfare as well as on  economic, social and ecological
sustainability. Single policy area s have barely received any atten-
tion. Especially the potential contribution of public sector
activities and interventions to im prove economic, social and envi-
ronmental sustainability has not played a very prominent role in
this recent debate. This is particularly surprising with respect to tax
policy. Given the level of tax ra tios in industrial countries,
reaching about 40 percent of GDP on the EU average, tax policy
can be expected to exert a sign ificant influence on decisions of

1. Also within the EU research project WWWforEurope alternative welfare indicators and
concepts are elaborated, see e.g. Kettner, Köppl  and Stagl (2012) and van den Bergh and Antal
(2014).
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private firms and households on  production and consumption as
well as on labour supply and dema nd and thus on their respective
contributions to the sustainability of the lifestyle of economies and
societies. Moreover, tax policy has a considerable potential to
change the market distribution  of incomes and wealth and is
therefore one important factor in fluencing individual well-being
as well as social cohesion.

At the same time, aspects of sustainability are not systematically
taken into consideration in the current academic and political
debate on the quality of public finances in general and of tax
systems in particular. For the last  few years, OECD, International
Monetary Fund as well as th e European Commission have been
pushing the case for enhancing the growth-friendliness of tax
systems: According to this work , tax systems should primarily
promote economic growth (Arnold et al., 2011; Acosta-Ormaechea
and Yoo, 2012). Ecological and social/equity considerations are
not completely neglected, but appear to have lower priority in the
hierarchical order of aims and objectives guiding the design of tax
systems. Moreover, the (social and environmental) “quality” of
economic growth does not play any role. The concept of green tax
reforms has a wider focus, expl icitly combinin g environmental
and employment goals via the “double dividend hypothesis”:
Revenue-neutral green tax reform s aim at reducing environmental
damage by increasing ecotaxes, th e proceeds of which are used to
cut labor taxes and thus to increase employment. 2

Altogether, currently tax theory and tax policy are addressing
partial aspects of sustainability, but do not adopt an integrated
perspective. On an in ternationally comparable basis, an increasing
number of data and indicators are regularly published by the Euro-
pean Commission and the OECD that can be used to assess
different sustainability dimensions of tax systems and/or individual
tax categories also in a cross-country comparison and over time. In
particular, the European Commission has developed a set of indica-
tors trying to capture the contribution of member states’ tax
systems to the goals of the Europe 2020 strategy. This set of indica-
tors, however, focuses on the growth- and employment-friendliness
of member states’ tax systems, while indicators for their distri-

2. See, e.g., the contributions in Ekins and Speck (eds.) (2011).
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bution and environmental impact are largely neglected. Thus, a
consistent set of indicators convey ing an overall picture of a tax
system’s contribution to sustaina ble development is still missing.

This short paper attempts at establishing a conceptual basis for
the development of such a set of indicators. We firstly formulate
fundamental objectives underl ying a sustainable tax system
(chapter 2). Chapter 3 presents some fundamental deliberations
about the function of indicators and a classification of indicators
which may be useful to assess the sustainability impact of tax
systems. Against this background, chapter 4 critically reviews the
European Commission’s indicator- based approach to evaluate EU
member states’ tax systems within  the European Semester. Chapter
5 concludes by addressing open questions and next research steps.

2. Sustainability challenges fo r tax systems and features of 
a sustainable tax system

The concept of sustainability, which has been developed,
refined and modified since decades based on the so-called
Brundtland report (WCED, 1987), encomp asses three dimensions:3

the economic, the social (or socio- cultural), and the environmental
dimension (Rogall, 2008). Very generally, the economic dimension
encompasses growth, efficiency and stability; the social dimension
includes empowerment, inclusio n and governance; and the envi-
ronmental dimension is concerned about resilience, natural
resources, and pollution (Lozano, 20 08). It is debated in the litera-
ture whether these three dimensions hold equal positions in terms
of relevance, as is assumed by Munasinghe (2007) in his well-
known sustainability triangle, or  whether there is a hierarchical
order, as put forward by Daly (1973) who frames the natural envi-
ronment as the “ultimate means” constituting the foundation of
the triangle, while the economy is  interpreted as  “intermediate
means” to reach equity and human well-being (i.e. the social
dimension) as “ultimate ends”. So me authors, e.g. Hart (2000),
even postulate environmental sust ainability as the precondition
for economic and social sustaina bility: while the environment can

3. For an extensive overview over the most relevant definitions of sustainability and the
related literature see Dimitrova et al. (2013).
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exist without the society and the economy, and the society can
exist without the economy, neithe r society nor economy can exist
without the environment. This paper assumes, however, that the
three sustainability dimensions are equally ranking.

These three sustainability dimens ions break down into several
sustainability challenges for tax systems. From the perspective of
economic sustainability, an important challenge – particularly in
the aftermath of the recent financial and economic crisis – is
restoring sound public finances, i.e. to contribute to long-term
fiscal sustainability. Related is the increasing international
mobility of capital and profits, as well as demographic change (i.e.
ageing of societies). Further challenges for economic sustainability
which are relevant also for tax systems are the ongoing instability
of the financial system, as well as weak (employment) growth and
high unemployment. Environmenta l challenges refer to climate
change, energy transition and th e depletion of natural resources.
Challenges from the view of social (socio-cultural) sustainability
include the increasing inequality and concentration of income and
wealth that can be observed quasi globally (Förster et al., 2014), as
well as the persistent gender ga p prevailing in many countries
worldwide (World Economic Forum, 2014).

From these sustainability challenges, several objectives a
sustainable tax system shou ld pursue ca n be derived.

An economically sustainable tax system should generate suffi-
cient revenues to finance govern ment activities. This includes
curbing tax flight, i.e. legal tax avoidance and illegal tax evasion:
An economically sustainable tax system should take into account
the international framework, in part icular the mobility of (capital)
income and wealth which has incr eased dramatically over the last
few decades. An economically sustainable tax system should
furthermore avoid negative incent ives for economic decisions in
general. In particular , it should minimize employment barriers,
particularly – but not exclus ively – for women and low-wage
earners. It should contribute to stabilizing the financial system,
and it should have a ro le in the internalisation of externalities as
well as with regard to the production or consumption of (de)merit
goods (e.g. health or education). Not least, compliance costs and
costs of tax collection should be kept as low as possible.
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A tax system which aims at co ntributing to environmental
sustainability should discoura ge consumption and production
activities which contribute to climate change and environmental
degradation. Moreover, it should encourage energy transition.

A socially sustainable tax system should reduce the increasingly
unequal market distribution of income and wealth, and it should
aim at contributing to equal opportunity. Related is the objective
to contribute to the reduction of gender gaps. Also from the
perspective of social sustainability tax systems may be used to
further or to curb, respectively, the consumption or production of
(de)merit goods. A socially sustainable tax system should also
minimise tax flight and be as tr ansparent and simple as possible to
ensure acceptability and legitimacy of taxation. 

Altogether, many of the object ives mentioned above contribute
to more than one dimension of sustainability; as – for example –
the internalisation of negative externalities or the containment of
tax flight.

3. The role of indicators

Analogously to GDP, which often serves as the central indicator
to measure economic and societ al success and progress of an
economy, the overall tax ratio (i.e. total tax revenues in relation to
GDP) is often used as the most important indicator to assess a
country’s tax system. As GDP, the overall tax ratio has the advan-
tage that it is easily available, also in an international comparison
and over long periods of time, and easily communicable. Analo-
gously to GDP, however, the overall tax ratio is of rather limited
value to assess a tax system in general and its contribution to
sustainability in particular. The overall tax ratio does not give any
indication on the social and environmental impact of a tax system.
It also does not convey any sp ecific information on potential
economic effects of a tax system, as  these depend on the overall tax
structure and on the concrete design of individual taxes contrib-
uting to overall tax revenues. As  ample empirical evidence shows,
there is no clear-cut relationship between the level of the overall
tax ratio and economic growth. The existing empirical results
allow to conclude safely only that further tax increases will harm
economic growth when the total tax burden has reached a very
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high level already. 4) With respect to fiscal sustainability, the
overall tax ratio can be  seen as a snapshot indicator to gauge – in
comparison to public expenditures – whether the state receives
sufficient funds to fulfil its tasks or whether there is a shortcoming
of tax revenues which needs to be compensated by new govern-
ment deficit. However, to evaluate a tax system’s contribution to
fiscal sustainability in the longer run, additional indicators (e.g.
overall revenue elasticity or  the tax gap) are needed.

3.1. Purpose of indicators to assess the sustainability of tax systems

From what has been said above, it should have become clear
that in the context of efforts to improve the sustainability proper-
ties of tax systems indicators beyond the tax ratio (similarly to
indicators beyond GDP) are required. These are needed for several
purposes. Firstly, they are necessary to assess the overall sustaina-
bility of a given tax system at a given point in time, also in an
international comparison . Secondly, they shou ld help to identify
specific sustainability gaps in a given tax system. Thirdly, indi-
cators are needed to measure prog ress over time on the way to a
sustainable tax system. Fourthly, they should help to capture
incentive effects and the incidence of individual taxes or whole tax
systems which may be relevant fo r all or selected dimensions of
sustainability. Thus they should provide adequate information as
well as guidance for political decision-making aiming at achieving
progress towards sustainable development of countries or regions.
Fifthly, indicators are an important communication instrument
directed not only at policy-makers and stakeholders, but also at the
general public. Overall, a set of indicators would be useful to grasp
the complexity of whole tax systems and to account for the three
sustainability dimensions when trying to assess overall tax
systems. In this respect, a set of indicators is much more useful and
appropriate than the attempt to derive one composite index
aiming at grasping the potential overall sustainability impact of a
tax system.

4. See for recent overviews about the curre nt state of the empirical literature Arnold (2008),
Myles (2009) and European Commission (2010).
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3.2. Types of sustainability indicators for tax systems

In general, indicators used to gauge the sustainability properties
of a tax system should meet the usual requirements guiding the
selection of indicators. In particular, an indicator should be easily
communicable and globally availabl e, also in an internationally
comparable form. An indicator sh ould also permit a clear and
broadly accepted normative interpretation, i.e. there should be
consensus about the desirable development of the indicator. And
finally, an indicator should be valid (i.e. it should really measure
what it is intended to measure) an d reliable (i.e. it should measure
the phenomenon of interest reliably).

In the context of an assessment of a tax system’s contribution to
sustainability, various types of indicators can be distinguished
(Figure 1). 

3.2.1. Aggregate/global indicators versus structural indicators

Aggregate indicators convey a gl obal picture of the overall tax
system. They can be based on real data (taken from tax statistics or
national accounts) or can be the result of estimations. The tax ratio
is the most encompassing aggr egate indicator. The picture it
conveys, however, is limited to the total amount of tax revenues in
relation to GDP. The tax ratio does not give any indication about
the structure of overall tax revenues, i.e. about their sources with
respect to tax bases and tax paye rs, and about the distribution of
overall tax revenues among the ov erall group of tax payers. The
only differentiation possible on th is global level is to distinguish
between the tax ratio including and excluding social security

Figure 1. Sustainability indicators for tax systems

Source: own.
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contributions. This differentiation is important insofar as
financing social security systems via genuine taxes may impact
differently on sustainability compared to social security contribu-
tions levied on labour incomes.  To get a more in-depth and
detailed impression about tax revenue sources and about their
potential impact on the different sustainability dimensions,
however, structural indicators are needed. The same holds true for
a second, important macroeconomic indicator: namely the overall
revenue elasticity of a tax system, which is a first indicator for the
sufficiency of tax revenue to fina nce public expenditures and thus
gives some idea about a tax system’s contribution to fiscal sustaina-
bility in the longer turn, but do es not offer any details about the
contribution of individual taxes.

Naturally, tax gap indicators, which capture the difference
between the amount of tax revenues that should be collected based
on the existing tax provisions and the amount that is actually
collected, have to be determined by estimations. The total tax gap
is the result of legal tax avoidance and illegal tax fraud (criminal
attacks, tax evasion and “hidden ec onomy”); it indicates tax reve-
nues foregone in relation to overall tax revenues actually collected.

3.2.2. Macroeconomic versus microeconomic indicators

Macroeconomic indicato rs relate to macroeconomic tax bases
and are based on macro data (tax data or data from national
accounts). Macroeconomic indicato rs may capture structural char-
acteristics of the overall tax system from a macroeconomic
perspective (most important the composition of overall tax reve-
nues5) or the effective tax burden on macroeconomic tax bases
(e.g. the effective macroecono mic tax burden on labour, on
consumption, on capital and energy as calculated regularly by
Eurostat in its annual publication “Taxation Trends in the Euro-
pean Union”). Microe conomic indicators are directed at the
individual level, at individual subj ects, i.e. towards a “typical” indi-
vidual representative tax payer 6 or an individual representative tax
base,7 and build on micro data. They give an indication about the

5. The most important data sources are Eurostat’s  annual publication “Taxation Trends in the
European Union” and the OECD’s annual publication “Revenue Statistics”.
6. E.g. the marginal and average labour tax rate s regularly calculated for different household
types by the OECD in its annual publication “Taxing Wages“.
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tax burden individual tax payers (e.g. specific household types) or
individual tax bases (e.g. specific investment projects) are carrying.
As due to their different soci o-economic situations men and
women are affected differently by tax policy on the one hand, and
as on the other hand sustainable tax systems should be designed in
a gender-sensitive way, microecono mic indicators should – if they
address tax payers – be gender-differentiated.

3.2.3. Forward-looking versus backward-looking indicators

Backward-looking indicators de pict past developments within
tax systems. They may be based on real data coming from tax statis-
tics, national accounts (macroeconomic indicators) or micro data
sources (tax data, other micro data, e.g. firm data bases), or they
may be the result of model calculations. As already mentioned
above, it is in the nature of some specific tax-related phenomena
– namely those having to do with legal or illegal tax avoidance –
that there are no real data show ing their quantitative dimension.
This calls for the use of estimates (e.g. to quantify tax gaps 8).

Backward-looking indicators comprise indicators depicting the
structural characteristics of the overall tax system from a macroeco-
nomic perspective (e.g. the sh are of labour, property or
environmental taxes in overall tax revenues) as well as indicators
reflecting the effective tax burden on a macroeconomic level (e.g.
the effective macroeconomic tax burden on labour) or on a microe-
conomic level. Forward-looking indicators are based on current or
future tax provisions. They rang e from nominal tax rates (e.g.
corporate tax rates, personal income tax rates) as the simplest indi-
cators to rather complex indicators derived from model
calculations (e.g. effective company tax rates or effective tax rates
on labour incomes for specific household types). Generally, these
forward-looking indicators are directed at the microeconomic level.

Another aspect is important when distinguishing between
forward-looking and backward-looking indicators: Forward-looking
indicators – when capturing the ma rginal tax burden on an indi-

7. E.g. the effective marginal and average corporate tax rates for model investment projects
calculated by ZEW for the European Commission.
8. E.g. the VAT tax gaps presented by the Eu ropean Commission in its regular publication
“Tax Reforms in EU Member States” or the estima tes of corporate tax loss es by profit shifting
undertaken by Zucman (2014).
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vidual level (e.g. effective marginal company tax rates or the
marginal tax wedge on la bour incomes) – are useful to evaluate the
incentive effects of taxation and th us are particularly relevant with
regard to the economic dimension of sustainability, as they influ-
ence economic decisions. Backward-looking indicators capturing
the average tax burden for individu al tax payers are more relevant
to gauge the distributive effects of taxation and thus for the social
sustainability dimension.

3.2.4. Indicators at various hierarchical levels

Finally, indicators may be diff erentiated according to hierar-
chical levels (Kettner et al., 2012). Headline indicators address
high-level policy making and th e general public. Core indicators
serve to evaluate core policy areas and are used for communication
between experts, politicians, an d the wider publ ic. Further in-
depth policy analysis and a thor ough understanding of specific
issues require analytical indicators.

3.2.5. Potential impact of individual tax categories on different 
dimensions of sustainability

To gauge the sustainability properties of tax systems, input indi-
cators are required. These input indicators refer to the design of a
tax system and aim at capturing its (potential) impact on various
dimensions of sustainability. Thus these indicators may serve to
assess the ambition of tax policy makers dedicated to the sustaina-
bility impact of tax systems. In a next step, the outcome in the
various sustainability dimensions should be determined, by
applying quantitative methods to identify systematic relationships
between sustainability – relevant features of a tax system (e.g. share
of environmental taxes) and sustainability – relevant outcomes
(e.g. development of greenhouse gas emissions). This requires the
identification of output indi cators which specify the various
sustainability dimensions.

Table gives a first qualitative indication on the potential impact
different individual tax categories may have with regard to the
three sustainability dimensions according to conventional text-
book wisdom. It is obvious at first sight that the potential impact
we assign to the individual ta x categories may be disputed in
several cases, as neither theoretical nor em pirical relationships
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between individual tax categories and sustainability dimensions
are always clear-cut. Moreover, the direction of the relationship
may be ambiguous: For example, environmental taxes may one the
one hand impact on the level of greenhouse gas emissions; it
might as well be the case, on the other hand, that policy-makers
increase environmental taxes to react to undesirably high levels of
greenhouse gas emissions. Also the individual sustainability
dimensions may include several co ntradictory aspects, which may
preclude clear statements about th e impact of a specific tax cate-
gory on the sustainability dimens ion in question: For example, sin
taxes on alcohol and tobacco co nsumption may positively impact
on individuals’ health and thus on social sustainability, whereas
their regressive distribution effects hamper social sustainability.
These potentially conflicting effects on a specific sustainability
dimension should be disclosed; it is then up to tax policy-makers
to decide which specific effect should be prioritized.

Nonetheless this exercise conveys a first impression that many
tax categories may impact on more than one sustainability dimen-
sion, and that while the impact may be positive regarding one
sustainability dimension, it may be negative regarding the
other(s), suggesting trade-offs and conflicts, respectively. At the
same time, it can be assumed that a number of indicators positively
impact on different sustainability dimensions simultaneously,
which indicates the existence of sy nergies. In any case, the indica-

Table. Qualitative assessment of potential impact of different tax categories 
on different dimensions of sustainability

Economic sustainability Social sustainability
Environmental 
sustainability

Inheritance and gift tax + + 0

Net wealth tax + + 0

Real estate tax + + 0

Capital transfer taxes - + 0

Environmental taxes + - +

Sin taxes (tobacco, alcohol) + ? 0

Value added tax - - 0

Personal income tax - + 0

Social security contributions - - 0

Corporate income tax - + 0

Tax exemptions - ? (-)1)

Source: Own. + positive impact. – negative impact. – 0 neutral. - ? impact unclear/ambiguous. - 1) in case of environ-
mentally harmful tax exemptions.
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tors to be developed need to be based on solid empirical evidence
on the impact of tax structures and individual tax categories on the
various dimensions of sustainability.

4. The European Commission ’s indicator-based approach

Indicator-based approaches to assess (economic) policy in
general seem to have gained in po pularity (again) in the last few
years. This development has probably been inspired, inter alia, by
the already mentioned work on indicators beyond GDP and the
ensuing efforts to evaluate (economic) policy not only with a focus
on its growth implications but based on a much broader view of
overall sustainability. However, as elaborated on ab ove, the evalua-
tion of individual tax categories or specific tax policies often is
more or less explicitly based on selected indicators, but up to now
no encompassing system of indicators exists to evaluate the
(potential) sustainability impact of whole tax systems. 

The most comprehensive indicato r-based approach to assess tax
systems has been presented recent ly by the European Commission.
Two key issues guide the selection of  indicators in this recent work,
namely “… the need and scope for either consolidation on the
revenue side or shifting taxes away from labour.” (Wöhlbier,
Astarita, and Mourre, 2014) More concretely, the European
Commission in the context of the use of tax policy for fiscal consoli-
dation is mainly concerned about two issues: Firstly, about the high
tax burden on labour prevailing in many EU member states, particu-
larly for low-skilled workers an d second earners in couples.
According to recent empirical re search identifying a “tax-and-
growth-hierarchy”, a shift away from direct taxes and especially
from high labour taxes toward s more growth-friendly taxes –
consumption taxes including “sin taxes” on tobacco, alcohol and
polluting activities as well as recu rrent taxes on property including
inheritance taxes – can be expected to increase the overall growth-
friendliness of tax systems in the long run and price competitiveness
in the short run. 9 The European Commission’s second concern is –
departing from the fact that many  countries for several reasons have
not been relying exclusively on spen ding cuts in their fiscal consoli-

9. See Wöhlbier, Astarita and Mourre ( 2014) and the literature cited therein.
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dation efforts to reign in rapidly expanding debt ratios in the
aftermath of the financial and economic crisis – that these tax
increases should be designed as growth-friendly as possible, again
according to the “prescriptions” that can be derived from the above-
mentioned tax-and-growth-hierarchy.

Both these issues focus on growth- (and actually employment-)
friendliness of tax systems, and thus primarily on the economic
dimension of sustainability. If growth-friendly tax categories are
favourable also from the pers pective of environmental and/or
social sustainability, then this a ppears to be welcomed as a positive
side effect. However, there seems to be a clear hierarchy favouring
economic sustainability vis-à-vis environmental and social
sustainability. Accordingly, the indicators used (mostly backward
looking indicators) mainly focus on economic sustainability,
although quite a few of them may also capture the social and the
environmental dimension of sustainability, even if these are not
explicitly mentioned. 

The European Commission’s regu lar assessment of EU member
states’ tax systems, which is one key element of the European
Commission’s monitoring activities through the European
Semester, is characterized by a broader approach. 10 In its most
recent evaluation (European Commission, 2014), the European
Commission widens its focus to include – as the Europe 2020
strategy aiming at smart, inclusive and sustainable growth and
therefore at all three di mensions of sustainabi lity does – also the
social and the environmental dimension of sustainability. The
choice of the indicators used in this screening exercise is guided by
a selection from those headline indicators formulated to opera-
tionalize the Europe 2020 st rategy. Insofar the European
Commission attempts to relate input indicators, which are used to
capture certain sustainability pr operties of member states’ tax
systems, to those Europe 2020 headline indicators the European
Commission expects to be influe nced by those structures and
features of national tax systems captured by the input indicators.
The headline indicators selected by the European Commission to
be related to member states’ tax systems include em ployment rates

10. The so-called European Semester is the yearly cycle of ec onomic policy coordination and
monitoring of member states’ prog ress towards the Europe 2020 targets.
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(total as well as for males and females), covering economic sustai-
nability; and greenhouse gas em issions, coveri ng environmental
sustainability. Instead of the headline indicators used within the
Europe 2020 strategy in the realm of poverty and social exclusion,
i.e. the social dimension of sustainability, namely people at risk of
poverty or social exclusion, seve ral core and analytical indicators
are used as output indicators. Also within the economic and the
environmental sustaina bility dimension the headline Europe 2020
indicators applied in the Europe an Commission’s screening exer-
cise are complemented by additional core and partially analytical
indicators, as for example employ ment rates for specific labour
market groups (secon d earners, low-skilled and young people) or
the consumption of petrol and diesel as propellants.

Altogether, the European Commission pursues, compared to
the bulk of theoretical and empirical literature mostly addressing
specific aspects and subareas of tax systems in a rather narrowly
focused way, a relatively broad approach to assess, based on input
and mainly backward looking indicators, the potential contri-
bution EU member states’ tax systems may make to the three
sustainability dimensions. However, this approach has its
limitations.

These are, first of all, grounded in the break-down of sustainable
growth and development into sele cted headline indicators within
the Europe 2020 strategy that cap ture only partial aspects particu-
larly of the social and the environmental dimension of
sustainability. It seems that this is an especially severe restriction
when trying to comprehensively a ssess the sustainability properties
of tax systems: These – intentionally or not – affect quite a few
sustainability aspects not addressed in the Europe 2020 strategy and
its headline indicators. Just to na me a few examples: Social sustain-
ability does not only include preventing and combating poverty as
well as a “fair” income distributi on. It also comprises the distribu-
tion of wealth, including inheritance; the distribution of resources
among men and women and equal so cial participation of women
and men; equality of opportunity;  intergenerational equity; as well
as health aspects. Environmental sustainability is not only about
green house gas emissions, the use of renewable energy and about
primary energy consumption, but also about resource use in a
broader sense. This neglect of ce rtain sustainability aspects auto-
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matically precludes certain taxes an d tax categories as well as tax
design options from being consider ed in a sustainability check – as
for example inheritance taxes or resource taxes. Related is the
danger that certain sustainability deficits inherent in member
states’ tax systems – which may pe rhaps be even more harmful to
sustainability than those identified  based on the indicators applied
for the European Commission’s screening – remain undetected.

This limited perspective is rest ricted further in the European
Semester process. The starting poin t of the European Semester is the
European Commission’s Annual Growth Survey which puts
forward priorities for the respec tive upcoming European Semester
for various policy fields and thus also for tax policy. Again the main
focus are growth-friendly reforms, and thus the tax priorities for the
2014 European Semester as formulated in the Annual Growth Survey
2014 (European Commission, 2013) are broadening tax bases and
removal of ill-targeted exemptions; shifting the tax burden away
from labour – in particular for the low skilled and young workers –
towards consumption, property and pollution; improving tax
compliance through fighting tax fraud and tax evasion; reviewing
tax schemes which lead to debt biases in taxation.

Secondly, the Europe an Commission’s as sessment of member
states’ tax systems is based not on ly on an incompletely defined
concept and operationalization of sustainability, but also by a set
of indicators which is incomplete insofar as the European Commis-
sion does not necessarily use the “best needed” indicators, but
rather the “best available” indicators. 11 One example is the impact
of tax systems on income distribution, which is measured by the
difference of the Gini coeffici ent for the income distribution
before and after taxes and transfers. When focusing on the redis-
tributive impact of tax systems, th is indicator is too rough, as it
does not allow to identify separately the contribution of the tax
system (which compared to the transfer system in many countries
is rather limited) to the extent of redistribution organized via
public sector activities. 

Thirdly, there is a striking neglect of the recognition of links
and interrelations between the th ree sustainability dimensions.

11. See for this distinction Kettner et al. (2012).
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With the exception of environmen tal taxes and recurrent taxes on
immovable property, which are co nsidered as growth-friendly
alternatives to high labour taxe s to improve the economic sustain-
ability of tax systems, a comprehensive assessment of the impact of
individual tax categories on all three sustainability dimensions is
missing. As a consequence, synergies as well as conflicts which
may arise from the use of certain taxes/tax categories with regard
to the individual sustainabili ty dimensions do not receive
adequate attention.

5. Next steps and open questions

This paper can be seen as a first step towards the development of
a consistent set of indicators to capture the potential sustainability-
related impact of tax systems. Further research should aim at
analysing the usefulness of import ant and often-used existing indi-
cators, some of which are mentio ned as examples in this paper,
taking into account recent empiri cal results on the impact of tax
structures and tax categories, respectively, on the individual dimen-
sions of sustainability. In this respect, it is also a task of future
research to identify the need fo r additional or alternative indica-
tors, respectively, and to formulate these, to overcome potential
gaps between “best available” indi cators, which can be filled with
existing data, and “best needed” ones. Hereby specific attention
needs to be given to links between individual indicators and to
indicators addressing more than  one sustainability dimension.

The deliberations in this paper have been limited to input indi-
cators. Further work on  the sustainability impact of tax systems
should identify also output/outcome indicators: i.e. indicators to
measure the degree of sustainabili ty achieved in a given sustaina-
bility dimension (e.g. CO2 emissions, labour market performance
indicators, or GINI coefficients before and after taxes) which can
be influenced by taxation. Actually, the development of adequate
input indicators should be guid ed substantially by an output/
outcome perspective.

A further interesting exercise wo uld be to assess the overall
sustainability of European tax systems, going beyond the recent
evaluations undertaken by the European Commission discussed
above. Various approaches are conceivable. A given tax system
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may be evaluated with respect to its development over time. In this
case, the evaluation may focus on the development of relevant
sustainability indicators – e.g. the share of environmental taxes in
overall tax revenues – over a cert ain period of time to identify
developments within the countr y analysed. However, it may be
more meaningful to put a specific country within a comparative
context, i.e. to benchmark the country under evaluation against a
group of other countries. This approach is pursued by the Euro-
pean Commission in its indicato r-based approach presented above
(Wöhlbier, Astarita, and Mourre, 2014): The countries involved in
the benchmarking exercise are divided into three groups according
to the concrete value of a given indicator representing a specific
tax policy area, and a country is cons idered to do well (badly) if it is
amongst the “best” (“worst”) third. Alternatively, the countries are
just ranked based on a simple ordinal approach. Obviously, one
question this benchmarking approa ch raises (even if internation-
ally comparable data are available, which in itself will be
problematic for numerous indicators ) is the issue of comparability
of the countries involved. The EU is a very heterogeneous group of
countries, and how serious the potential negative impact of a
country’s position in the group of worst performers with respect to
a specific indicator is will also depend on the general socio-
economic conditions as well as the concrete challenges the
country is facing in the respective  policy area. Related is the ques-
tion whether there are specific  threshold values above/below
which a country’s tax system or specific taxes/tax categories can be
expected to impact po sitively or negatively on overall sustaina-
bility. Or to put it differently: Can/should a tax system’s potential
impact on sustainability be measured in relative or in absolute
terms – and if the latter is the case: How do we arrive at appropriate
threshold values? And if we consider a one size fits all-approach as
inadequate: How do we arrive at country-specific threshold values?

In general, regardless of whethe r we analyse a specific country
for itself or its position within a larger group of countries, there are
numerous open questions and proble ms work on indicators for the
sustainability impact of tax systems is confronted with. First of all,
synthesising a country’s respective  positions with regard to indi-
vidual indicators to arrive at a bigger and consistent picture is a
great challenge, which poses the question of which weight should
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be given to individual indicators. A second, related question is how
to deal with inter-linkages (trade-offs versus synergies) between the
different sustainability  dimensions and or/indicators. For example,
higher environmental taxes may st rengthen a tax system’s sustain-
ability with regard to the envi ronmental dimension, but may at
the same adversely affect social su stainability due to the regressive
distributionary effect of many en vironmental taxes. Third, there is
the question how comprehensive a se t of indicators to capture the
potential sustainability impact of tax systems should be: there is
certainly a trade-off between accura cy and level of detail on the
one hand and manageability and communicability on the other. A
fourth question is whether to use quantitative indicators only, or
whether to complement the quantitative picture by qualitative
indicators, e.g. indicators giving an indication in how far the tax
system is perceived as fair, or about the degree of trust in the tax
system. Fifth, a meaningful interpretation of individual indicators
and their (desirable) development requires relatively clear-cut
empirical evidence about the impact of respective taxes/tax catego-
ries on the various dimensions of sustainability, which is not
always available.

Finally, the analysis of the potential sustainability impact of a
tax system needs to be embedded in a bigger picture. The effective-
ness of specific tax policies – as ca ptured by appropriate indicators –
depends inter alia on other policy instruments and their coordina-
tion with tax policy. And certainly the debate about a tax system’s
potential sustainability impact needs to be embedded into a
broader perspective of the overall contribution of the public sector
(particularly public expenditures) to sustainable development.
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1. Introduction

In most OECD countries, the re distributive effect of the tax
system has been substantially weak ened by deliberate tax policies
over the last decades. However, the trend of increasing inequality
in the distribution of income an d wealth in most developed coun-
tries, has led to calls for correct ive tax increases for the rich and
wealthy. Such calls are often confronted with the claim that there
was a serious trade-off between equity and efficiency: according to
the dominant view, higher taxes on top personal incomes, corpo-
rate income and wealth are detrimental to growth and
employment and/or lead to increased tax avoidance. In fact,
within the field of public econom ics usually a more or less strong
trade-off between (re-)distribution and efficiency is assumed. 

First, this paper argues that even the dominating theoretical
framework offers substantial leeway  for redistributive taxation. In
the light of the standard – and abov e all the recent – literature the
arguments against raising marginal personal or corporate income
tax rates because of allegedly negative effects on work intensity,
career decisions, tax avoidance and other behavi oural responses
are not convincing neither from a theoretical nor from an empir-
ical point of view.

Second, it will be demonstrated that a macroeconomic perspec-
tive may even systematically ch ange the picture and make the
whole trade-off disappear. Redistribution may be conducive to
output and employment both in th e short and in the long run. In
addition, if (part of) the genera ted revenue is used to increase
public expenditure recent empirical estimates suggest that the
balanced budget multiplier may be substantially positive leading
to strongly positive growth and employment effects. These results
are highly relevant, because they suggest, that a change towards a
policy of redistribution may well  be the prerequisite for compli-
ance with the constitutional debt brakes that are called for by the
fiscal compact if an increase of the international macroeconomic
imbalances that have come to be seen by many observers as a root
cause of the global financial an d economic crisis 2008/2009 and
also the euro crisis is to be avoided. 
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Third, in a brief case study a pplying some of the results to
Germany it will be argued that the regressive German tax reforms
and the concomitant revenue losses in the early 2000s may be seen
as a major reason for the Germ an stagnation until 2005. The
impressive recovery of the Ge rman economy was only possible
because the expenditure side consolidation strategy was given up.
For the future, using the revenues  generated by progressive tax
reforms may be used to finance ma jor investment projects thereby
boosting domestic demand and contributing to the necessary
rebalancing within the Euro area. This insight is of particular
importance in the current situation in which both France and Italy
seem to be trying to copy the opposite strategy of cutting taxes and
expenditures simultaneously – although it failed spectacularly in
the German example. 

We start with an overview of the regressive taxation trends
since the 1980s in section 2, and show that despite some progres-
sive changes in current trends and policy proposals there are no
signs of a comprehensive trend reversal. In section 3 we turn to the
scrutiny of the standard wisdom  regarding the negative economic
effects of progressive tax reforms.  After having en riched the anal-
ysis by the macroeconomic perspect ive in section 4 we turn to a
brief case study trying to apply some of the findings to the German
economy in section 5. In section 6 we draw some conclusions for
future tax policy on the national and international level.

2. Taxation trends since the 1980s: Traditional standards 
of tax justice under pressure 2

Matters of income distribution  and redistributive taxation
require normative standards of equi ty or tax justice. Although the
traditional distributional goals of taxation were never uncontested,
there used to be a widespread consensus as to employing the
“ability to pay” principle in th e determination of the tax burden.
The criterion of horizontal equity implies that tax payers with the
same ability to pay should be treated equally by the tax system.
The ability to pay can be measured  in terms of income, wealth, and
expenditure. According to the Haig-Simons definition “income is

2. For a more extensive overview see Godar and Truger (2015a).
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the money value of the net increase in an individual’s power to
consume during a period” (Rosen an d Gayer, 2008, p. 382), i.e. also
savings and capital income are included in the determination of
the ability to pay, as they represent an increase in potential
consumption. Although difficul t to apply in practice in a
completely consistent manner (Boadway, 2004, p. 3), this was
interpreted to call for the compre hensive income approach to taxa-
tion excluding systematic tax privileges for specific sources of
income. According to the sacrifice approach used to operationalize
the dimension of vertical equity (Prest, 1960, pp. 115) a tax system
should impose the same sacrifice on the taxpayers whose indi-
vidual utility is reduced by the tax. Due to the diversity of possible
sacrifice approaches no overall conclusion can be drawn for the
desirability of progressivity, so th at an additional value judgement
is required (Prest, 1960, p. 117). However, in the past it was widely
accepted that some – and indeed a high – degree of progressivity
was socially desirable in rich industrialised countries.

However, since the 1980s, the dist ributive goal of fiscal policy
was increasingly seen as an obstacle to efficient tax design rather
than a goal by itself. Indeed, according to the OECD (2011,
pp. 267) since the mid-1980s market incomes have become more
unequal in most OECD countries (Table 1). Additionally, on
average redistribution by the stat e has become less effective since
the mid-1990s. The redistributive impact of the tax and transfer
system can be estimated by co mparing the development of Gini
values for market incomes (Gm) and the Gini valu e for disposable
income (Gd). As can be seen in column 7 “between the mid-1980s
and the mid-1990s, redistributi on systems compensated nearly
three quarters of the increase  in market-income inequality”
(OECD, 2011, p. 268). Even though the rise in market-income
inequality was less pronounced in the following decade (columns
1 and 2), the redistribution “became less effective at offsetting
growing inequalities” (Ibid.). Consequently, taxes and transfers
compensated only 53 percent of the total increase of inequality
between the mid-1980s and the mid-2000s.
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It is impossible to trace exactly to what extent the changes in
the tax systems are responsible for the fall in redistribution for all
OECD countries in a consistent manner. However, the general
taxation trends as reflected in some important indicators can be
used to establish a plausible connection: Strongly falling trends in
the top marginal income tax rate, in the corporate income tax rate,
as well as an increasing trend of dualisation of the income tax, i.e.
increasing privileges for capital income and a lower tax burden on
wealth, demonstrate that the traditional standards of tax justice
have come under severe pressure in recent decades Godar et al.
(2014, pp. 96).

In the face of rising inequality and strong budgetary pressures,
in many OECD countries since th e Great Recession there have been
some signs that the downward trend in redistributive taxation may
have come to a halt, recently. 3 At the same time, a number of inter-
national institutions have commented in a roughly progressive
way on how to respond to the need for fiscal consolidation in
terms of socially acceptable tax reforms. Whereas those recent
developments are steps in the direction of increased tax justice,
some steps in the other direction must also be noticed: since 2009
many European governments have raised their value added tax and
excise tax rates in order to generate additional revenues (EC, 2013a,

Table 1. Redistribution: general country trend

Inequality before and after taxes and transfers 1

  Market income
Disposable 

income
Redistribution

  Gm
Change,

% of base-
period

Gd Gm-Gd
% of 
Gm

[4]/[1] 

Change, 
% of base-
period Gm

[6]/[2]

  [1] [2] [3] [4] [5] [6] [7]

12-country 
average2

mid-1980s 36.2  26.7 9.5 26.4   

mid-1990s 39.2 8.2 27.4 11.7 29.9 6 73

mid-2000s 39.8 9.8 28.3 11.4 28.7 5 53

�s. Households headed by a working-age individual (15-64, except in Sweden where 25 was chosen as the cut-off age
in order to minimise the impact of a change in the definition of a household that occurred in the mid-1990s). Gini
values (G) are shown in percent. All measures are based on equivalised household income using the square-root equi-
valence scale. Standard LIS practice was followed for top- and bottom-coding (see www.lisproject.org).
2. Countries with full tax and benefit information for mid-1980s, mid-1990s and mid-2000s: Australia, Canada, Den-
mark, Finland, West Germany, Israel, Netherlands, Norway, Sweden, Switzerland, United Kingdom, United States.
Source : OECD (2011, p. 268).

3. For a more extensive overview see Godar and Truger (2015a).
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p. 31; IMF, 2013, p. 26). As pointed out by the European Commis-
sion (EC, 2013a., p. 30), the re venue increasing measures since
2009 have heavily focused on usually  regressive consumption taxes
– a clear move away from tax justice and redistribution. 

Within the last few years many important international institu-
tions have presented proposals on how to respond to the need for
fiscal consolidation in terms of socially acceptable tax reforms.
While it seems to be a widely-held view that combating tax
evasion, limiting tax avoidance and the introduction of a financial
transaction tax should enjoy high priority, opinions differ much
more when it comes to the need for truly progressive tax reforms.
The trade unions, ILO, UNCTAD and some NGOs more or less call
for such reforms whereas the do minant mainstream institutions
European Commission, IMF, and OE CD are very reluctant if not
openly opposed to such reforms. 4

Based on de Mooij and Keen (2013) and IMF (2010a, 2010b), the
IMF (2013, p. 25) states its understanding of the conventional
wisdom regarding revenue side consolidation in the sense of broad-
ening the tax base of the value adde d tax as well as the personal and
corporate income tax, increasing  recurrent taxes on residential
property as well as increasing environmental taxation. Obviously,
the focus is primarily on raising additional revenues without
affecting low-income households too much, a view exactly shared
by the OECD (2012c). Although some of the proposed measures
may be able to reduce the disparity in the income distribution or at
least show a concern for negative distributional side effects; it is
striking that more fund amental reforms, i.e. a direct reversal of the
downward trend in tax rates is not called for: increasing the tax
rates of personal and corporate taxa tion as well higher general taxa-
tion of wealth are not on the agenda, although the former is
discussed extensively and not ruled out per se by the IMF (2013, pp.
33). The major reason for not pr oposing such a more fundamental
change consists in the perceived trade-off between equity and effi-
ciency: as the OECD (2012d, p. 39) puts it: “Simply raising marginal
personal income tax rates on high earners will not necessarily bring
in much additional revenue, beca use of effects on work intensity,
career decisions, tax avoidance and other behavioural responses.”

4. For a more extensive overview see Godar and Truger (2015b).
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3. Standard arguments against progressive taxation 
under scrutiny 5

As the above statement suggests the standard arguments
against progressive taxation rely on negative incentive effects on
private households’ and firms’ deci sions and on an increase in tax
avoidance. There can be no denying that those effects may poten-
tially pose a serious threat to a comprehensive move towards more
progressive taxation. However, on  the basis of standard main-
stream textbook knowledge (e.g. Rosen and Gayer, 2008; Salanié,
2011) and literature, it can be argued that these effects need
not necessarily be large so that the equity efficiency trade-off
alluded to may actually be rather small. In addition, government
spending financed with the additional revenue may offset or even
overcompensate for the negative effects of taxation on output
and employment. 

Analysing first the private household sector, the most important
negative incentive effects discusse d refer to labour supply, savings
and – more recently – tax avoida nce. The typical argument raised
against progressive income taxation  is that taxes reduce the hourly
compensation for work and thus  lower the opportunity cost of
leisure. Theoretically however, the overall effect on labour supply is
indeterminate: it can decrease because leisure time becomes rela-
tively more attractive (substitution effect) or it can increase because
for the same amount of hours wo rked the overall income will be
lower and the economic agent may wa nt to compensate for this loss
(income effect) (Salanié, 2011, pp. 18). Since high-income earners
are often assumed to be high-pro ductivity workers, Salanié argues
that discouraging their labour supply may cause a greater welfare
loss than discouraging the labour supply by the low-productivity
worker (ibid., pp. 88). However, th e idea that top executives really
face the type of decision may be unrealistic. As Corneo (2005, p. 17)
puts it: the substitution effect is only relevant as long as a person’s
working potential is not exhauste d. In general the preoccupation
with labour supply seems exaggerated. 

Therefore, it hardly comes as a surprise that em pirically, the
labour supply seems to be rather inelastic with respect to wages.

5. For a more extensive overview and discussion see Godar and Truger (2015c).
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In a meta-study Evers et al. (2008) review empiri cal estimates of the
uncompensated wage elasticity of labour supply. The mean of the
empirical distribution of estimated elasticities for the labour
supply of men is 0.07 and the median is 0.08. The respective values
for women are 0.43 and 0.27 or 0.34 and 0.26 excluding outliers
(pp. 32). This would im ply that on average, a percentage change in
the net hourly wage rate, ceteris paribus, leads to a 0.07 percentage
change in hours worked by men and 0.43 (0.34) by women. The
evidence that female labour supply is more sensitive to the wage
can partially be explained by the fact that on average women still
“undertake a much higher load of unpaid work than men” (OECD,
2012e, p. 73). According to the OECD, in countries with high
child-care cost women are much more likely to work part-time
(ibid., p. 84). In addition, Alvaredo et al. (2013, p. 9) suggest that
the model of pay determination us ed in much of the optimal tax
literature may be oversimplified. They consider the possibility that
top income earners’ growing barg aining power may help them to
increase their compensation at the expense of other income
groups. From this pers pective lower top margin al tax rates provide
an incentive to increase bargaini ng efforts which have nothing to
do with productivity enhancing wo rk efforts. Higher top incomes
may thus be the result of redistribution in between income groups
rather than of additional economic activity. Including the effect of
top marginal tax rates on bargaini ng efforts may allow for a higher
marginal tax rate as discouraging bargaining efforts can have posi-
tive effects on economic  efficiency. This is th e case if due to their
bargaining power, top income earners manage to raise their remu-
neration above marginal product ivity and at the expense of the
remaining incomes. As Kleven et al. (2010), and Young and Varner
(2011), point out, despite individual examples of migrating
millionaires, it is also improbable that rich households will try to
avoid taxation by changing their country of residence. 

Although it is often argued that taxes on capital income
discourage savings and therefore investment and growth,
economic theory does not provid e clear results supporting this
view. This is not astonishing since even in a simple life-cycle
model of consumption the income effect can outweigh the nega-
tive substitution effect of taxation on saving (Salanié, 2011,
p. 289). Banks and Diamond (2010)  review different versions of
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models, commonly applied in optimal tax theory, which predict
that the optimal tax rate on capita l income is zero. They find that
“at present, the literature has only little to say about how to
combine the two sources of income to  determine taxes” (ibid, p. 6). 

Instead of actually changing behaviour in real terms, another
way of responding to high taxes, especially for wealthy households,
is to avoid the tax for example by formally becoming a resident of a
tax haven or by opening a bank a ccount in a tax haven sheltered by
intricate legal structures to concea l its true ownership. Apparently,
tax planning and tax evasion might represent a certain threat to the
governments’ ability to  effectively redistrib ute income and wealth.
However, Piketty et al. (2011) estimate an average long-run elas-
ticity of top incomes with respect to  the net-of-tax rate of about 0.3-
0.4. In order to compute the optimal top marginal tax rate they
develop a model integrating three different components of this
overall elasticity: a supply side effect (real behavioural adjust-
ments), a tax avoidance effect, and a compensation bargaining
effect. For the U.S. Piketty et al. (2011) estimate that the top
marginal tax rate is well belo w its revenue maximising point,
suggesting potential for much higher tax rates. With a similar
approach, the IMF (2013, pp. 34-37)  calculates a range of revenue-
maximising top personal  income tax rates for 16 OECD countries.
In 12 countries the actual top rate is below or in the lower half of
that range indicating substantial leeway for increased tax rates. 

The tax that according to standard  mainstream reasoning is seen
as the most detrimental to econ omic growth is the Corporate
Income Tax (CIT). “Corporate income taxes are the most harmful
for growth as they discourage the activities of firms that are most
important for growth: investment  in capital and productivity
improvements” (OECD, 2010, p. 20). Furthermore high corporate
tax rates are supposed to induce firms to move their production
abroad and thus decrease domestic employment. The theoretical
mechanism behind these effects runs through the effect of the CIT
on the cost of capital: “As a broad rule of thumb, a lower cost of
capital encourages investment, while a high cost of capital discour-
ages it” Vermeend et al. (2008, p. 150). The basic neo-classical
argument is that “firms accumulate capital as long as the return to
investment exceeds the cost of finance and depreciation. Due to
decreasing returns to scale, ther e is a marginal project that just
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breaks even, i.e. which earns a return that precisely matches the
costs (pre-tax rate of return on the marginal investment project is
defined as the cost of capital )” (de Mooij and Ederveen, 2008,
p. 684). As it turns out, however, this standard approach relies on
some very narrow theo retical assumptions. The fact that firms
invest as long as the return to investment is higher than the cost of
capital does not offer any answer to the question of how much
higher  the return on investment must  be. The neoclassical break-
even point is only reached under perfect competition and it implies
that firms do not realise profit s on their marginal investment
project. However, with imperf ectly competitive markets firms
realise more than zero profit on the marginal investment project so
that, as long as the corporate ta x does not completely deplete this
economic profit there will sti ll be an incentive to invest. 

Furthermore, as Musgrave and Mu sgrave (1989, p. 306) point
out, the effects of corporate taxes on investment depend on the
specification of the investment function, i.e. on the underlying
theory of investment. Although investment may, ceteris paribus,
depend inversely on the interest rate and therefore on taxation
through its effect on the cost of capital, relaxing the ceteris paribus
assumption a multitude of other variables, including past sales, the
business climate or unit labour cost, also play a role and on their
part may positive ly be affected by sound public finances. There-
fore, for example the potentially po sitive long-run effects of public
funding of R&D expenditures and human capital accumulation
should be considered; as well as  potential positi ve agglomeration
effects that may compensate for the negative effects of taxation
Brühlhart et al. (2012). 

Empirical evidence suggests that investment behaviour is
affected by corporate taxation but it is hard to get reliable estimates
of the magnitude and thus the relevance of this effect. There is not
much empirical evidence of tax e ffects on aggregate real invest-
ment. Evidence from micro-level s tudies hints at ne gative effects of
taxes on investment ra nging from rather inelastic (-0.25) to more
elastic (-1) responses of investment but it is difficult to transfer
these results to aggregate invest ment on the macroeconomic level
(Hanlon and Heitzman, 2010, p. 148). A meta-study, by de Mooij
and Ederveen (2008), on the impact of taxation on foreign direct
investment shows varying effects: on average “a 1-percentage point
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increase in a tax measure in a certain location reduces foreign
capital by 3.3 per cent” (p. 689). However, the standard deviation of
4.4 is high and foreign direct inve stment cannot be used as a proxy
for aggregate real investment as it also includes portfolio invest-
ment. Two recent studies trying to assess investment effects of
corporate tax cuts in Germany (R einhard and Li, 2011), and the UK
(Maffini, 2013), come to the sobering result that there is no
convincing evidence that the goal  of encouraging investment was
reached. Reinhard and Li (2011, p. 735) even conclude that “market
opportunities and competitive pre ssures appear to be more impor-
tant for investment decisions th an domestic tax changes”. In a
different strand of the literature on the effects of the tax mix on
long term growth the CIT is us ually estimated to have the most
negative effect (IMF, 2013, p. 30). However, the IMF (2013, p. 30)
stresses citing Xing (2012) that th ese results are not robust and that
Acosta-Ormaechea and Yoo (2012) find  almost no negative effect of
a tax mix relying more on the CIT.

Besides the real behavioural reactions to taxation discussed in
the literature, a much debated issue today are firms’ avoidance
strategies which aim at manipulating the tax base without actually
changing the level of economic act ivity in a country. According to
the OECD (2013b) multiple opport unities exist for corporations to
shift income among entities and thereby to countries where lower
tax rates or special exemptions are applied. Examples for such
opportunities are using licences for brands, patents, or other finan-
cial services provided by a foreign subsidiary in a low tax
jurisdiction as well as the mani pulation of transfer pricing.
Although there are no reliable numbers about how much profit
shifting actually occurs (Ibid., p. 15), the existence of profit-shifting
activities is “largely unquesti oned” (Heckemeyer and Overesch,
2013, p. 1). Heckemeyer and Overes ch (2013), review the empirical
literature on profit-shifting behaviour of multinational firms. On
average, the 25 studies estimate a semi-elasticity of reported profit
or earnings before interest and taxes with respect to the interna-
tional tax differential between a country and other subsidiary
locations of 1.55 with a relatively high standard deviation of 2.23.
(ibid. p.8). Although at first sight the number seems substantial, it
implies that on average a country wi th an overall tax rate on corpo-
rate profits of 20% may increase it s rate by 5 percentage points or
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one quarter at a cost of losing only 7.75% of its tax base. Hence it
would not receive the full revenue be nefits of the tax increase in the
absence of tax avoidance, but after all, more than two thirds of it.

All in all, therefore, the case against progressive taxation turns
out to be substantially weaker than often claimed. Both from a
theoretical and an empirical point of view, the negative effects on
growth and employment and the erosion of the tax base may not
be large. And although we ca nnot know the counterfactual,
average growth rates in many in dustrialised countries tended to
decrease over the last three decades, despite all the cuts in the tax
rates. Furthermore, factors other than taxation (cyclical condition
of the economy, infrastructure investment, research and develop-
ment expenditures, the educationa l system as a provider of a
qualified workforce) ma y be much more impo rtant for the overall
economic effects of taxation. If those factors can be enhanced by
government expenditures financ ed through progressive taxation
then the overall economic effect of  the latter may well be positive.

4. Macroeconomic arguments in favour 
of progressive taxation 

The trade-off between progressive taxation and growth and
employment need not be too important even from a neoclassical
microeconomic perspective. Howe ver, the proble m remains that
within neoclassical microeconomi c tax theory, pr ogressive taxa-
tion is always automatically in a defensive position as the standard
assumption is that progressive ta xation is detrimental to growth
and employment. The picture may change, however, from a more
Keynesian macroeconomic perspective. In what follows, therefore
we briefly sketch a macroeco nomic view that may lead to
completely different re sults as progressive taxation may be system-
atically conducive to growth and employment both in the short
and in the long run un der certain conditions. 

4.1. Inequality, progressive taxation and private consumption

The conflict between equity and efficiency deri ved in neoclas-
sical public finance is by no me ans necessary if one goes back to
the traditional stabilisation branch of public finance as Musgrave
(1959), and takes into account the essential role of aggregate
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demand. According to Keynes (1936, chapter 2; 1937, pp. 219)
effective demand consists of private consumpt ion demand and
investment demand. Keynes put pa rticular emphasis on the impor-
tance of investment demand, because he was convinced that its
high volatility in combination with the multiplier process was the
most important source of fluctuat ions in overall economic activity
(Keynes 1937; 221). Investment demand depends on the fluctu-
ating subjective expectations of firms in terms of profitability of
real investment and the monetary interest rate, wh ich in turn is
influenced by the fluctuating liquidity preference of economic
agents. However, private consumpt ion also plays a central role in
the argument, especially the fa ct that it is assumed to be
dependent on current disposable  income. Keynes assumes that
private consumption is positively related to overall disposable
income in the economy. The ma rginal propensity to consume
indicates how large the part of in come is which flows into addi-
tional consumption, and thus, automatically, how large the
residual is that goes into savi ngs. If overall income increases
because of an increase in investme nt activity, then this leads to an
additional increase in privat e consumption according to the
marginal propensity to consume, which in turn leads to an addi-
tional increase in income, etc. The induced multiplier process will
be the stronger the higher the marginal propensity to consume
and hence, the lower the marginal propensity to save.

Based on these theoretical as sumptions one can obviously
derive a negative relationship between the degree of inequality in
the distribution of income and private consumption. Since the
marginal propensity to consume tends to decrease with increasing
disposable income at the household level, redistribution from
households with lower incomes to households with higher
incomes should result in a lower rate of consumption in the aggre-
gate, or a higher savings rate vice versa. In this case, the increasing
inequality in the recent past would have led to a weakening of
private consumption. Conversely, a (tax) correction of the
disparity in income distribution would lead to a strengthening of
private consumption and hence, ceteris paribus, to an increase of
growth and employment. If the increase of demand has also a posi-
tive impact on firms’ sales and profitability expectations, one can
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additionally expect investment  to increase and thereby even
further reinforce the posi tive growth dynamics. 6

There is a second aspect of redistribution and inequality that
may also lead to negative growth  and employment effects which is
related to the functional income distribution. Of course, the nega-
tive trend in the labour income share to be observed within many
economies may also show up in  increased disparities in the
personal income distribution. Additionally, in post-Kaleckian
models of distribution and grow th usually redistribution from
workers to capitalists is seen as detrimental to growth because the
propensity to consume out of profit income is assumed to be lower
than the propensity to consume out of labour income (see e.g. Hein
2008 and 2012). As Behringer and van Treeck (2013) and Belabed et
al. (2013) have argued this result may critically depend on retained
profits and the existence of the ‘corporate veil’ which prevents an
increase in capital owners’ wealth  from increasing their private
consumption expenditures. Also there seems to be a systematic rela-
tionship according to which countr ies with a more stable personal
income distribution – mostly in continental Europe – also tend to
be those countries with the strong est decline in the labour income
share, whereas the countries with a large increase in income dispari-

6. The underlying assumptions of this result  regarding private consumption behaviour are
certainly not uncontroversial (see van Treeck and Sturn, 2012, espe cially pp. 13). The validity of
the Keynesian consumption function is assumed, which states that private consumption
depends on current real disposable income. In  addition, it is assumed that the marginal
propensity to consume or to save in differen t income classes remains unchanged with a change
in income distribution. However, other consumpt ion theories could certainly lead to different
results. If one follows Friedman's (1957) perm anent income hypothesis , it would depend on
whether the increase in inequality is permanent or temporary. Only in the latter case, private
households would under risk aversion reduce th eir marginal propensity to consume. In the
former case, however, households would leave their consumption behaviour unchanged. If the
validity of Duesenberry’s (1949) relative income  hypothesis is assumed, private households
which are affected by a relative reduction of thei r income will increase their marginal propensity
to consume, in order not to fall too far behind the example given by the consumption of higher
income classes. The expected result of the Ke ynesian consumption hypoth esis, a fall in private
consumption due to an increase in inequality, wo uld at least be mitigated, avoided or in the
extreme case even overcompensated. Indeed, there is some evidence for the validity of the
relative income hypothesis, especially fo r the United States (Frank, 2005; Frank et al. 2010).
Overall, the response of private consumption to  increasing income in equality seems to depend
on country-specific factors, mainly the access of lower and middle income groups to credit (van
Treeck and Sturn 2012). However, it is hardly conceivable that a paradoxical positive
relationship between inequality and private consumption will go on forever, as lower income
households would ultimately be forced into pilin g up debt and there are limits to the sustainable
debt level in the long run. Moreover, in countries in which the traditional Keynesian
consumption function holds, increased disparitie s in the income distribution will be directly
detrimental in growth terms due to their negative effect on private consumption.
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ties tend to have experienced a less dramatic shift in the functional
income distribution. Therefore, th eoretically both an increase in
the personal as well as the functional income distribution may lead
to a decrease in private consumpt ion. Accordingly, a more progres-
sive taxation of personal inco me as well as higher taxes on
corporate profits may be growth enhancing.   

4.2. Exploiting the balanced budget multiplier

In the preceding section, a revenue-neutral shift of the tax
burden away from the lower and middle income households
towards high income households has been assumed. The relatively
higher marginal propensity to consume of the lower and middle
income classes can then lead to an  increase in private consumption
and therefore also to higher growth and employment. Alterna-
tively, the increase in the tax revenue due to more progressive
taxation could also be used to finance additional government
spending. Following the standard textbook example of the Haav-
elmo-Theorem this policy should be expansionary as usually the
multiplier of additional govern ment spending can be assumed to
be higher than the negative revenue multiplier – a result that is
broadly confirmed by most empi rical multiplier  estimates (see
Bouthevillain et al. 2009; Gechert and Will 2012, and section 5.6).
As the multiplier for government  spending on investment and
consumption is most probably larger than the multiplier for tax
cuts and transfers for low and middle income households, the
expansionary effect would most li kely be even stronger than by
revenue-neutral redistribution within the tax system. Of course,
one may question the effectiveness of  fiscal policy due to Ricardian
equivalence or even non-Keynesia n effects. However, these coun-
terarguments have cert ainly not gained much strength in recent
times (see section 5.6) and it is questionable whether they apply to
revenue neutral shifts in taxation  or fully compensated increases in
government spending.

4.3. Inequality as a root cause of macroeconomic imbalances 
and the crisis

Especially current account imbalances, large deficits as well as
surpluses, quickly moved into the centre of criticism after the
global financial and economic crisis, as a cause of the crisis or at
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least as an accelerator.7 In this view, above all China, Japan,
Germany and the oil-producing co untries can be seen as main
representatives of surplus economie s, while the United States can
be considered as the main repres entative of the deficit countries,
together with the United Kingdom and Spain. The U.S. produced
significant imbalances since the ea rly 1980s under the surface of a
seemingly robust and dynamic development, which were essential
for the deepness of the global financial and economic crisis and the
speed of its spreading. Despite weak private investment demand
after the collapse of the New Economy boom in 2000/2001, the
balance of the private sector was negative, which is evidence for a
debt financed consumption boom. The government balance was
negative, also because of deliberat ely countercyclical fiscal policy.
Consequently, the balance of the exte rnal sector had to be positive.
High and rising current account de ficits meant increasing capital
inflows which financed the U.S. consumer boom and the govern-
ment deficits. Such a situation, however, is extremely fragile
because it relies on steadily rising asset prices in the domestic
economy, thereby allowing increasing consumer demand under
conditions of low wages and high inequality of household income
through an expansion of household debt. Externally, a drastic
devaluation of the U.S. dollar ha s to be prevented, which would
have been required to improve th e international price competitive-
ness of U.S. producers and thus the current account under normal
circumstances. In that way, stea dy capital inflows were provided
without the need to significantly increase domestic interest rates,
which in turn would have involved the danger of the collapse of
domestic demand. If such a fragile situation finally collapses, not
only the U.S. and other deficit co untries are affected but also the
rest of the world. After all, th e surplus countries have to suffer
twice. First, capital exports, which are associated with current
account surpluses, were devalued  in the highly speculative U.S.
market within the financial crisis. Therefore the financial crisis
rapidly affected the surplus countries. Second, they will also be
quickly affected by the real cris is due to the collapse of export
markets. While the dynamic model, driven by the consumption of
the U.S., was dependent on the will and the ability of households to

7. The argument in this section is based on Hein and Truger (2011, section 3). See in more
detail the monograph by Hein (2012) and van Treeck and Sturn (2012).
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go into debt, as well as on the wi ll of foreign countries to lend, the
(stagnating) export-driven model of the surplus economies like
Germany and Japan was based on th e will and ability of foreign
economies to go into debt. The export-driven model was therefore
just as fragile as the American one. On the one hand the only
moderate growth rates were al ready reliant on dynamic export
markets and thus the expansion of the world economy. On the
other hand increasing capital exports to more dynamic economies
brought the risk of contagion in the event of financial crises in
these markets. During the global  economic and financial crisis,
these two dependencies and their associated transmission channels
for the crisis were visible in a dr amatic way. The extreme increase in
inequality in the US thus went hand in hand with a strong long
term debt-financed development of private consumption and a
significant increase in household debt which triggered the financial
market bubble, until it burst. However, in countries with less acces-
sible credit markets, where households with relative losses were
unable to get credit due to credit  rationing by banks, the Keynesian
consumption theory seemed to hold, even in the short term.

From this perspective a decrease  in inequality would be neces-
sary both for the surplus economies to boost domestic demand and
for the deficit economies to dampen domestic demand and the
tendencies towards a debt-led consumption boom – all of this with
the goal of mitigating the global economic imbalances. 8 

4.4. Theoretical considerations: the macroeconomic relevance of 
changes in aggregate demand

The potential harmony of redist ribution via taxes and fiscal
policy on the one hand and growth and employment on the other
hand depends on increases in aggregate demand. This raises the
question under which conditions su ch an increase in demand will
actually be transformed into hi gher overall economic activity.
Obviously the answer to this ques tion depends very much on the
underlying macroe conomic paradigm.

8. In the case of the deficit economies, howeve r, this is most probably only a second-best
strategy, as the first-best strategy would co nsist in reregulating financial markets and in
removing the factors that led to the unsustainable consumption boom in the first place.
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In the microeconomic view of the New Public Finance the ques-
tion is not even an issue, the economy is ultimately modelled as a
pure barter economy in which Say's law inevitably applies and
aggregate demand does not appear as a relevant category (see Hein
2008, pp. 30). In the neoclassical paradigm the situation is quite
similar, higher private consumption could result at best as an
outcome of private households’ in creased preferences for present
consumption and would merely chan ge the composition of overall
output in favour of consumption and at the expense of invest-
ment. 9 Also a tax-financed increase of government spending
would remain without any expans ionary effect for the level of
output and would, at the most, modify its composition.

Different results may be derive d from the currently dominating
literature, the so called New Consensus Macroeconomics (NCM)
(Clarida et al., 1999; Woodford, 2003; Carlin and Soskice, 2006 and
2009; critique by Arestis, 2011). These approaches combine a func-
tion of aggregate demand (IS curve), which is negatively
dependent on the real interest rate, and decreasing short-run
Phillips curve – due to nominal wage  rigidities (for example due to
duration of collective agreements ) – with a central bank reaction
function. In the long-run, the Philli ps curve is vertical at the so-
called NAIRU (non-accelerating in flation rate of unemployment)
and the associated output and employment equilibrium. 

However, the limitation of the effectiveness of demand side
changes in the NCM approach depends on very restrictive and
sometimes unrealistic assumptions.  If one modifies  these assump-
tions, the scope for demand-side effects increases significantly. The
first modification deals with the assumptions underlying the
NAIRU model and its short-run trade-off between inflation and
unemployment (Hein, 2002, Lavoie, 2009). The implied wage
bargaining behaviour of  workers and/or unions assumes that any
positive or negative deviation from the NAIRU mechanistically
immediately causes lower or re spectively higher real wage
demands, which then lead to cumulative deflationary or infla-
tionary processes in the absence of central bank intervention.
However, if the barg aining parties follow a macroeconomic wage

9. In the long term however, once lower inve stment has reduced effective capacities, future
production will decrease due to a lower capital stock.
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policy, taking as a guideline the development of productivity and
the target inflation rate of the ce ntral bank for example, the NAIRU
would not be one unique equilibrium point, but there would be a
whole range of unemployment rate s that are consistent with a
stable inflation rate. 

If there is hysteresis, for exampl e due to processes of disquali-
fication of the long-term unempl oyed, an increase in the actual
unemployment rate automatically leads to a partial increase of the
NAIRU and vice versa. The consideration of both modifications
lead to the recommendation of a less restrictive monetary policy,
which in turn leaves more room for positive demand side effects by
redistributive tax and fiscal policy. 

The second type of modifications questions the central bank’s
ability to control the economy thro ugh interest rate policy. First,
the central bank might not be legally responsible for the national
inflation and demand policy of the economy, as in a monetary
union for example (Allsopp and Vines, 2005). Second, the effective-
ness of the central bank’s interest rate policy may be asymmetric:
while the central bank may be able to fight any expansionary
process by corresponding increases in  interest rates, there is abso-
lutely no guarantee that it is act ually able to effectively combat a
downturn: the monetary transmission mechanism may be
disrupted if banks do not pass on lower costs induced by interest
rate cuts by the central bank due to higher risk premiums or pessi-
mistic expectations decrease cr editworthy demand for loans. In
addition, investment demand ma y collapse due to pessimistic
expectations of investors. If the ke y interest rate is already at (near)
zero, and/or when the economy slides even further into deflation,
the interest rate policy of the central bank has completely lost its
ability to stabilise the economy. This situation is dramatic within
the NCM approach because the econ omy loses its central stabiliza-
tion mechanism and moves furthe r away from equilibrium via
cumulative inflationary or disinflationary processes. In such a situa-
tion, the economy is dependent on tax and fiscal policy measures
in order to effectively support the level of aggregate demand.
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4.5. Empirical considerations: traditional and more recent estimates 
of the multiplier

Maybe one of the very few and smal l positive side effects of the
Great Recession and austerity crises in many countries is that it has
strongly encouraged em pirical research on fiscal policy effective-
ness and the size of the multiplier. And, in fact, many of the recent
studies support the more Keynesian views of a sizeable multiplier.
Firstly, the case for expansionary consolidat ion has severely been
damaged by Guajardo et al. (2011) and Perotti (2012). Secondly,
especially under the current cond itions in the euro area with
monetary policy at the lower bo und, fixed exchange rates within
the currency union and simultaneous consolidation, the multiplier
tends to be large and (sometimes  well) above one (Auerbach and
Gorodnichenko, 2012; Batini et al., 2012; Blanchard and Leigh,
2013; Baum et al., 2012; Coenen et al., 2012; DeLong and
Summers, 2012; Holland and Portes , 2012). Thirdly, as suggested
by the standard Keynesian text book models and the Haavelmo-
Theorem, the expenditure multiplier tends to be larger than the
revenue side multiplier (Auerbach and Gorodnichenko, 2012;
Batini et al., 2012; Gechert and Will, 20 12). Fourthly, multipliers
tend to be higher during strong  recessions (Auerbach and Gorod-
nichenko, 2012; Batini et al., 2012; Baum and Koester, 2011; Baum
et al., 2012; Creel et al., 2011; and Fazzari et al., 2012). According to
Batini et al. (2012, p. 23), the expendit ure multiplier during reces-
sions may be in the range of 1.6 to 2.6 whereas the tax multiplier
only in the range of 0.16 to 0.35. 

Of course, the recent studies ar e interesting in themselves and
they may even constitute considerable progress from an econo-
metric or methodological perspectiv e. However, it should be noted
that most of their conclusions – most notably that there tend to be
sizeable multipliers and that expenditure multipliers are larger
than revenue side ones – could easi ly also have been drawn on the
basis of the earlier literature well be fore the crisis (see e.g. the over-
views by Hemming et al., 2002, Arestis and Sawyer, 2003,
Bouthevillain et al., 2009, and Creel et al., 2011). 

However, there is still a central point missing within the empi-
rical literature on multiplier valu es: to our knowledge, there are no
comprehensive studies on macroeco nomic effects of redistributive
tax policies. With respect to reve nue-side multipliers the empirical
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literature provides not many resu lts for different tax categories.
Coenen et al. (2012) as an exception state average multipliers of
their results from 7 widely us ed DSGE models for changes in
consumption, corporate and labour taxes for the United States (US)
and the European Union (EU) an d find that a change in the
consumption tax rate yields a first-year multiplier of 0.61 for the
US and 0.66 for the EU. According to Coenen et al. (2012) the
corporate tax multiplier is 0.24 in the US and only 0.15 in the EU.
So, a corporate income tax increase would only have a small nega-
tive effect on GDP, especially in countries of the EU. A different
picture arises with respect to their labour income tax multiplier,
where they calculated 0.23 for the US and 0.53 for the EU. Coenen
et al. (2012) also present values for transfer shocks. They differen-
tiate between general and targeted transfers and found a
magnitude of 0.42 for the US and 0.29 for the EU with respect to
the former and values as high as 1.30 for the US and 1.12 for the
EU regarding the latter. Using a macroeconometric model for
Germany Truger et al. (2010), also differentiate between tax catego-
ries. For Germany, they estimated a value added tax multiplier of
0.8. A one percentage point change of indirect taxes will have an
GDP effect of 1.0%. However, they  found a lower effect for income
taxes with 0.3 to 0.7. Moreover, Truger et al. (2010) calculated a
multiplier for contributions to social security with 0.8 and govern-
ment transfers with 0.4 to 0.9. 

Future research should focus mo re on the comparative effects of
increases of the tax burden for th e rich and a simultaneous reduc-
tion of the tax burden for households at the lower end of the
income distribution. Nonetheless, as pointed out by Coenen et al.
(2012, p. 52) tax multipliers are very much dependent on the
degree and the behaviour of financially constrained households
within an economy and these, usually low income households,
have a higher propensity to consume out of their income, thus one
can expect in line with their results high positive output effects
from a redistributive policy from high to low income households.
Nevertheless, from the empirical perspective the output effects of
redistributive tax policies am ong different classes of income
remain a rather open question.
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5. Tax policy, macroeconomic performance and perspectives 
of rebalancing under the debt brake in Germany

Although the disparity of income distribution in Germany is
still far away from the degree of inequality in the United States, it
has grown strongly over the last decade (OECD 2008, 2011a). The
top income range has achieved pa rticularly stro ng gains Bach et al.
(2009), which seem to have been caused by significant tax cuts in
the recent past (Haan and Steiner, 2004; Truger, 2004 and 2009;
Bach et al., 2011). In what follows we try to connect two of the
aspects raised in the previous section for the German case. In
particular, firstly, we argue that the regressive German tax reforms
and the concomitant revenue losses  in the early 2000s may be seen
as a major reason for the German  stagnation until 2005 through
the working of the balanced budg et multiplier. Secondly, for the
future, the revenues generated by progressi ve tax reforms may be
used to finance major public inve stment projects thereby boosting
domestic demand and contributing to the necessary rebalancing
within the euro area.

5.1. Tax cuts, induced expenditure  cuts and the sick man of Europe

It is often forgotten today, that not too long ago Germany,
currently seemingly the “economic powerhouse” of the euro area,
used to be the “sick man” of Europe, namely in the long stagnation
period from 2001 to 2005 with strongly rising unemployment and
the famous “Agenda 2000” reforms of the red-green government in
order to overcome what was perceived as a deep structural crisis by
way of deregulation and dismantling of the welfare state. We have
argued elsewhere that this view of  the German crisis is seriously
flawed and that, instead, a macroeconomic explanation in terms of
the restrictive effects of the ECB’s monetary policy, slow wage
growth and a procyclically restrictive fiscal policy is much more
plausible (Hein and Truger, 2005). An important part of this
restrictive policy mix, namely fiscal policy, can in turn be
explained by the inadequate and ra ther aggressive tax cuts (Truger,
2004 and 2009). 

German government budgets had, from 2001 to 2005, been
weakened by drastic, permanent tax cuts – particularly in the
personal as well as the corporate income taxes. Figure 1 shows the
net fiscal effects in 2000-2013 of the changes made in the tax laws



The scope for progressive tax reform in the OECD countries 101
since 1998, and assigns them to the particular federal government
in office at each date. The effects were calculated by adding up and
projecting the data from the fina nce table published by the Federal
Finance Ministry. These are indeed net effects – i.e. tax increases
introduced in the meantime are taken into account and are offset
against the quantitatively  much larger tax cuts. 

 After drastic tax cuts by the Social Democratic-Green federal
government, there were compensatory increased revenues from
2006 onwards, starting with the Grand Coalition’s consolidation
drive and primarily attributable to the increase in the value added
tax by three percentage points from 16 to 19 per cent. If there had
been no further changes, the revenue losses would have stabilized at
about half the figure brought about by the Social Democratic-Green
reforms. However, within the fram ework of the economic packages,
further tax cuts were then adopted, so that by 2009, the revenue
increases from the measures brought in by the Grand Coalition had
almost all been eaten away again. Nevertheless, the Christian
Democrat – Liberal Democrat coalition, which had taken office in
the autumn of 2009, opted for further tax cuts via the so-called
Growth Acceleration Law. Overall, the revenue loss to all levels of
government from 1998 onwards, due to past tax-cutting policies,

Figure 1. Impact of tax law changes by th e various coalition governments since 1998, 
2000-2013

 In    bn

Sources: Federal Finance Ministry, authors’ own calculations.
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was running at about   45bn (1.7 per cent of GDP) in 2013. Along-
side transitory, cyclically induced declines in revenue, the drastic
tax cuts described in the previous section are also the main cause of
the budget deficits that have arisen over the past twelve years. 

What is most important for the German stagnation period
under review is that the German government after some time lag
reacted to the revenue losses caused by the economic crisis after
the bursting of the dotcom bubble and by the tax cuts by increases
in social security contributions and by sharp expenditure cuts in
order to control the budget deficit.  As Figure 2 shows, the overall
government revenue ra tio has dropped dramatically since 2000
(due mainly, as has been seen, to tax-cutting policies), and this led
to a rise in the overall governme nt budget defici t. Hence an even
steeper drop in the expenditure ra tio from 2003 onwards, i.e. in
order to consolidate the budget, th e State – except during the brief
economic package phase in 2009 and 2010 – made a lasting reduc-
tion of some three percentage points in its claims on GDP, from
around 48 per cent in the early 1990s to only about 45 per cent
since 2005. 

Figure 2. Overall government revenues and expenditures *,
1991-2012

In percent of GDP

* Expenditure in 1995 excluding debt assumption by the Treuhandanstalt (privatization agency for Eastern
Germany) and by the housing sector of the former GDR (totalling    119.6bn) and in 2000 excluding the proceeds
from the auctioning of UMTS licences (   50.8bn)

Source: Federal Statistical Office.
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The negative and pro-cyclical fiscal  policy stance as a reaction to
the crisis and the self-inflicted revenue losses can be shown more
clearly and in more detail both by looking at the discretionary
stance (Figure 3). From 2003 the expenditure side stance turned
negative with the most severe cu ts in 2004. We already used the
argument at the time (Jacoby an d Truger, 2002 and Truger, 2004)
and elaborated on it in Truger et al. (2010). Using standard multi-
plier values and simulations with a macroeconometric model, it
can be shown that the result of this simultaneous exercise in tax
and expenditure cuts during a recession/stagnation period was
bound to produce severely and ofte n overlooked negative effects for
the German economy. In terpreted in the light of the new results
from the multiplier literature, maybe the argument should be better
understood today than it was a few years ago. The recovery was
only allowed to gain momentum when the st rong expenditure side
consolidation strategy was loosen ed and government consumption
and above all investment st arted to recover in 2006. 

5.2. Redistribution and perspectives of rebalancing under 
the debt brake 

The potential macroeconomic advantage – or given the
constraints of the debt brake probably the necessity – of a more

Figure 3. Discretionary fiscal stance,
2001-2013 

In percent of GDP

Source: Horn et al. (2013, p.18).
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progressive taxation in Germany ca n be illustrated by the develop-
ment of the financial balances of  economic sectors (Figure 4). By
definition, the sum of the balances  of the private sector (consoli-
dated balance of private households and firms), the public sector and
the external sector must – apart from statistical discrepancies –
always be zero. Over the period from 1980 to 2013, the balances
show the usual economic fluctuations. The balance which developed
most constantly over time has b een the one of the public sector
which is usually in the focus of public debate. Apart from the excep-
tional years 1995 and 2000 (inclusion of debt related to German
unification into the government sector and UMTS auction reve-
nues), the government budget bala nce ranged from 0 to -4% of GDP
and moved quite smoothly around an  average deficit of 2% of GDP.

However, the balance of the pr ivate sector ha s undergone a
rather spectacular development. Af ter a period of temporarily low
surpluses of about 1% of GDP in the wake of Germ an reunification,
the private sector balance has in creased steeply since the economic
slump at the beginning of the new century varying around values
  of 8% of GDP since then. This is due to both an increase of the
surplus of private households from  previously 4% to over 6% of
GDP as well as the transformation of the traditional deficit making

Figure 4. Sectoral financial balances in Germany, 
1980 -2015 

  In percent of GDP

Source: Ameco database of European Commission, Spring 2014; Authors’ calculations.
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firm sector to a sectoral balance with a surplus of just over 2%
of GDP. 

The increase of private househol d surpluses since the beginning
of the new century can be explained plausibly with the acceler-
ating increase in the disparity of income distribution since then
(Bach et al., 2009; OECD, 2008 and 2011) and the consequential
increase in the savings rate. The hypothesis that the increase in
income inequality in Germany ha d a negative impact on private
consumption was raised by vari ous authors (Deutsche Bundesbank
2005, p. 26; ARGE, 2006, pp. 263; Meinhardt et al, 2009, pp. 57).
Therefore, it is reasonable to expect an increase in consumer
spending via a (fiscal) reduction of income inequality in Germany.
There has also been a massive shift in functional income distribu-
tion at the expense of (low) labour  income and in favour of profits
which is observable in the labour income share. As one could have
expected, all this had a negative  effect on private consumption
demand: private consumption to GDP crashed by about
3 percentage points compared to the situation at the beginning of
the century and has not reached its former level since then. 

What is much more difficult to  interpret is the amazing devel-
opment of the business sector balance over the same switching
from a previously typical deficit to persistent su rpluses. Appar-
ently, a substantial proportion of rising profits of companies,
which can be derived from the declining labour income share,
have not been distributed to households, which in turn is likely to
have weakened private consumption even further. But most
importantly, the increase in retain ed earnings – differently as one
could expect from the neoclassical perspective – was accompanied
by a clear weakness of real investment, which in parallel to the
drop in private cons umption also barely made positive growth
contributions anymore. 10

Since the mid-1990s, and especial ly after the recession in 2000/
01 to 2006/2007 domestic demand and thus growth and employ-
ment in Germany has been very weak and it has been intensified
by a dysfunctional macroeconomic policy (Hein and Truger, 2005,

10. This development can be seen in the context of the so-called process of “financialisation”,
i.e. an increasing importance of financial markets within and for the real economy (see Epstein
and Power, 2003, Epstein and Jayadev, 2005). 
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2007, 2009). Labour market dere gulation and pressure on unions
led to extremely moderate wage increases, thus contributing to
inflation rates below the euro area average which then led to
unusually high real interest rate s. This made Germany particularly
sensitive to the restrictive monetary  policy of the European Central
Bank (ECB). Attempts of fiscal policy to balance the budget in
times of weak private demand via spending cuts led to a further
weakening of domestic demand, however, without achieving the
original goal of consolidation (Truger 2004 and 2009). This left the
high and ever-increasing export surpluses as the only driving force
of the weak growth environmen t. The current account surplus
(=deficit of the foreign sector) quickly reached values   of more than
4% of GDP after the recession of 2000/2001, at its peak in 2007 it
rose to 7.5% of GDP. The reason behind the increasing export and
current account surpluses was on the one hand the extreme wage
restraint, which significantly improved the price competitiveness
of German companies, and on the other hand the low domestic
demand, which dampened imports compared to exports. From a
financial balances perspective, the huge surpluses of the private
sector were not absorbed domestically due to the lack of willing-
ness of the public sector to take on debt, which in the end led to
correspondingly severe deficits  of foreign countries against
Germany, currently still more than 6% of GDP.

For these reasons, the current se ctoral balance structure of the
German economy (Figure 4) is most likely not sustainable and
economic policy alternatives must be considered in order to reduce
the persistently high cu rrent account surpluses 11. There are only
two ways to achieve this. First, with consistently high surpluses of
the private sector, a greater part of them could be absorbed by a
larger public budget deficit. Howe ver, this solution is precluded
due to the debt brake in the German Constitution and also the
Stability and Growth Pact on the European level. The debt brake
even further intensifies the proble m, because it limits the average
government budget deficit to only 0.35% of GDP over the
economic cycle, which is almost  2 percentage points lower than
the average of the last three deca des. That leaves only the possi-

11. The hope that a sustainable balance will be reached through automatic adjustment
processes is quite low from a Keynesian point of view (see Sawyer, 2011).
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bility of a significant reduction of the surplus of the private sector,
whether it is the balance of priv ate households or firms or both. 

The exact consequences of a policy designed to correct the
sectoral balances cannot be determined precisely without an
explicit macroeconomic model. 12 However, it seems clear that
progressive redistribu tion policies and mechanisms described in
Section 4 should be used for the correction of the sectoral balances.
A revenue-neutra l tax reform, which incr eases the tax burden on
high incomes and wealth as well as corporate profits, and reduces
the tax burden on low and middle incomes, would reduce the
surplus of the private sector vi a the expected reduction of the
savings rate. If redistribution leads to higher private consumption,
it can be associated with increa sing demand and profit expecta-
tions of firms which will also lead to a strengthening of firms’ real
investment, hence once would ev en reduce the surplus of the
corporate sector. The increase of domestic demand would lead to a
partial improvement of the govern ment budget balance, but also
to a reduction of current account su rpluses. If at least part of the
gained revenue from a progressiv e tax reform was used to expand
public investment, purchases of goods and services as well as trans-
fers, one could expect stronger domestic growth due to higher
expenditure-side multipliers, which should also lead to a corre-
spondingly stronger correction of sectoral balances.

6. Conclusions for tax policy 13

The perspectives for a truly progre ssive reform of the tax system,
i.e. reversing the long run international trend of decreasing tax
justice and increasing disparities in  the distribution of income and
wealth, while at the same time raising urgently needed revenues
for government budget s, have developed in a rather favourable
way over the last few years. There are some signs that the down-
ward trend in redistributive taxation may have come to a halt
recently. At the same time, a numb er of international institutions
have commented in a more or less progressive way on how to

12. However, the role of redistribution in th e development of international macroeconomic
imbalances is now analysed in extend ed NCM models as well (see Kumhof et al., 2012).
13. For a more extensive discussion of reform proposals and alternatives, see Godar and Truger
(2015b).
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respond to the need for fiscal consolidation in terms of socially
acceptable tax reforms. Against this background the conclusions to
be drawn from this paper for tax policy are at least twofold. 

First, on the international leve l the widespread consensus as to
the need for combating tax evasio n and limiting tax avoidance as
well as the introduction of a Financial Transaction Tax should be
used to implement reforms in the most ambitious way possible.
The EU commission’s revision of the Savings Directive making
“financial products that have simi lar characteristics to debt claims”
and income from investment funds subject to an automatic
exchange of information among me mber states (EC, 2014) as well
as the new global standard of automatic information exchange as
suggested by the OECD and the G20 (OECD, 2014, p. 3) are impor-
tant steps against tax evasion by  individuals. In the area of
corporate taxation, the same applies for the OECD Action Plan in
Base Erosion and Profit Shifting (OECD, 2013c). 

However, much more could be achieved, for example by the
more comprehensive approach of  Unitary Taxation which would
make multinational companies submit their worldwide consoli-
dated accounts (covering all parts of the company engaged in a
unitary business) to local tax authorities so that their internal
transfers would no longer be of interest (Picciotto, 2012). This
should be complement ed with minimum tax rates to prevent
harmful tax competition. In gene ral, the harmonisation of tax
rates, especially with respect to capital income, would be extremely
helpful in reducing the pressure for national tax policies. A global
wealth tax as proposed by Piketty (2013, chapter 15) could be the
ultimate goal for the internatio nal taxation of extremely rich
private households. A Financial Transaction Tax covering both
spot and derivative assets could he lp reduce size and volatility of
financial markets while at the same time generating substantial
revenue (Schulmeister et al. 2008). However, as has become clear
especially with the Financial transaction tax (Schulmeister, 2015),
for all of these proposals there is the serious danger that they will
be delayed, watered down or not be implemented at all due to
political pressure by some individual states or partisan interests.

Second, quite independently of the success of the measures on
the international level, national tax policies should seek to achieve
a substantially higher level of redistributive taxation even without
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international coordination. The sc ope for redistribu tive tax poli-
cies on the national level has been shown to be considerably larger
than claimed by the dominant ma instream view an d institutions.
Therefore, there is no need for nati onal tax policies to restrict their
efforts to the rather faint-hearted measures proposed by many
influential international institutions like broadening the tax base
and increasing taxation of residential property. Instead, for many
national governments, there seems to be substantial leeway to
increase top personal income tax rates, the corporate income tax
and the taxation of capital in general. This leeway can substan-
tially be increased by determined efforts at increasing tax
compliance. National governments should use this leeway, as it
would increase revenu es for essential public uses, decrease
inequality while at the same time encouraging progressive reforms
on the international level.   
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The need for a great tax reform is of ten debated in France, although the
content and objectives of such a reform are never clearly specified. There is no
unanimity on how the tax reform should be designed, some advocating that the
reform should aim at cutting taxation (which implies further public spending
cuts) while according to some others the tax system become more progressive.
The French tax-to-GDP ratio is 46%, and  primary public ex penditure amount to
50% of potential GDP. This high level of public spending reflects a choice of
society, which should be maintained. The French tax system is already very
progressive, similar taxation applies to capital and labour incomes. France is one
the very few countries where inequalities have not risen in the recent past. 

The paper addresses, for each category of tax, the reforms which could be
introduced, and discusses whether they would be appropriate. In particular, the
paper shows that replacing employers’ social contributions by VAT would be
useless. It is desirable but difficult to raise environmental taxation; French taxa-
tion should remain family-based, merging the income tax with the CSG is not
desirable. Tax expenditures should be  reconsidered, especially as concerns
companies’ and households’ tax optimiza tion schemes. Merging PPE and RSA is
not obvious. A competitiven ess shock (i.e. strong cuts in employers’ social
contributions and corporate taxation fi nanced by a rise in CSG) should be
implemented only in a European context. 
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1. Introduction

French tax revenues increased by 60 billion euros (i.e. 3% of
GDP) between 2010 and 2014. France ranks second in the world
behind Denmark in terms of tax-to-GDP ratio. There seems to be a
broad consensus according to which the French taxation system is
not only heavy, but also unfair, complex and opaque. In the 2012
presidential election campaign, François Hollande had promised a
great tax reform and has since then  been widely criticized for not
having undertaken it. Following protests related to the eco-tax
introduction, and more generally, the rise in tax discontent, Jean-
Marc Ayrault, Prime Minister, an nounced on 19 November 2013,
that he would launch a great tax reform. In 2014, tax and social
security contributions cuts were  announced. But they were not
part of a great tax reform, since they have no specified counter-
parts in terms of publ ic spending cuts. The need for a great tax
reform is often mentioned in econ omic debates in France, but the
contents and objectives of such a reform are never clearly specified.
There is a consensus on the need for a tax reform, but not on how
it should be designed.

Taxation has three objectives: financing public and social
expenditures, income redistribu tion, and economic incentives.
According to some (see for instance, OECD, 2013), the tax system
should have limited ambitions in these three areas; for some
others, these ambitions should be strengthened.

Some are in favour of substantial tax cuts, expected to support
the French economy by increasi ng domestic competitiveness, by
giving firms incentives to invest and to create jobs, by giving
people incentives to work more and to save more. But the imple-
mentation of tax cuts implies additional public spending cuts,
although the Government is already committed to cut taxes by 50
billion euros before 2017. 

Some propose to transfer the fi nancing of social welfare from
firms to households. Hence, the Medef (the French employers’
organisation) requests company taxation to be cut by 137 billion
euros. Should France step in ta x competition in Europe through
company taxation cuts, partly offset by higher households’ tax
burden and by public and social expenditure cuts?
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Some advocate tax cuts on labo ur and capital incomes and tax
increases on consumption, deemed  less harmful to output, but
others denounce the unfairness of indirect taxes, which hit more
in proportion poorest people who consume almost entirely their
incomes. 

Others propose to share the tax burden more fairly between
labour and capital incomes, to make French taxation more redis-
tributive, to tax more heavily hi gh incomes and wealth. But France
is already one of the most redist ributive countries, where richest
people and capital incomes are more heavily taxed than elsewhere. 

Some propose to abolish all tax expenditures, to widen tax bases
and to cut tax rates. But they forget about the incentive role of
taxation. Many tax schemes, even when they are complex, are
justified for fairness reasons (such as the quotient familial ), for jobs
(such as social security contributions rebates on low wages, tax
deductibility of child care expenditure, financial support to
working poor (such as the Prime pour l’emploi, PPE), or incentives
(such as tax relief for donations to charity, trade unions’ member-
ship, tax credit for ma intaining historical buildings). It may be
noted that some incomes are not taxed, such as some capital
incomes (life insurance, Plan d’épargne en actions, PEA), unrealized
financial gains (but it is difficult to tax non accrued gains),
imputed rents (for owner occupied housing, but who would dare to
tax these rents?). What is needed  is a long and patient process to
dismantle tax expenditures ra ther than a great reform.

French taxation should become more environmentally-friendly,
but is there really a double divi dend (environment and jobs) or do
ecological gains induce costs in te rms of jobs, purchasing power, or
competitiveness? Can French environmental taxation be increased
in the absence of a European (if not world-level) agreement which
looks very unlikely today? How to  reconcile environmental and tax
revenues objectives? Ecological taxation is necessarily complex if
ones tries to avoid to (too much) hit farmers, industrial sectors,
poorest people, peripheral regions, etc. This is what the failures of
the carbon tax (in 2009) or eco-tax (in 2013) have shown.

Tax evasion implemented by large companies and richest people
should be combatted, but this re quires taxation harmonisation at
the EU level, and is not without danger, if this obliges France to
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bring its tax rates in line with EU average tax rates (as concerns
wealth tax, corporate income taxati on and income taxation). As for
all EU issues, one should oppose a tax harmonisation liberal project
according to which tax revenues should be cut, and a project where
the European social model should be preserved and developed. But
where could these two projects be democratically debated? 

A ‘miraculous’ project re-eme rged in France: merging the
income tax with the CSG ( Contribution sociale généralisée, see
Landais, Piketty and Saez, 2011). But, here also, neither the objec-
tives nor the means of the project were clearly specified. Is the
project expected to ma ke our system simpler or more redistribu-
tive, to be fairer to families or to support women’s autonomy? 

There is a risk that the idea of  a great tax reform is a fallacy,
hiding the inability to tackle the real problems of the French
economy: the difficulty to insert in the new international division
of labour; the rise in inequalities in status and in primary incomes
induced by globalisation and the financialisation of the economy;
the inability of developed countries,  especially in the euro area, to
find a new growth path since the financial crisis.

The structure of the taxation system is probably not the main
problem to address, but rather the economic policy mistake made
at the euro area level, to add fiscal austerity on top of the depres-
sive shock induced by the financial crisis and, in France, to
increase taxation by 3 percentage points of GDP since 2010 in
order to cut the public deficit entirely induced by the recession. 

The French tax-to-GDP ratio is 46%; primary public spending
amount to around 50% of potential GDP. This high level of public
and social expenditure is a choice of society which should be main-
tained. The French tax system is  already highly redistributive.
France is one of the few de veloped countrie s where income
inequalities did not rise strongly  in the recent past. Certainly,
some reforms are needed to make the tax system even more redis-
tributive, to make it more transparent and more socially
acceptable. However, inequalities should be reduced first and fore-
most at the level of primary incomes. There is no miraculous tax
reform: the current syst em results from a long process of economic
and social compromise and will be difficult to improve.
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2. A social choice: a high level of public spending

In 2013, French public spending amounted to 57% of GDP,
placing France third among OECD  countries, after Finland and
Denmark. The economic depression  led this ratio to rise tempo-
rarily: primary public spending (excluding interest payments)
account for 50% of potential GDP. 2 

This level corresponds to a Fren ch (and even European) choice
of a mixed economy, a compromise between socialism and capi-
talism, where a significant share of households’ needs are covered
in a socialized way, either by benefits in kind (education, health,
childcare), either by benefits in  cash, such as universal benefits
(family benefits), assistance be nefits (old age minimum income,
RSA, Revenu de Solidarité Active) or social insurance benefits
(pensions, unemployment). There are no proposals from any polit-
ical party or social movement to dismantle this model. Thus, the
various pension reforms have not chosen to switch from a pay as
you go to a pension funds system. Thus, under Sarkozy’s Presi-
dency, the RSA was introduced which extends further social
protection. 

Over the last 17 years, the weight of primary public expenditure
increased in France (+2.8 percentage point of potential GDP
against +0.7 percentage point in  the euro area); primary public
spending in volume increased by 1.9% per year, on average, but
GDP grew by 1.5% only per year. This contrasts with the strong
falls observed in Austria, Sw eden and Germany (Table 1). But
primary public spending rose substantially in several EU countries
(Belgium, Ireland and the United King dom); this is also true for the
United States and Japan. Two opposite trends  took place in
developed countries: rising social needs (education, health,
pensions) induce a rise in public  expenditure, whereas the liberal
ideology pushes for less State inte rvention and for privatizing some
of its functions. But private solutions are often more expensive,
raise inequalities and undermine social cohesion. Thus, in the euro
area as a whole, the share of publ ic spending has increased slightly
over the last 17 years despite th e pressures from the Commission.

2. The GDP level corresponding to normal cyclical conditions, if we assume that such a level
may be estimated.



Henri Sterdyniak124
France is one of the countries with the highest public spending
to GDP ratio. Apart from regalian  functions (armed forces, police
and justice), the State provides fr ee services to households (educa-
tion, health); finances collectiv e equipment, research, culture,
substantial; allocates substantial transfers (family policy, minimum
income) and organises a substantial collective insurance (pensions,
unemployment). The ageing of po pulations generates an increase
in health and pension expenditure, the technical changes generate
a need for higher education and research spending, the rise in
exclusion makes it necessary to increase solidarity benefits; the
population wishes more collec tive equipment, more safety
measures. Innovative companies like sectors in difficulty should be
supported. Large military spending like large international aid

Table 1. Public expenditure to GDP ratios

Public 
expendi-

ture,
in % of 

GDP

Primary 
expendi-

ture,
in % of 

potential 
GDP

Public 
expendi-

ture,
in % of 

GDP

Primary 
expendi-

ture,
in % of 

potential 
GDP

Public 
expendi-

ture,
in % of 

GDP

Primary 
expendi-

ture,
in % of 

potential 
GDP

Change

2013 2007 1996 2013/1996

Finland 58.5 56.9 47.4 51.1 60.2 56.7 +0.2

Denmark 57.2 55.0 50.8 52.9 58.9 56.0 -1.0

France 57.0 53.3 52.6 51.9 54.5 50.5 +2.8

Belgium 54.7 52.7 48.2 45.7 52.4 43.6 +9.1

Sweden 51.8 51.7 50.9 52.4 62.9 58.3 -6.6

Greece 58.5 39.6 47.5 38.0 43.8 32.9 +6.7

Austria 51.3 47.8 48.6 48.6 55.9 51.9 -4.1

Netherlands 49.7 46.4 45.2 45.7 49.4 44.4 +2.0

Euro area 49.8 45.7 46.0 44.9 50.5 45.0 +0.7

Italy 50.6 43.3 47.6 44.3 52.2 41.4 +1.9

UK 49.8 43.3 43.4 43.6 41.4 38.2 +5.1

Germany 44.6 42.7 43.5 41.9 49.0 45.6 -2.9

Japon 43.1 42.3 35.8 36.9 36.3 35.6 +6.7

Ireland 42.9 42.2 36.7 32.7 39.2 33.9 +8.4

Portugal 48.7 41.9 44.4 42.3 42.4 38.2 +3.7

Spain 44.8 39.8 39.2 39.6 43.2 37.9 +1.9

USA 41.9 35.5 37.1 35.3 36.6 32.0 +3.5

Note: Public expenditure to potential GDP ratios depend substant ially on the output gap, which is particularly diffi-
cult to estimate for 2007 and 2013. In this table, we use the OECD figures. According to our own estimates, the
French ratios would be 49.3% in 1996, 50.1% in 2007 and 2013, i.e. would have risen by 0.8 percentage point only. 
Source: OECD, Economic Outlook, November 2013.
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expenditures are necessary to play an important role at the
international level. For all these reasons, there is a rising trend in
public spending. 

The high level of French public spending is especially clear in
the area of social protection, whic h is 4% of GDP higher in France
than in the euro area average (Table 2). France has made no choice
between solidarity benefits, insura nce benefits and universal bene-
fits: it provides the three of them. The French health system is
almost entirely public, there ar e universal family allowances,
young child-care allowances to help working women who take a
job, and allowances to help women who give up their job to care
after their young children; unempl oyment benefits are relatively
generous (accounting for housing benefits). There are also a RSA
(Revenu de solidarité active – minimum income) and housing bene-
fits. Last, there is relatively generous pensioner minimum income
(accounting for housing benefits). The supplementary pensions
system is public. Public expenditures dedicated to education are
1 percentage point of GDP higher in France than in the euro area,
due to a larger proportion of yo ung people in the population and
to the low level of private ed ucation expenditure (Table 2). 

Table 2. Public expenditure per function in GDP in 2012

Percent of GDP

France Germany Italie Euro 
aera UK Sweden USA

General services 3.5 3.6 3.7 3.2 2.8 6.2 2.0

Interest payments 2.4 2.5 5.4 2.7 3.0 1.0 3.8

Defence 1.9 1.1 1.4 1.3 2.4 1.4 4.2

Public order 1.8 1.6 1.9 1.8 2.4 1.4 2.2

Functioning 9.6 8.8 12.4 9.0 10.6 10.0 12.2

Economic affairs 3.7 3.4 3.4 4.3 2.8 4.4 2.2

Environment 1.1 0.6 0.9 0.8 0.9 0.3 0.0

Housing,
collective amenities 1.9 0.5 0.7 0.8 0.8 0.7 0.7

Culture 1.4 0.8 0.7 1.1 1.0 1.1 0.3

Health 8.3 7.0 7.3 7.4 8.0 7.1 8.7

Education 6.1 4.3 4.2 5.0 6.1 6.8 6.3

Social protection 24.4 19.4 21.0 20.6 18.0 21.4 8.1

Total 56.6 44.7 50.6 50.1 48.1 52.0 40.0

Source: OECD database.



Henri Sterdyniak126
So, any substantial cut in the public expenditure ratio implies
privatising, in one way or another,  expenditures directly benefiting
households. Either public spending is fully privatised, at the expense
of the poorer, or public spending is allocated only to the poorer, the
rest of the population having to tu rn to private institutions. There is
a risk that the society becomes a th ree-speed society, with free but
low quality health or education for the poor; and higher-quality
benefits for the richer who can afford to pay for them.

Besides, public spending is not a GDP component. A large
number of public expenditure consist in transfers to companies
and to households, which finance private consumption spending,
themselves satisfied by private companies.

Many economists, politicians, liberal think-tanks (Institut
Montaigne, 2012), and internatio nal institutions  (OECD, 2013)
consider that France should implement a competitiveness strategy,
through sharp cuts in social benefits allowing to cut employers’
social contributions. But such a strategy would weigh on house-
holds’ incomes, households having to pay for private health
insurances for instan ce. Such a reform would result in a more
expensive (as shown by the US ex ample) and unfair system (each
family would pay according to its risks and not to its incomes). It
would be preferable to consider each objective separately: on the
one hand, social protection should be managed according to its
own objectives; on the other ha nd, competitiveness should be
improved either through R&D, innovation or, as a last resort,
through lower wages (and dividends) paid by firms. There is no
reason a priori why competitiveness gains should be obtained
mainly via lower social spending. 

The current Government is committed to cut public expendi-
ture by 50 billion euros (i.e. by 4.5%). This implies substantial cuts
in public services and social expenditure, which is harmful for
social cohesion, is economically and socially undesirable in times
of weak demand and mass unemployment.

So far, the social protection le vel has remained high in France.
As a result, income inequalities  and poverty ra tes are lower in
France than in Angl o-Saxon and Mediterranean countries, and
they are not rising contrary to  Nordic countries and Germany
(Table 3). 
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However, higher wages and inco mes rose in France. The share
of the 1% highest wages in the total gross payroll increased from
5.5% in 1996-1998 to 6.9% in 2008 and remained at 6.6% in
20103. From 2004 to 2010, the number of households’ paying the
ISF (wealth tax) rose by 69%. In  households’ incomes, the share of
the 0.1% richest rose from 1.72% to 2.03%; the share of the 1%
richest rose from 6.48% to 7.07% 4. 

In 2013, the D10/D1 income rati o was 20.1 before redistribu-
tion and 5.9 after (Table 4). The French system is strongly
redistributive, mainly because of social benefits. The redistributive
role of taxation is less clear,  particularly for higher incomes.

Table 3. Rates of poverty in Europe

1997 2007 2013
Change

1997/2013

Germany 12 15.2 16.1 +4.1

Austria 13 12.0 14.4 +1.4

Belgium 14 15.2 15.1 +1.1

France 15 13.1 13.7 -1.3

Netherlands 10 10.2 10.4 +0.4

Spain 20 19.7 20.4 +0.4

Greece 21 20.3 23.1 +2.1

Italy 19 19.9 19.1 +0.1

Portugal 22 18.1 18.7 -3.3

Denmark 10 11.7 12.3 +2.3

Finland 8 13.0 11.7 +3.7

Sweden 8 10.5 14.8 +6.8

Ireland 19 17.2 16.1 -2.9

United Kingdom 18 18.6 15.9 -2.1

Source: Eurostat. Poverty rate at 60% of median income.

3. According to Emploi et salaires, INSEE Références, 2013.
4. According to Les revenus et le patrimoine des ménages, INSEE Références, 2013.
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3. A heavy and original taxation system

In 2013, France ranked second among OECD countries in terms
of compulsory tax rates (table 5), at the same level as Northern
European countries. 

Table 4. Primary and disposable incomes in 2013

Incomes before 
redistribution 

Social benefit 
ratio Tax ratio Incomes after 

redistribution

D1 14.4 168.4 -4.3 41.6

Q1 26.6 61.1 -4.9 46.8

Q2 59.6 8.1 -6.9 66.1

Q3 82.8 3.4 -10.1 84.7

Q4 111.4 1.7 -12.7 108.7

Q5 219.6 0.6 -20.2 193.5

D10 289.8 0.5 -22.9 246.6

Total 100 5.7 -14.4 100

Source: INSEE, France, Portrait social, 2014.

Table 5. Total tax revenues as a % of GDP 

1990 2007 2013 (p)

Denmark 45.8 47.7 48.6

France 41.0 42.4 45.0

Belgium 41.2 42.4 44.6

Finland 42.9 41.5 44.0

Sweden 49.5 44.9 42.8

Italy 36.4 41.7 42.6

Austria 39.4 40.5 42.5

Euro area 36.5 38.3 39.3

Netherlands 40.4 36.3 37.3

Germany 34.8 34.9 36.7

Greece 25.0 30.9 33.5

Portugal 26.5 31.3 33.4

United Kingdom 34.2 34.1 32.9

Spain 31.6 36.4 32.6

USA 25.6 26.9 30.1

Ireland 32.4 30.4 28.3

Japon 28.5 28.5 27.8

Source: OECD, Revenue Statistics, 2014. 
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The French tax system has four characteristics as compared with
EU partners (Tables 6 to 8):

— There are two income taxes in France (a progressive tax (IR)
and a flat tax (CSG)) having in  total a relatively low weight.
Conversely, the household’s local tax is relatively heavy.

— Employers’ social contributions are high; employees’ contri-
butions are relatively low.

— Local business taxes are relatively heavy.

— Capital taxation is relatively high, while consumption taxa-
tion is rather low.

Indeed, there is no reason wh y French taxation should be
brought in line with EU partners ’ taxation. Social contributions
should be high in a country where social insurance benefits are

Table 6. Structure of taxation, in % of GDP in 2007

DE AT BE ES FI FR EL IE IT

Personal income 9.0 9.4 12.2 7.4 13.0 7.5 4.9 8.8 11.1

Corporate income 2.2 2.4 3.6 4.6 3.9 3.0 2.6 3.4 3.8

Employers' social contributions 
and wage tax 6.3 9.3 8.3 8.9 8.7 12.2 5.1 3.3 8.9

Employees (and other people) 
social contributions 6.9 7.6 5.3 3.2 3.2 5.1 6.6 1.6 4.1

Taxes on capital 0.9 0.6 2.3 3.0 1.1 3.5 1.4 2.5 2.1

Taxes on goods and services 10.6 11.7 11.0 9.5 12.9 10.7 11.4 11.1 11.0

Others 0.0 0.3 0.0 0.2 0.0 1.5 * 0.0 0.0 2.6 **

Total 36.0 41.8 43.6 37.2 43.0 43.7 31.8 31.0 43.4

NL PT DK SW UK EU15 JP US

Personal income 7.7 5.5 25.3 14.6 10.8 9.7 5.5 10.6

Corporate income 3.2 3.7 3.6 3.8 3.4 3.2 4.8 3.1

Employers' social contributions 
and wage tax 4.5 4.8 0.2 12.3 3.7 7.3 4.7 3.3

Employees (and other people) 
social contributions 8.3 6.9 1.0 3.0 2.9 4.9 5.6 3.3

Taxes on capital 1.2 1.4 1.9 1.2 4.5 2.4 2.5 3.1

Taxes on goods and services 11.2 13.7 16.3 12.9 10.5 10.9 5.1 4.7

Others 0.2 0.1 0.2 0.2 0.1 0.6 0.0 0.0

Total 38.7 32.5 48.9 47.4 36.0 39.4 28.3 27.9

* Mainly business local taxes.
** Mainly IRAP.
Source: OECD, Revenue Statistics, 2014.
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high. The high level of employers’ contributions is partly offset by
the level of net wages. However,  these figures could suggest that
France should reduce public spending, increase the weight of its
income tax and of its VAT, cut employers’ social contributions and
capital taxation. But this would mean implementing a tax compe-
tition strategy, harmful at the EU  level. France needs to make a
social and political choice: remain original (which is dangerous for
an open economy) or come in line with other countries.     

Table 7. Structure of taxation in Germany and France, in 2012

In % of GDP

Allemagne France 

Total 36.5 44.0

Personal income 9.3 8.0 (2.9+5.1)*

Corporate income 1.8 2.5

Employees' social contributions 6.2 4.0

Employers' social contributions 6.5 11.3

Others social contributions 1.2 1.3

Wage taxes — 1.4

VAT and other indirect taxes 10.4 10.8

Local business tax — 1.1

Taxes on capital, of which : 0.9 3.8

    Households' local tax 1.1

    Households' property tax 0.2 0.8

    Company property tax 0.3 0.6

    Wealth tax — 0.2

    Inheritance/donation 0.2 0.5

    Transactions 0.3 0.6

*CSG-CRDS+IR
Source: OECD, Revenue Statistics, 2014.

Table 8. Implicit tax rates in 2012

Labour Consumption Capital

EA17 38.5 19.3 30.7

Germany 37.8 19.8 22.2

Belgium 42.8 21.1 35.5

Spain 33.5 14.0 25.3

France 39.5 19.8 46.9

Ireland 28.7 21.9 13.0

Italy 42.8 17.7 37.0

NLD 38.5 24.5 13.7

Netherlands 38.6 26.5 30.6

UK 25.2 19.0 35.7

Source: Eurostat, Taxation trends in the European Union, 2014.
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4. The recent reforms

The recent history of French taxation can be split into four
episodes.

1) The tax-to-GDP ratio decreased by 1.6 percentage points from
1999 to 2002. This is the so-called ‘ jackpot’ effect of Lionel Jospin:
strong GDP growth in 1997-2000 reduced the public deficit,
prompting the government to cut taxes. The measures introduced
by the Jospin Government amount to roughly 35 billion euros, i.e.
2.3% of GDP, split between households (12 billion), companies
(12.5 billion) and indirect taxes (10.5 billion). Some of these
measures (VAT and CIT rates cuts) we re a return to normal after the
1995-1997 tax increases measures introduced to meet the
Maastricht criteria. Other measur es are part of an employment
policy based on lowering employ ers’ social contributions and
removing the inactivity trap (introduction of the PPE, prime pour
l’emploi, an employment premium, cut in residency tax). Some had
purely electoral purposes and hardly any economic justification
(income tax cuts, car tax (‘ vignette automobile’) abolition). From a
macroeconomic viewpoint,  this policy was strongly criticized by
the European Commission, which co nsiders it was responsible for
the high level of French public deficits in 2003-2004. According to
the Commission this is an illustration of a pro-cyclical policy.

2) Measures introduced in 2007 by Nicolas Sarkozy, at the
beginning of his presidency, in particular the TEPA law (law for
labour, employment and purchasi ng power) induced tax cuts of
around 16 billion euros in full-year basis: tax-exemption of over-
time pay, of mortgage interest payments, cuts in ISF (high wealth
tax) and inheritance taxes, cuts in local business taxes, widening of
the Crédit Impôt Recherche (tax credit for R&D expenses). In the
following years, the government also cut the VAT rate on hotels
and restaurants (2.4 bi llion euros) and reform ed companies’ local
taxation (4.5 billion euros). 

3) However, starting from 2011, France accepted the European
constraint of reducing public deficits. From 2011 to 2013, tax
increases reached 60 billion euros (3% of GDP). The Fillon govern-
ment removed the tax exemption on  mortgage interest payments,
rose the ‘ forfait social ’ and capital income taxation, introduced a
contribution on high incomes, toughened CIT and income tax
legislations, froze income tax brac kets (formerly price-indexed); all
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in all raising tax revenues by 30 billion. The five-year Sarkozy’s
Presidency shows that it is diffi cult to implement a liberal reform
of French taxation. The announced objective of cutting massively
the tax-to-GDP ratio (by 4 percentage points) was not met: the
ratio rose from 42.1% in 2007 to 43.7% in 2012. 

From 2012, François Hollande  removed the tax-exemption on
overtime pay, increased inheritanc e taxation and the ISF, increased
capital income taxation, maintained the non-indexation of
income tax brackets, lowered the ceiling of the family tax reduc-
tion (the quotient familial ), rose the forfait social,  the social
contributions on pensions and self-employed contributions,
toughened CIT legislation (25% of interest payments subject to
CIT, increase in capital gains taxation). In addition, in 2014,
households’ taxation was increased by 12 billion euros (increase in
VAT rates and in inheritance taxation, additional lowering of the
ceiling of family tax reduction, taxation of complementary health
employers’ contributions, etc.). 

The financial crisis cut French GDP by 8%; i.e. 4 percentage
points in terms of tax revenues. The Fillon and Ayrault govern-
ments both agreed to comply with financial markets and EU
Commission’s diktats and to add an austerity tax shock to the
financial crisis shock. The strong rise in taxation, without counter-
parts in terms of expenditure had a negative impact on output and
fed a feeling of tax revolt (the so called ‘ ras-le-bol fiscal’).
Conversely it allowed abolishing several unjustifiable tax expendi-
tures and to increase taxation on capital incomes and on the
wealthiest.

4) Another episode started in  2014. Under strong lobbying
from employers complaining abou t excessive taxation harmful to
firms’ competitiveness and inve stment, the gove rnment intro-
duced the CICE (competitiveness and employment tax credit) and
announced a responsibility Pact, CIT cuts, and the abolition of the
C3S5, totalling 40 billion euros. In face of growing tax discontent,
the government also announced households’ tax cuts, such as cuts
in employees’ social contributions on low wages (which was later

5. Contribution Sociale de Solidarité des Sociétés, a tax on gross sales of larger firms to finance
non-employees pensions.
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rejected by the Conseil Constitutionnel) and income tax cuts for low
and middle incomes (amounting to 5 billion euros).

The Government committed to cut the public deficit by
50 billion euros and company taxation by 40 billion between 2013
and 2017. This would be financed by public expenditure cuts
amounting to 50 billion euros. 40 billion are thus lacking: the
French government seems to ha ve abandoned the objective of
rapid public deficit reduction. 

5. The reform of the Social Security financing

There are three arguments in favo ur of reforming social protec-
tion financing. The first argument is that financing should follow
an economic and social rationale, according to which social insur-

Table 9. Tax-to-GDP ratios

In %

Tax-to-GDP ratios

1999 43.6

2000 42.8

2001 42.5

2002 41.9

2003 41.8

2004 41.9

2005 42.5

2006 42.8

2007 42.1

2008 41.9

2009 41.0

2010 41.3

2011 42.6

2012 43.7

2013 44.7

2014 44.7

2015 44.6

2016 44.5

2017 44.4

Source: INSEE until 2013, and Projet de loi de programmation des finances
publiques 2014-2019, from 2014.
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ance benefits (unemployment, re tirement) should be financed by
contributions on wages while universal and assistance benefits
(health, family an d minimum income) sh ould be funded by
general taxation. The second argu ment is that universal benefits
financing should not be harm ful to employment; and should
therefore weigh either at the level of companies on all production
factors: labour, capital and energy, or at the level of households, on
all their incomes. The third, and more circumstantial argument, is
that French companies need a price-competitiv eness shock and
since currency devaluation is impo ssible, labour costs need to be
cut via lower employers’ contributions. But in counterpart other
resources should be alloca ted to social protection.

France is the country with the highest social security contribu-
tions in the world. This is due to the size of the social protection
system: the French worker does not have to pay a private insurance
for his retirement and health. Family and unemployment benefits
are relatively generous. Net wages may be lower (which offsets the
additional wage costs induced by social security contributions).
Since 1984, employers’ social contributions have fallen quite
substantially as a share of value added, from 19.8% in 1984 to 15.8%
in 2007 (Figure 1), thanks to tax exemptions. Hence employers’
social contributions can hardly be blamed for being responsible of
the recent competitiveness losses of the French economy.

Figure 1. Employers’ social contribu tions share in companies’ value added

In percentage points

Source: INSEE.
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At the median wage level, social contributions rates stand at
44% for employers and 21.7% for employees (including the CSG).
A French specificity is to collect social security contributions
without ceiling and to cut payrol l taxes on low wages (with social
security entitlements being unaffected). Thus, wages at below 1.6
times the SMIC (the  minimum wage) benefit from employers’
contributions reba tes, amounting to 28 percentage points at the
SMIC level. Besides, low-wage earners are entitled to the RSA
(revenu de solidarité active) or the PPE (prime pour l’emploi). This
system is highly progressive an d difficult to reform without
reducing its redistribu tive characteristics. 

The reform should clearly distin guish social insurance benefits
(pensions, unemployment, and sickness replacement benefits),
entitled on the basis of work-related contributions. These contribu-
tions should remain proportional to wages if benefits are to remain
linked to wages. General taxation  cannot entitle higher benefits to
higher-wage earners. These real contributions amount to
38.5 percentage points. They should  not be part of the compulsory
tax rate. The latter should be lowered by 15.5 percentage points,
from 44.5 to about 29 points. Any future increase in these benefits
should be financed by higher empl oyees’ contributions so that the
employees’ social choi ce – contributions/pensions level/retirement
age – is transparent and does not weigh on competitiveness.
Currently, employees’ social co ntributions finance only social
insurance benefits. The plan of lowering employees’ contributions
on low wages (announced by Francois Hollande on 31 March 2014)
had no economic rationale and would have complicated the wage
bill further. Fortunatel y, the Constitutional Council rejected the
plan, saying that these regimes should continue to be contributive:
benefits entitlement relies on contributions paid. 

On the contrary, universal (health,  family) or solidarity benefits
should be financed by taxation . Currently, they are financed by
employers’ social contributions (w ithout ceiling), by the CSG and
by social levies on households’ capital incomes. In the past, it was
considered that companies were benefiting from the existence of
health and family (especially child-care expenditure) benefits,
which were ensuring the availability of a healthy labour force, and
hence it was not illegitimate that companies contribute to
universal social protection financ ing. Firms’ competitiveness and
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wage costs issues lead to put this argument aside. Any future
increases in terms of health expenditure should be financed by
taxation on households’ incomes, such as the CSG. Here also, this
will have no impact on firms’ competitiveness. 

Therefore, the underlying proble m is: what shall be done with
current health and family employers’ social contributions (i.e.
17.45 percentage points)? Five proj ects are on the table. The first
two (CSVA or ecological taxa tion) would not improve firms’
competitiveness, but could increase employment via substitution
effects. The third (increase in the CS G offset by an increase in gross
wages) would bring a social clarification, without economic
impact. The last two (CSG rise not offset, VAT rise) imply lower
households’ incomes to increase French companies’ competitive-
ness or profitability. 

5.1. Employers’ social contributions exemptions.

In the absence of a comprehensiv e reform, the solution adopted
since 1993 has been to extend social security contributions’
exemptions schemes. In 2014, there were 71 exemption schemes,
amounting to 28 billion euros (table 10). It has become the major
instrument of the French empl oyment policy. These exemptions
are based on the theory according to unemployment is high
because of labour costs, especially at the minimum wage level.
Conversely, these exemptions un dermine the social protection
financing, which sees its own re sources declining; these exemp-
tions tend to devalue the social role of work (see Friot, 1999).

Table 10. Exemptions from social security contributions in 2014

Billion euros

Offset Non-Offset

Low wages 20,700

Overtime 510

Specific workers 1,140 1,740

Geographical areas 1,410

Households' workers 180 1,770

Other sectors 630 150

Total 24,570 3,660

Source: PLFSS (2015).
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Companies benefit from social security contributions cuts on
low wages, amounting to 28 pe rcentage points (over 44) for
workers paid at the SMIC (min imum wage) level and decreasing
linearly up to 1.6 times the SMIC. This lowers the minimum wage
cost by 18.6%. In addition, minimum-wage earners are entitled to
the PPE (7.7% of the net SMIC) in  order to widen the gap between
the minimum wage and the RSA (the minimum income). These
social security cont ributions rebates had ex ante a cost of around
20.7 billion euros in 2013. Their impact is controversial (see Ster-
dyniak, 2007); according to the French ministry for Labour, the
impact is 800,000 additional jobs (26 000 euros by job, which is
high when the employers’ total wage  cost for a worker paid at the
SMIC level is 24 540 euro without social contributions rebates. The
ex-post cost would be significantly lower, 10 billion euro, since
these jobs generate 12 billion euro s in terms of social contributions
and lower unemployment benefits . According to Heyer and Plane
(2013), the impact would be 500 000 additional jobs (110 000 via
capital-labour substitution, 230 000 via a basis effect, 80 000 by
higher demand effect and 80 000 by a competitiveness effect). The
effect comes down to 330 000 (250 000) if the measure is financed
ex post by higher taxes (by lower public expenditure). 

Three justifications may be give n for targeting low-wages social
contributions. The first one is that the minimum wage is too high
in France and deemed responsi ble for unskilled workers’ high
unemployment while graduate workers are close to full employ-
ment. But one may argue that in a mass unemployment situation,
companies have a choice and may prefer to hire over-skilled
employees, themselves resigned to apply for a job below their
skills. It is true that unemployment rates are higher and employ-
ment rates are lower fo r unskilled than for skilled people. But the
gap between unemployment rates is not larger in France than else-
where (Table 11), despite the SMIC, and the gap between
employment rates did not shrink despite the policy of lowering
social contributions at low-wage le vels (Table 12). The second justi-
fication is a pure basis effect: it is less costly to cut labour costs for
low than for higher wages. But social contributions cuts on low
wages are an incentive to create poor quality jobs.
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The third justification is that labour demand elasticity to labour
costs would be higher for low than  for higher wages. Thus, Heyer
and Plane (2013) assume that this elasticity ranges from 0.9 at the
minimum wage level to 0.2 for higher wages. According to Brunel
et al. (2013) this elasticity is 0.75 at the SMIC level and 0.25 above
1.6 SMIC. As long as the elasticity is lower than 1, this policy

Table 11. Unemployment rates by level of education (2012)

 Primary Tertiary Gap

Spain 31.2 14.0 17.2

Germany 12.8 2.4 10.4

United States 14.3 4.6 9.7

Belgium 12.1 3.4 8.7

France 13.8 5.1 8.7

OECD 13.4 5.0 8.4

Sweden 12.3 4.0 8.3

Finland 11.6 3.9 7.7

United Kingdom 10.5 3.6 6.9

Italy 12.2 6.4 5.8

Austria 7.7 2.1 5.6

Denmark 9.6 4.7 4.9

Netherlands 6.6 3.0 3.6

Source: OECD (2014): Employment Outlook.

Table 12. Higher-graduates and non-graduates employment rates 

 1994 2012 Change

Germany 34.4 30.4 -4.0

United States 34.0 27.2 -6.8

Belgium 34.0 37.0 + 3.0

Austria 32.8 31.4 -1.4

Italy 32.7 27.8 -4.9

Netherlands 30.6 25.4 -5.2

United Kingdom 30.3 27.3 -3.0

France 29.4 28.9 -0.5

Spain 28.5 28.0 -0.5

Denmark 28.4 25.0 -3.4

Finland 28.3 29.2 + 0.9

Sweden 20.5 24.7 + 4.2

Source: OECD (2014): Employment Outlook.
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appears more costly th an public jobs creation (see, Sterdyniak,
2012b). But these estimates have  no recent empirical basis on
French data. Cahuc and Carcillo (2014) find an elasticity of 2 at the
SMIC level, but they generalise  a very specific episode, when
during the 2008-09 crisis, a temporary social contribution cut
allowed small firms to reduce the number of layoffs. 

This strategy has three drawbacks:  it benefits more to services
than to industrial sectors (where there are fewer low wage jobs); it
is an incentive for firms to create a specific category of jobs at the
minimum wage level, without any career prospect, often through
outsourcing; it supports low-wage companies at the expense of the
companies making efforts to promote their employees.

A single worker paid at the SMIC costs 1 671 euros by month to
his firm (for a 35 hour  working week); he pa ys 540 euros in terms
of contributions to unemployment  and retirement schemes, repre-
senting deferred wages; he receives a net transfer of 140 euros (PPE
+ housing benefit - generalised so cial contribution (CSG) – income
tax – health and family contributi ons); his disposable income is 1
271 euros. He does not support an y tax burden and is entitled to
health insurance for free. The st andard of living of minimum
wage-earners is totally disconnected from their labour costs. 

But these exemptions weaken th e social security financing.
Employers’ social contributions, and RSA generate low-paid jobs,
for which wage increases are very costly for the employer and very
limited for the employee. Hence, a 100 euros rise in the wage of a
worker paid at the minimum wage, raises the employer’s costs by
165 euros and raises employee’s wage-earnings by 40 euros.
Companies are encouraged to create specific unskilled jobs,
without career prospects, trapped in a low-wage situation. Cutting
contributions on low wages does not encourage skilled job crea-
tion, although there is a certain level of unemployment rate for
skilled people too. One day, France will have to change its employ-
ment strategy. Conversely, the pe rsistence of a large number of
unskilled workers and the social denial to lower the standard of
living of the working poor, do not really allow to dare to remove or
to reduce these schemes.  

Contributions cuts at the minimum wage level (28 percentage
points) are currently larger than health and family employers’
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contributions (17.45 percentage points), which makes it difficult
and even prevents the implementati on of a great reform. It would
be difficult to reform employers’ contributions without increasing
unskilled jobs’ relative labour costs.

5.2. The social contribution on value added

Employers’ social contribution s rebates could be offset by
increasing companies’ profits ta xation. In so doing, one would
abandon the objective of gaining competitiveness and target
capital/labour substitution. Abolishing all employers’ family and
health contributions (17.45 percentage points or 98 billion euros,
net of exemptions on low wage s social contributions) would
require the introduction of a Soci al Contribution on value added
(SCVA6) of 8.3%: 32 billion euros would weigh on capital rather
than on labour (Table 13). 

Such a measure would not affect company profitability in the
short term. Higher capital taxation would be offset by lower labour
taxation; the overall firms’ burden would be unaffected. In the
medium term, companies would resp ond in using more labour (at
unchanged real wages, but lower total cost) and less capital (the
overall cost would be higher but the after-tax profit rate would be
unchanged). A priori , prices would not rise.

 

6. Let us recall that it is a "real value added ", without investment or capital depreciation
deductibility.

Table 13. Changing the social contributions basis

In billion euros, figures for 2013

Before reform After reform

Gross wages 612 612

Employers' social contributions 196 100

SCVA on wages  64

Gross operating surplus 352 352

SCVA over gross operating surplus  32

Added value (factor prices) 1,160 1,160

Source: Authors' estimates.
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But such a reform would have five consequences:
— The relative labour/capital cost would diminish, which

would be an incentive for companies to use less machines
and more labour.

— The labour cost would be reduced in absolute terms, which
would support service industries.

— Households would be encouraged to buy products with a
high labour content, which would see their relative price
decrease at the expense of capital-intensive products.

— A transfer would be made from highly capital-intensive firms
to labour intensive companies. Social protection financing
would be shared more fairly between branches, while it
currently weighs heavily on br anches with high payroll to
value added ratio. 

— At the macroeconomic level, the increase in consumption
(induced by job creation) would offset the decline in invest-
ment (induced by lower capital needs).

From a theoretical perspective, the debates in 1987-1988 as in
2006-2007 showed that this measure made sense only if one
considers that France is durably in a Keynesian unemployment
situation. In a model where the long-term unemployment rate is
equal to an equilibrium rate, this measure cannot, by definition,
create jobs and translates into less capital and less production. 

Let us note �  the elasticity of substitution between capital and
labour, w the real wage rate, � the rate of (after tax) profit,  t the
employers’ contributions rate, �  the tax rate on gross operating
surplus, n, employment, k the capital. 

The production constraint is: 
y = � . n + (1 Š � ) . k  

The choice of production technique gives: 
k = n + � . (w +t Š �  Š � )

The product exhaustion constraint is: 
y = � . (w + t + n) + (1 Š � ) . (�  +  �  + k)

The social security resources stability constraint is:
0 = � . t + (1 Š � ) . �  

Let us assume that employers’ social contributions are cut; this
being offset via higher profit taxation, the rate of profit, deter-
mined by the world capital market, remaining fixed. 
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In a classical situation, employment rises with real wages:
l : n = n0 + l . w. But the measure does not increase real wages.
Employment does not change. Ex post, capital decreases by
k = � . � . t/(1 – � ); output by  y = –� . t.

In a Keynesian situation, the real wage is fixed, output is deter-
mined by demand, empl oyment increases by k = � . � . t/(1 – � );
capital decreases by n = –� . t. There is labour/capital substitution,
with a fixed output. 

The reform decreases the labour/c apital relative cost by 11.2%.
If the elasticity of substitution between capital and labour is
unitary, then the reform shou ld raise employment by 3.15%
(600,000 jobs). Since the elasticity of substitution is slow, the
production technique changing only once new capital is intro-
duced, then the full effect woul d be obtained only after several
years. The simulations run with OFCE’s quarterly model of the
French economy (see Timbeau et al., 2007) led to less job creation
(227,000 for 17.45 points), since the elasticity of substitution was
assumed to be 0.45.

According to some economists (see Malinvaud, 1998, Groupe de
travail, 2006), this transfer would undermine the capacity of firms
to innovate and modernise. Howe ver, modernisation by substi-
tuting capital to labour is harmful in a mass unemployment
situation. Firms can be innovative in hiring highly skilled workers
rather than in using capital intensively. 

The measure would be detrimental to firms making high profits
and would encourage companies making low or no profits. This
may be considered dangerous fo r economic activity. On the
contrary, some companies may ea rn high profits because they
benefit from rents; others may be in trouble because they are high
many workers and face low-wage countries competition, in which
case it would be justified to support them.

However a transition issue rema ins: the reform  may be detri-
mental to existing firms and techniques, and encourage the
emergence of new companies or techniques. This is less of a
problem if the companies supported already exist and if the point
is to keep them alive. 

The measure would provide a co mpetitiveness advantage for
France in labour-intensive sectors and a disadvantage in capital
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intensive sectors. The risk is that  the first effect is small (due to
differences in labour costs betwee n France and emerging countries)
and that the latter effect is larg e (due to competition with other
European countries).

Studies implemented in 2006 (see Groupe de travail, 2006)
showed that the employers’ social contributions/CSVA transfer
would be neutral for innovative companies (which benefit from
the research tax credit). It would hurt the energy sector (+1.3% of
the wage bill), financial activities (+0.9%), real estate activities
(+0.5%) and agriculture and food industries (+0.2%). The winning
sectors would be: services to firms (-0.3%), equipment goods (-
0.25%), construction (-0.25%), automotive industry (-0.2%). Large
companies would be losing; sm all companies would win. The
winners would cover 69% of compan ies, 50% of value added, 54%
of exports.

In 2006, an argument against this reform was that it would
require the introduction of a new tax, with a new basis – the value
added –, which would entail cost s in terms of additional state-
ments for companies and control from public administration
(COE, CAS, 2006). But the introduction of the CVAE ( Contribution
sur la valeur ajoutée des entreprises) to replace partly  the local busi-
ness tax makes the proposal much more credible: requiring only to
increase the CVAE from 1.5% to 9.8%, i.e. from 12 to 110 billion.
The 2007 debate had rejected th is measure as being too risky,
judging also that slowing down capital/labour substitution was not
going in the right direction. 

5.3.  Environmental taxation

The need to save energy and to reduce greenhouse gas emissions
makes it necessary to introduce environmental taxes. In a mass
unemployment situation, one may think that any rise in environ-
mental taxation should be offset by lower employers’ social
contributions. On the whole, companies’ tax burden would not
rise and so a priori prices would be unchanged; firms’ competitive-
ness would not be affected; but companies would be encouraged to
use more labour and pollute less. This is the 'double dividend logic':
environmental taxes would have the double advantage of giving
incentives to reduce the use of polluting products and of allowing,
thanks to collected revenues, to reduce labour costs. In 2013, envi-
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ronmental taxation amounted only to 1.8% of GDP in France, as
compared to 2.3% in the euro area  (but 3.8% in Slovenia and 3.6%
in the Netherlands), and 3.9% in Denmark.

Combining environmental taxation and employers’ social
contributions cuts may lead to less pollution and lower unemploy-
ment without any cost for public finances. This is all the more
likely to happen in a country with under-employment. But envi-
ronmental tax revenues will be all the more substantial that
demand for taxed goods has low price-elasticity. There is a contra-
diction between the ecological objective (a high and targeted
taxation may be so effective that it generates ex-post low revenues)
and the revenue objective: tax revenues must be significant to
allow substantial cuts in employers’ social contributions. In terms
of social security resources, the risk is to lose a relatively well-
ensured basis against a basis intend ed to erode. This would be the
case for example if employers’ co ntributions were replaced by a
deterrent tax on diesel. 

Two strategies may be considered as concerns ecological taxation:

1. The rise of the eco-tax may be offset by a production (or
consumption) subsidy for ea ch type of product (the bonus-malus
principle); green products are subsidized while polluting products
are more heavily taxed. It can also be offset via subsidies to each
producer (or consumer), accordin g to their past consumption of
polluting goods. Such a strategy has the advantage of not directly
harming polluting sectors, but is difficult to implement: it requires
a fine knowledge of the producti on processes. How to deal with
new firms? How to embed ongoing technical progress? Taxation
gives companies an incentive to  change their production tech-
niques, but it gives no incentive to households for not consuming
goods resulting from a polluting production process. Households
may choose greener cars (inste ad of stopping using cars). 

2. Environmental taxation may be offset at the aggregate
company level by social security  contributions cuts. This hits
directly polluting firms in raising their average production costs;
companies’ price increases lead  households to consume less
polluting products. This strategy  can be implemented without any
prior microeconomic analysis; it will support labour-intensive
sectors, using little energy, but in dustrial sectors will be particu-
larly hit.
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A tax reform altering significantly the cost structure of firms
implies costly restructuring: some activities are no more profitable
and should therefore be stopped; some others become profitable,
but require new investments. Whether it will generate substantial
financial resources or not is uncertain. 

In France, the failure of the climate-energy tax in 2009 may lead
to be pessimistic: the acceptance of such a tax reform requires that
part of its revenues are used to help poor er households, hit bit
higher fuel and heating prices, and to subsidize energy savings
(collective transportation, construction sector). On the whole,
prices are likely to rise and competitiveness to deteriorate. A price
index excluding energy taxation should be introduced and house-
holds (at the exception of the poorest) should accept lower
incomes to finance energy savings  and support to the poorest. 

In any case, such a reform shou ld be coordinated at the Euro-
pean and even at the world level,  to prevent polluting sectors from
relocating production in poor or  emerging countries, while other
countries could decide not to introduce environmental tax meas-
ures in order to maintain their domestic industries. But poor and
emerging countries will accept a worldwide agreement only if it is
asymmetrical: part of the tax reve nues raised in developed coun-
tries should be used to  help poorer countries to make the necessary
efforts (adopting less polluting production techniques). The eco-
tax revenues cannot be used to cut employers’ social contributions.

Some have proposed to offset the eco-tax by taxing products
imported from countries not applying the eco-tax. For example, if
European countries raise a 100 eu ro fee on Euro pean companies
per emitted tonne of CO 2, they will apply the same tax on
imported products, after deductio n of already paid taxes. This
would be justified before the WTO, on the ground of ecological
need and on the princi ple of domestic and foreign producer similar
treatment. However this project seems unrealistic: the amount of
emitted CO 2 would be impossible to calculate, product-by-
product. Moreover, the issue of  competitiveness on external
markets would remain (u nless the eco-tax is repaid for exports).
Last, can the WTO agree with such a project? Why not apply the
same problematic to social contributions: protecting our social
system in taxing products from countries with too low social
protection?
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The most promising strategy fo r our competitiveness would be
to introduce an environmental ta x, the revenues of which would
be used to cut employers’ social  contributions and allowing us to
tax imports from countries with no environmental taxation. There
would thus be a triple dividend. But will the WTO agree? 

Here again, the measure is effective only in a Keynesian unem-
ployment situation. Let us consider the same model as above. �  is
the elasticity of substitution between labour and energy, w is the
real wage, �  the price of energy, t: the employers’ contributions rate;
�  the tax rate on energy, n: employment, e energy consumption. 

The production constraint is: 

y = � . n + (1 – � ) . e

The choice of the production technique gives:

e = n + � . (w + t – �  Š � ) 

The constraint of product exhaustion is:

y = � . (w + t + n) + (1 – � ) . (� + � + e) 

The stability of social security resources constraint is: 

0 = � . t + (1 – � ) . �

Let us assume employers’ contributions cuts offset by higher
energy taxation, the objective being to decrease energy consump-
tion by  � .

In a Keynesian situation, the real wage is fixed, demand deter-
mines output, and the energy tax must be �  = �/� , employment
increases by n = � . � /(1 – � ). There is effectively substitution
between energy and labour, at constant output.

In a classical situation, employment is a rising function of the
real wage: n = n0 + l . w. But the tax measure does not allow to
increase real wages. Employment does not change. Ex post, produc-
tion decreases by y = – (1 – � ) . �  with �  = �/ (�� ). The ecological
effect is obtained, but not the employment one.

5.4.  Increasing the CSG

The more coherent reform would be  to consider that family and
health benefits only concern ho useholds and should be financed
by them. This funding allows for transparent social choices: family
benefits would appear as a transfer between households, health
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expenditure as a households’ choi ce not involving firms. The rise
in the CSG would provide a well  designed resource to Social
security.

The traditional arguments would be left apart: firms need a
healthy workforce (which justifies that companies contribute to
health expenditure), renewing itself (which justifies that compa-
nies contribute to family expe nses), and is available (which
justifies that companies contri bute to child care costs).

This reform could be  implemented through four modalities:

1) With fixed gross wages, the reform would imply a huge
transfer from households to  companies. Companies would
gain (households would lose) 17 .45% of gross payroll, i.e.
5.5% of GDP (assuming that exemptions on low wages are
abolished). This is the refo rm advocated by the Institut
Montaigne (2012). This reform  corresponds to the competi-
tiveness shock.

2) Employees could benefit from a compensatory 17.45%
increase in their gross wage. The CSG rate could increase
from 8% to 22.3% on wages (+ 14 .3 points): in this case, the
reform would be entirely neutral.

3) Alternatively, after the wa ge increase, the CSG could be
raised by 10.5 percentage points on all incomes. In
purchasing power, employees would thus gain 4.8%;
pensioners would lose 11.3% (their CSG rate would increase
from 7.1% to 17.6%); rentiers (capital income earners) would
lose 12.4% (their CSG – social security contributions on
incomes would increase from 15.5% to 26%).

4) Offsetting measures could be introduced for pensioners or
rentiers so that ne utrality is reached.

In the second case, the measure would be neutral; it would be a
simple accounting operation. Th ere would be no competitiveness
shock. Contrary to  Piketty’s argument 7, it would have no impact
on the cost of wage increases or of job creation. However, low-wage
companies would lose: they would bear a 17.45% rise in the SMIC;

7. « La baisse de coût du travail pour un sa laire brut donné, s’a ppliquera au x nouvelles
embauches et aux augmentations de salaire, mais ne  doit pas se faire sur le dos de ceux qui ont
déjà un emploi », Libération, 24 septembre 2012.
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they would pay at best no heal th and family benefits, while
exemptions from contributions ( 28 percentage points today) are
higher than health and family contributions (17.45%). Offsetting
measures would be required for such companies. 

In the third case, the measure would be neutral for firms; it
would give purcha sing power gains to employees at the expense of
pensioners and capital income earners. This raises two issues: is it
fair to deteriorate substantially th e relative situat ion of pensioners
(already projected to deteriorat e under the impact of pension
reforms)? As we will see later in the paper, capita l income taxation
is already as heavy as labour income taxation, and so the rise in the
CSG would require compensatory measures (abolishing social secu-
rity contributions on incomes or introducing a rebate to account
for inflation or corporate taxation  already paid). This could then
lead to the fourth case: an entirely neutral measure. 

5.5. Social VAT

Many industrial business leaders and parliamentarians have put
forward social VAT. But contrary to what its proponents say, social
VAT would not be a ‘miracle’ reform allowing for social protection
to be financed by machines or by foreign producers. It could have a
positive impact on jobs only if  it led to lower employees and
pensioners’ purchasing power.

Let us consider first a closed economy. Would social VAT encourage
firms to use more labour? Let us assume that several percentage
points of employers’ social contributions are replaced by VAT
percentage points. At best, firms will translate fully contributions
cuts in production prices and cons umer prices will remain stable,
despite higher VAT. However, VAT and employers’ social contribu-
tions have roughly the same base (payroll), since the VAT does not
weigh on investment and hence on capital (see Sterdyniak and
Villa, 1984 and 1998). Therefore, VAT, like employers’ social contri-
butions, weighs only on labour. VAT has no impact on the relative
capital/labour cost: labour costs are lowered but capital goods
prices, which bear no VAT, are reduced similarly. The measure does
not encourage firms to use more labour and less capital. It does not
alter the relative situation of capital-intensive and labour-intensive
industries: labour-intensive industries support both heavy social
contributions and heavy VAT, as they benefit hardly from VAT
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deductibility on investment. Capital-intensive companies bear
little employers’ social contributions (as they have few employees)
and VAT (since they benefit from VAT refund on their investment).
The cut in employers’ contributions is offset by higher VAT not
only at the aggregate but also at each sector levels. There is no
sector effect to be expected. Relative prices of goods do not change
and hence there is no reason why consumers would change the
structure of their expenditure.

In order to see this more precisely, let us note p consumer
prices, q production prices, w the wage,  �  the rate of profit,  �  the
depreciation rate of capital, t the employers’ contributions rate and
�  the VAT rate. Let us assume that  the company produces 1 unit of
goods using 1 unit of labour and k units of capital. Its production
price is:  p = (1 + t)w + k(�  + � )q. 

The consumer price is:  q = (1 + � )(1 + t)w + k(�  + � )q

A reform reducing the employers’  social contributions rate and
increasing the VAT rate leaving the (1 + � )(1 + t) ratio unchanged
has no effect on the capital/labour relative cost, or on the prices of
the various sectors (characterized by different k). The social VAT
can therefore not promote labour-intensive sectors or encourage
companies to use more labour. 

The equivalence between VAT and employers’ social contribu-
tions is however true only at first order, for several reasons:

— VAT weighs only on companies’  sales; social contributions
on initial expenditure. The reform leads company taxation
to be more in line with the business cycle. Profit volatility is
reduced, which may have a posi tive impact on investment.
But in this case, the best reform is not to increase VAT, but to
tax the gross operating surplu s (EBITDA), or even better
profits (Table 14), although this would with increase tax
revenues volatility. But if entrepreneurs like to take risks,
they prefer taxation on production factors than on profits.

— Social contributions weigh on value added less profits; the
VAT on value added less investment. The measure favours
dynamic companies investing at the expense of companies
paying dividends, which is positive for growth.

— The measure decreases the investment price relative to the
consumption price. This decrease hits the owners of the
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existing capital. The rate of profit does not diminish, new
capital profitability is unaffected, but the purchasing power
in consumer goods for dividends paid on the capital in place
is reduced. The measure is thus a punctual tax on already
installed capital. 

This “quasi-equivalence” also shows that it is arguable to
consider that VAT is paid by the consumer while employers’ social
contributions are paid by  firms or by workers.

Let us consider now an open economy. Replacing employers’ social
security contributions points by VAT points provides competitive-
ness gains: the price of imported goods increases due to the rise in
VAT; the price of domestic products sold on the domestic market
remains fixed in principle; the pr ice of exports, exempt from VAT,
decreases: it is a disguised devaluation. Like devaluation, the
measure has an inflationary impact. Let us assume that VAT is
increased by 5 percentage points while social contributions are cut
by 6 percentage points. The day af ter the reform, import prices rise
by around 5%; export prices should in theory fall by 5% (if compa-
nies translate entirely social contributions’ cuts in their selling
prices). Consumer prices increase by 1.25%, with imports
amounting to 25% of the domestic market. The domestic economy
benefits from competitiveness gains of 5%, but thanks to a 1.25%
loss of French residents’ purcha sing power. Two strategies may
then be considered:

— Let indexation mechanisms play, which involves a rise in the
minimum wage, wages, and pe nsions. These increases will
have an impact on prices, an d then again on wages, until
domestic prices have increa sed by 5%; the competiveness
gain will therefore be only temporary. The inflationary risk is
all the more stronger that firms transmit slowly the fall in

Table 14. The choice of companies' taxation base

Basis Economic effect Volatility of the 
resource Impact on firms

Payroll Detrimental to employment Increases the risk

AV Detrimental to employment

EBITDA Detrimental to investment High Reduces the risk

Profit Detrimental to investment Very hign Reduces highly the risk
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labour costs while retailers immediately transmit the strong
rise in VAT and that the sharp rise in inflation in the first
year, may challenge the current weakness of wage increases 8. 

— Let prices increase and free ze wages and social benefits.
Competitiveness gains may then be permanent. But it
should be clearly announced that social VAT will lower
workers’ and pensioners’ purc hasing power, which cannot
be said to be social. Social VAT is a way to implement internal
devaluation.

The competitiveness of the Fren ch economy will be improved
only insofar as higher prices fo r imported consumer goods have no
impact on wages. Using social VA T thus implies that wage earners’
and pensioners’ purchasi ng power is reduced.

Social VAT is therefore not a miracle tool which would provide
competitiveness gains without en tailing losses in wage earners’
and pensioners’ purchasing power.  Social VAT does not allow to
shift the employers’ social cont ributions burden from domestic
employees to foreign producers. Each country has to finance its
social protection. Social VAT is not more favourable to labour than
to capital. For a given purcha sing power, VAT and employers’
social contributions have approx imately the same macroeconomic
impact. Social VAT has a few advantages: reducing company profit
volatility, support to dynamic companies, and a once for all taxa-
tion on dividends and interest payments. However, social VAT
cannot modify the social protection financing burden, which
would continue to weigh on labour. Social VAT cannot boost
employment without lowering purc hasing power. As compared to
the CSG, the VAT has a drawback (or advantage) or not saying
explicitly which economic agent wi ll pay for the reform: this will
result from the indexation mechanisms

The only tax reform allowing to provide competitiveness gains
without lowering workers’ incomes would be the introduction of
specific duty on imports, using its revenues to lower VAT (see Ster-
dyniak and Villa, 1998), but this is forbidden by the EU and WTO
rules.

8. However, due to the existence of the euro, th e rise in inflation in France would hardly be
reflected in interest rates, which would have  the advantage of easing the debt burden on
borrowers. 
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6.  A competitiveness shock?

Let us assume that an agreement is reached on the need to raise
competitiveness: should employer s’ social contributions cuts be
offset by higher VAT or CSG? 

According to the Box, both measures are roughly similar. The
main issue is to know whether companies will choose to keep their
prices unchanged to restore their margins, which will induce in a
large drop in French households’ real incomes or will they cut their
prices to increase their competitiv eness. In the first case, the ques-
tion is: will the rebound in investment offset the decrease in
consumption? In the second case, the question is: will external
trade gains offset the decrease in consumption? In the second case,
the policy is uncooperative. Its impact is nil if it is implemented by
all countries. Last, in both cases, the relative labour cost falls,
which could have positive long-term effects. 

The VAT rise leads to some increases in prices. In theory, social
benefits and the minimum wage are price-indexed. They would
therefore suffer no loss in purcha sing power. But the social security
deficit will increase and the situation of companies hiring low-
wage workers will not be improved. Also, employees would request
wage increases to offset the rise  in prices. The indexation mecha-
nisms would gradually reduce the initial gains in competitiveness
or margins. The measure therefore requests social partners’ agree-
ment to freeze the minimum wage, social benefits and wages. On
the contrary, the victims of the rise in CSG would not benefit from
any indexation mechanism and would have to accept lower
purchasing power. In addition, the CSG has the advantage of being
a resource assigned to social security, more ensured ex ante than
VAT percentage points.

Box.  On the quivalence between VAT and CSG

Let us consider a country where GDP is 100, exports and imports 25.
Wages (including social contributions) are 80; profits, 20. Company
investment is 20, of which half is imported. Consumption is 80 (of
which15 is imported products). In the short term wages and pensions
are fixed.

(1) Employers’ contributions are cut by 5, CSG increased by 5. Firms
maintain their prices and th us increase their profits. Ex post, there is no
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competitiveness gain in the short term. Net wages amount to 75, i.e. a
6.25% loss in purchasing power. Profits amount to 25. The relative wage
cost decreases by 6.25%. Under standard assumptions, propensity to
consume wages is 0.8; to invest profits: 0.4; multiplier: 1; capital/labour
elasticity of substitution: 0.3. GDP fa lls by 2% but employment is stable.

(2) Employers’ contributions are cut by 5, VAT increased by 5. French
companies keep their produc tion prices unchanged. Ex post, there is no
gain in competitiveness. Consumer prices rise by 6.25%. The purcha-
sing power of wages falls from 80 to 75. The relative wage cost is reduced
by 6.25% since investment prices are fixed. The macroeconomic impact
is the same as in case (1).

(3) Employers’ contributions are cut by 5, CSG increased by 5.
Companies fully transmit lower co sts in their prices. The producer
prices drops by 5%; consumer prices  fall by 4%. The purchasing power
of wages drops by 1% only. Competitiveness gains are 5%. The relative
wage cost decreases by 3.75%. Under standard assumptions of export-
price elasticity at 1, import-price  elasticity at 0.5, GDP increases
by1.25% and employment by 2.35%. 

(4) Employers’ contributions are cut by 5, VAT increased by 5.
Companies fully transmit lower costs in their prices. Producer prices
drop by 5%; consumer prices increase by 1%. The purchasing power of
wages decreases by 1%. Competitivene ss gains are 5%. The relative wage
cost decreases by 3.75%. The macroeconomic impact is the same as in
case (3).

6.1. Should a competitiveness shock be implemented?

The “competitiveness shock” philosophy is that households
should accept a strong fall in their purchasing power to improve
firms’ profitability or competit iveness. French taxation would
converge towards the standard Eu ropean model. The reform raises
six issues:

1. Should the Govern ment say clearly to households that they
need to accept their real incomes to fall?

2. What would be firms’ commitments in terms of investment
and jobs in France in exchange of a measure increasing massively
their profits? How to avoid that companies increase dividends
payments or investments abroad? 

3. Should France take steps towards a German strategy:
increasing firms’ competitiveness at the expense of households’
real incomes knowing that this strategy is disastrous at the euro
area level? Of course, this kind of reform replac es the impossible
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devaluation in the euro area. Bu t it is detrimental to European
partner countries (which would respond with the same kind of
measures) and does not guarantee competitiveness gains vis-à-vis
non euro area countries, which depend mainly on euro exchange
rate developments. Successive internal devaluations cannot
replace a reform of th e euro area economic policy framework. 

4. In Europe, France is in an intermediate situation between
Northern countries which made strong competitiveness gains at
the expense of their populations’  purchasing power, and Southern
countries, which experienced exce ssive wage increases. In 2000,
the wage share in value added was 66.8% in Germany, 66.9% in
France, 65.5% in the euro area. In 2007, it was down to 61.2% in
Germany (-5.6 points), 62.8% in the euro area (-2.7 points), 65.7%
in France (-1.2 points). Should European workers fight against each
other by accepting a lower wage share in value added? On a
2000=100 basis, real wages had fallen to 97.9 in Germany in 2011,
and risen to 111.2 in France (i.e. a 1% rise per year). Which country
is wrong? 

5. The share of profits in comp anies’ value added was 29.6% in
1973. It fell down to 23.1% in 1982 before rising to 30.2% in 1987
(Figure 2). It stood at 30.8% in 2006, i. e. at a satisfactory level. Since
2007, it has been falling again due to the output fall and labour
hoarding, which should be in principle a temporary phenomenon.
The ratio did not fall because of higher taxation or excessive wage
growth. The profit share in GDP can only recover under a
“economic growth shock”. Similarly, the share of profits (defined
as cash flow + net dividends paid + net interest payments) in value
added has returned to a satisfacto ry level. The problem in that
investment spending was of the same size as profits in 1973, and is
now 3-4 percentage points lower in terms of value added. Should
the profit share be increased with out any guarantee on investment? 

6. Internal devaluation can be effective if the French economy
suffers mainly from a lack of pric e competitiveness. But de-industri-
alization has probably other deeper  roots. Firms prefer to operate
and expand in emerging countries; scientific courses are not the
first choice for students; young people do not wish to start indus-
trial careers where pay is low and ca reer prospects uncertain; France
succeeds neither to protect its traditional industries, nor to develop
in innovative sectors; the financial sector prefers speculation to
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financing production and innovation, etc. This would not be
solved by devaluation. France needs an industrial revival, which
was already impulsed by competitiveness poles, the research tax
credit, the Ministry of Industry, and which should be funded by the
BPI (public investment bank), whose ability to act should be
enlarged and field of competence specified.

Despite these doubts, in 2012 the Government decided that
from 2014 French firms would be entitled to a CICE ( Credit d’Impôt
pour la Compétitivité et l’Emploi), a tax credit amounting to 6% of
their gross wage bill, applying  to wages below 2.5 times the
minimum wage. This ta x credit amounts to 20 billion euros and
should be financed by additional public spending cuts (10 billion),
higher VAT (6.5 billion) and higher environmental taxation
(3.5 billion). In January 2014, the normal VAT rate increased from
19.6% to 20%; the intermediate rate  from 7 to 10%. As, in the same
time, firms benefited from the CI CE, these increases had no impact
on the inflation rate. Choosing a tax credit rather than social
contribution cuts makes the measure complicated and less visible
for firms. 

In 2014, the government decide d that a Responsibility Pact
would increase employers’ social contribution cuts by 10 billion

Figure 2. Profit margin, rate of profit, and investment ratio of French companies

In % of value added

 Source: INSEE.
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euros. Some economists argued th at these cuts should be targeted
on industrial sectors (or, at least, should apply to all workers) in
order to improve industrial compet itiveness, to support upgrading
firms’ strategy, to support in novative firms (who pay higher
wages). But labour economists insisted on pursuing a low-wage
targeting strategy. Finally, a complicated compromise was made:
5 billion euros to cut employers’  family social contributions by
1.8 percentage points on wages until to 3.5 SMIC, 5 billion to
reduce employers’ social security  contributions on low-wages. On
the whole, the measures implem ented would cut wage costs by
3.9%; around 22% of the measures would benefit the industry.
France therefore starts to follow an internal devaluation strategy. 

According to Ducoudré and Heye r (2014), these measures will
have virtually no impact on GDP (the effect on domestic demand
offsetting the compet itiveness effe ct); employment would rise
approximately 260 000 (i.e. the unemployment rate would fall by
0.8 percentage point) via a substi tution effect. This leads however
to a highly complex system, where social security contributions are
progressive for wages between 1 and 1.6 times the SMIC, and flat
from that level with a tax cred it for wages below 2.5 times the
SMIC and a rebate for wages below 3.5 times the SMIC. This
reflects the influence of the idea according to which: “the high
level of the minimum wage  needs to be offset”.

The CICE and the respon sibility Pact are not part of a coherent
reform of social protection fina ncing, since the French govern-
ment says it intends to finance employers’ social contributions
cuts by lower public and social expenditures.

7. Company taxation

The company tax burden cannot be easily measured, because it
is uneasy to say which part of taxation bears respectively on
companies, workers and consumers.  In a company’s location deci-
sion process, all taxes play a ro le, including mana gement incomes
taxation, and also public expenditure and social protection which
the firm and employees benefit from. Should indirect taxation
(such as excise duties for instance) be incorporated in company
taxation? In principle, the answer is no, because these taxes are
passed on to consumers, but possibly only partly. Should
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employers’ social contributions be included? In principle, no,
because they weigh on wages in the long term, but the long term
may be a very far horizon.

According to a rather arbitrary definition (CIT + taxes on
production), the company taxation  burden ranged in the EU in
2013 within 5 to 7 percent of GDP, being clearly higher in France
(9.4%), and Sweden (11.3%), and clearly lower in the Netherlands
(3.6%) and Germany (4.4%, see Table 15). 

Even if the corporate income tax represents a small share of tax
revenues, companies are highly sens itive to it. Over the last twenty
years, globalisation and the European Single Market have facili-
tated the possibility for firms to  choose where to locate their
financial or productive activities , which strengthened tax competi-
tion. Almost all EU countries drastically cut their CIT rate
(Table 16). In 2012, the UK laun ched a new tax competition wave
in cutting its CIT rate to 24%. However, the comparison is made
difficult by the existence of a local business tax which may be
based on benefits (Germany), on  value added (Italy, France) and
even more by substantial differences in the tax base assessment (in
particular in depreciation rules). In  France there is a normal rate of

Table 15. Non-financial company taxation in 2013

In % of value added

Income taxes Taxes on 
production Total Social

contributions

Germany 3.8 0.6 4.4 10.2

Austria 3.6 4.0 7.6 9.5

Belgium 4.4 1.5 5.9 16.5

Denmark 4.0 1.9 5.8 3.1

Spain 3.2 1.4 5.6 11.5

Finland 4.4 0.2 4.6 11.0

France 3.8 5.6 9.4 16.3

Italie 4.8 3.5 8.3 15.4

Netherlands 2.6 1.0 3.6 12.4

UK 3.8 2.9 6.7 9.9

Sweden 4.0 7.3 11.3 13.9

United States 4.2 2.4 6.6 10.3

Source: OCDE (2015), National accounts.
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33.3% (and a reduced rate of 15% for very small firms), on top of
which large companies have to pa y a social contribution (a 3.3%
increase) and a temporary contribution (a 10.7% increase). Finally,
dividends are subject to a 3% cont ribution. These high rates do not
bring higher CIT revenues.

The existing system is far for being satisfactory at the EU level.
Countries have different rules for tax bases calculations. Transfers
between headquarters and subsidiaries are managed by a patch-
work of bilateral agreements. La rge firms use tax optimisation, by
choosing carefully the location of their headquarters, of their
subsidiaries and of their financ ial operations. They use transfer
prices, inter-enterprise credits and royalties to locate their profits
in low CIT-rates countries. The need to avoid a costly tax competi-
tion, the single market, the rising number of companies operating
in several EU-countries make it increasingly necessary to organise

Table 16. Changes in nominal rates of CIT

1990 2010 2013

Austria 30 25 25

Germany 40.5 DB / 54.5 NDP 30.2 30.2

Belgium 41 34* 34*

Denmark 40 25 25

Spain 35 30 30

Finland 44.5 26 24.5

France 42 DB / 37 NDP 34.4  33.3/34.4/38.0/40.2

Greece 46/ 40 industry 40 26

Ireland 43/ 10 industry 12.5 12.5

Italy 46.4 31.4 27.5

Portugal 40.2 35.2 31.5

Netherlands 35 26.5 25.0

United Kingdom 34 28 23

Sweden 53 26.3 22

Hungary 50 19.6 19

Poland 19 19

Czech Republic 19 19

Japan 50 39.54 37.0

United States 38.65 39.2 39.1

* With a system of notional interest.  DB: dividends; NDP: undistributed profits.
Source: OECD, tax database.
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CIT at the European level. But tax federalism comes into conflict
with MS autonomy in terms of ta xation. Hence, Ireland and CEECs
refuse any rise in their tax rates.

Since 2000, the Commission has proposed to reform the multi-
national companies’ corporate tax base. The Commission suggests
that a multinational group may choose to be taxed on a compre-
hensive tax base set by a European  rule. The profits of the group
would be split among the different member states where the
company operates, according to an allocation key (value-added,
payroll, etc.). The share of profit s made in each MS would be taxed
at the domestic tax rate. This woul d allow to abolish profit shifting
practices. However, it seems diff icult to give companies a choice
between two corporate taxation systems. One can hardly imagine
how multinational compan ies’ subsidiaries could fill in tax assess-
ments only to the tax authorities of their parent company. How
would the consistence of tax asse ssments in the host country be
ensured? Finally, this system is hardly compatible with the strong
disparity in national tax rates. 

Hence we do not see how Europe can avoid a painful road
towards a negotiated convergence on corporate taxation, which
should be done through four steps: 

— Strong homogenization of tax bases;
— Recognition of the source prin ciple of taxation, hence agree-

ment to combat unjustified profit shifting in low tax
countries;

— Setting of a floor rate which would vary according to the MS
development level, such as 20% for the new MS, to 30% for
the older MS. The minimum rate would be gradually increased
in line with economic conver gence. MS who consider that
they provide specific advantages to their companies would be
entitled to set a higher tax rate, at their own risk; 

— MS in transition should be al lowed to subsidize their firms,
on a payroll basis, which would prevent the risk of profit
shifting in these countries. Subsidies to companies should
also be more easily allowed to help the poorest regions, the
sectors in difficulty, innovati on and research, jobs for some
categories of workers. Thus, countries could try to attract
job-creating and innovating companies instead of compa-
nies looking for tax optimization.
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Some difficult issues remain: how to account for local taxation?
Who, between MS and the Commission, would decide upon
temporary (for economic reasons) or structurally (to encourage
R&D) tax relief measures? 

EU countries should also combat tax and regulatory heavens.
First, a comprehensive list of the latter should be done. Second,
OECD countries should prohibit their banks, financial institutions
and firms to locate any operation and to have any subsidiaries in
these heavens. Tax agreements should be made to restrict them to
countries having minimum tax rates on companies and on
households.

In order to discourage dividend payments, France introduced in
2013 an additional taxa tion on distributed profits (at a 3% rate).
This is in fact arguable, since paid dividends are taxed at the share-
holders’ level via social contribu tions and the income tax, while
non distributed profits escape taxation, and will be taxed, at best,
when they are sold, although they may actually escape (see below).

Interest payments are deductible from the CIT, which does not
hit borrowed capital. This is consistent with the view according to
which the CIT is a “tax on shareholders”. This helps indebted
companies to reduce their CIT payments. This encourages ficti-
tious under-capitalisation and allows risky financial packages such
as LBOs. In 2012, France decided to re-introduce 25% of net finan-
cial company payments in the CIT base, for firms where they are
higher than 3 million euros. In  2013, the Government planned to
introduce a new tax based on the EBITDA, with a view to raise it
overtime, replacing a number of small taxes. This new tax had the
advantage of bearing on interest payments and royalties transfers,
therefore of combating tax optimisation. It also bears on capital
depreciation, which can be seen as a drawback (by weighing on the
industry and discouraging investment) or as an advantage (by
discouraging capital/labour subs titution). The Government aban-
doned this project in front of companies’ opposition.

The French tax rate is high, even if it is partly offset by more
favourable depreciation rules. VAT and social security contribu-
tions hit labour, EBITDA taxation hit capital; corporate taxation
hits non-borrowed capital. In a mass unemployment situation, the
objective should be to  cut labour rather than capital taxation.
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Hence, it is justified that France chose so far to focus on social
contributions rather than on corporate income tax cuts. 

From that perspective, the reform of local business taxation is
debatable. The “ taxe professionnelle” was initially based on the
payroll, productive capital and land property. The “labour” base
was abolished in 2003 and turned into a capital tax. The 2010
reform cut taxation by  5 billion, but this applied mainly to the
‘capital’ base, thereby promoting capital/labour substitution and
capital-intensive firms. Conversely, the reform has the advantage
of encouraging industry. A cont ribution based on companies’
value added (CVAE) was introduced, and will possibly be increased
in the future to replace employers’ social contributions, which will
allow weighing less on ca pital and more on labour. 

In early 2014, the French government organised the “ Assises de
la fiscalité des entreprises”. Firms requested a massive CIT rate cut
(targeting a rate of 25%). They requested the abolition of the C3S
(a tax weighing on companies’ turnover and financing non-
employees pensions), of all taxes based on the payroll (transporta-
tion tax, wage tax, apprenticeship tax, housing tax) and of many
small taxes (financing public operators, professional organisations
or organisations with ecological or behavioural objectives). But it is
fair that firms contribute to their employees’ transportation costs;
the payroll tax replaces VAT for the sectors which are not subject to
it; behavioural taxation is often justified. After the Assises, the
Government announced the prog ressive abolition of the C3S
(from 2015 to 2017), which will cost 5.8 billion, the abolition of
the CIT surcharge in 2016 (a 2.3 billion cost) and the objective of
cutting the CIT rate from 33.3% to 28% in 2020. On the whole,
this will cut company taxation by 10 billion before 2017.

In the recent past, the French strategy was to maintain a high CIT
rate but to maintain also, and even extend, tax expenditure meas-
ures to encourage companies to inve st and to create jobs in France.
Thus, France had introduced a ge nerous Research Tax Credit,
followed by the Tax Credit for competitiveness and employment.
France had chosen tax incentives, rather than neutral taxation. The
strategy which seems to prevail now is to cut the CIT nominal rate
so as to take an active role in European tax competition.
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8. Households’ taxation

Broadly speaking, households’ direct taxation amounted to
14.85% of GDP in 2012. This includes the CSG-CRDS (5.1% of
GDP), non-contributory employers’  social contributions (4,4%),
the income tax (2.9%), the residency tax (0.8%), property taxes
(0.75%), taxes on inheritance and donation (0.45%), the wealth
tax (ISF, 0.25%), the tax on transactions (0.2%). 

The income tax and the wealth tax (ISF) are the only progressive
taxes, the only taxes accounting for households’ total incomes and
characteristics. In France, their weight is low: by nature, they should
be strongly progressive. The French specificity is the coexistence of
an income tax, very targeted but with a small weight, of a propor-
tional CSG ( Contribution sociale generalisée), and employers’ social
contributions without any ceiling and progressive (because of low-
wage exemptions). In addition, th e poorer families are entitled to
the PPE (Prime pour l’emploi), the RSA (Revenu de Solidarité Active) and
housing benefitfs. On the whole, th e French system is highly redis-
tributive (Table 4 and Table 17), which makes it difficult to improve,
but this redistributiveness is obtained in a complicated way.

Table 17. Taxation and redistribu tion, family two children, in 2013

In euros per month

SMIC 4 SMIC 10 SMIC

Total employer labour cost 1 685 8 227 20 595

Contributive employer s contributions (3)  330 1 318 3 318

Employers contributions health-family (2)  297 1 189 2 975

Low-wage contribution exemption (5) 372

Gross wages  (1) 1 430 5720 14 302

Contributive employee s contributions (4) 197 789 1836

CSG (6) 112 450 1 124

RSA/housing benefit/family benefit  (7) 371/280/129/60 129 129

Income tax (8) 0 235 1 846

Disposable income 1961 4375 9625

Saving rate 0% 10% 20%

Added value tax (9) 327 656 1 284

Tax-benefits *  (10) -476 2401 7100

Net tax rates ** (11) -41,1% 39,2% 46,0%

*  (10) =(2)+(6)+(8)+(9)-(5)-(7) 
** (11)=(10)/((1)+(2)-(4)-(5))
Source: Author's calculations.
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