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I. TAX SYSTEMS AND IMPLEMENTATION 

1. Introduction 
1.1.  Tax triggering and tax remittance

Nearly all of modern tax theory is concerned with what actions, or states of affairs, trigger tax liability, and virtually none is concerned with the remittance of funds to the government to cover that liability.  Indeed, elementary public finance textbooks assert that the remittance details—such as whether the buyer or seller of a commodity remits the sales tax triggered by the sale—are irrelevant to the consequences of a tax.  Implementation of actual tax systems, however, requires considerable attention to the remittance of monies to the tax authority.  This attention includes both the administration and enforcement of the tax rules, as well as the design of the tax rules with the administrative and enforcement issues in mind.  The combination of a set of rules that determine what actions or states of the world trigger tax liability and a set of rules and practices by the tax authority that implement the remittance of the tax liabilities constitutes a tax system.


The importance of implementation issues has not, though, been lost on scholars of the historical evolution of tax structure, notably Hinrichs (1966) and Musgrave (1969), who have stressed the importance of tax administration issues.  They argue that modern tax structure development has generally been characterized by a shift from excise, customs, and property taxes to progressive individual income and corporate income taxes.
  This shift was made possible by the expansion of the market sector and the relative decline of the rural sector, the concentration of employment in larger establishments, and the growing literacy of the population.  It may be that this trend of many centuries has now ended, as further changes in the technology of tax administration, including globalization and financial innovation, are pushing countries away from progressive income taxes toward tax systems that rely more on broad-based consumption taxes such as the value-added tax (VAT), flatter rate structures for income taxation, or the "dual income tax" system recently adopted by certain Scandinavian countries.  

Alt’s (1983) treatment of the evolution of tax structure stresses the role of administrative and compliance costs.  He argues that it has become increasingly easy to collect taxes from organized business rather than from households, and that one explanation for the widespread adoption of the VAT is that it imposes compliance costs without raising administrative costs, through incentives for self-policing.  Kau and Rubin (1981) focus on changes in the cost of collecting taxes, and successfully relate growth of the U.S. federal government to reasonable correlates of collection cost, such as the literacy rate, the extent of female labor force participation, and the extent of the agricultural sector.  Balke and Gardner (1991) contend that declining marginal collection costs can explain the stepwise growth in the size of government and the changes of taxation observed in the U.S. and U.K.  They argue that major wars coincide with permanent improvements in tax instruments and tax collection technology, which facilitated permanent expansions in government size thereafter.  



Most economic analysis of taxation presumes that tax liability can be ascertained and collected costlessly.  As a description of reality, this is patently untrue.  There are costs incurred by the tax authority, which must establish and implement systems to manage all aspects of the taxes (“administrative costs”), the taxpayers who must comply with their obligations, incurring costs (often including professional advice and assistance) as they do, and by third parties to the tax remittance process, such as employers required to remit tax on behalf of their employees (“compliance costs”).  Of course, these are not the only resource costs that tax systems incur.  Indeed, most of modern economic analysis is concerned with a third category, sometimes called “distortion” costs, that arise because tax systems alter relative prices and induce individuals and companies to make decisions based on tax-distorted relative prices.  For this reason, a society’s endowment of resources is not put to its best use, certainly a cost.  The distortion costs are not independent of the administrative and compliance costs, as we’ll see later.


Why administrative and compliance costs exist may be obvious, but is worth making explicit.  If all taxpayers were scrupulously honest, an administrative system is required to provide information about tax liabilities and to record payments.  But, of course, not all taxpayers are honest.  Because of that, no government can announce a tax system and then rely on taxpayers’ sense of duty to remit what is owed.  Some dutiful people will undoubtedly remit what they owe, but many others will not.  Over time the ranks of the dutiful will shrink, as they see how they are being taken advantage of by the others.  Thus, paying taxes must be made a legal responsibility of citizens, with penalties attendant on noncompliance.  But even in the face of those penalties, substantial tax evasion exists and society may judge that it is worthwhile to expend resources to minimize its deleterious effects.  One might label these the administrative and enforcement objectives of the tax authority, respectively, but because they are so entwined in (actual) societies that consist of both scrupulously honest and dishonest taxpayers, this distinction is not methodologically very helpful. 



As we return to later, in the UK administrative costs comprise 1.15 percent of net revenue collected, considerably more that in the U.S. where they amount to only 0.52 percent of net revenue collected.  Importantly, though, the administrative costs are generally dwarfed by the compliance costs of collecting taxes.  In the US, the compliance costs have been estimated at 10 percent of revenues collected, and in the UK…
  **Try to get a comparable figure for the UK**.


Even with these costs, the tax rules as written are not enforced exactly.  In the UK noncompliance is probably between 9 and 14 percent of actual revenue; in the U.S. federal income tax noncompliance has been estimated at 13.7 percent.
  


Existing tax structures themselves are undoubtedly skewed by the realities of tax evasion, avoidance, and administrative costs.   Examples include the extensive powers needed to cover production of documents, powers of search and entry and even arrest within tax codes,  the plethora of anti-avoidance legislation that is part of every Finance Act in the UK, and  the introduction into the UK’s VAT regime of options such as cash or annual accounting and the flat rate system, all aimed at smaller businesses with the intention of reducing administrative burdens.  **Add examples of tax rules that reflect administrative realities.**

Implementation concerns are central to the three pervasive issues of tax design in modern economies: (i) how personalized tax liability ought to be; (ii) how progressive the distribution of tax burden ought to be, and (iii) whether the tax base ought to be primarily income or consumption.  The extent to which tax burden should be personalized to fine-tune equity concerns, and to what extent rough justice is acceptable, largely revolves around the resource cost of implementing the personalization.  For example, a proportional (as opposed to progressive), non-personalized distribution of the tax burden can be achieved without a comprehensive income tax and with a business-based tax system like the value-added tax.  **Get Musgrave quote.**  Although the continuing debate about the relative merits of income versus consumption taxes has many dimensions, one of the most influential consumption tax advocates, David Bradford, argued primarily on implementation grounds: that consumption is inherently easier to  measure than income, and for that reason consumption taxes provide  a less capricious distribution of the tax burden and can be operated with less resources devoted to verifying and manipulating the tax base.  **Get Bradford quote.**  They also figure prominently in other tax design issues, such as the choice between a value-added tax and a retail sales tax.  According to standard analysis, broad-based versions of these two taxes are equivalent, and should have exactly the same implications for citizens’ welfare.  But they are implemented differently, so that tax practitioners tend to have strong views about which is superior.
1.2.  Definitions of Key Terms

Because one of our objectives is to clarify the distinction between what triggers tax liability and how these rules are implemented, we will try to be very careful about the usage of some key terms.  This is sometimes tricky because the official terminology of a tax system might not match up with the consistent terminology we would like to employ.  
The linchpin of our quest for semantic clarity is the careful use of the term “remit” and its various forms.  We will here use (and urge the use of elsewhere) the term  “remit” tax to refer to mean to writing a cheque or otherwise transmitting funds to the tax authority.  For example, under a value-added tax all non-exempt businesses may be required to remit tax, while under a retail sales tax only registered retail businesses are required to remit money.  It may be that, under certain conditions, a broad-based uniform VAT and RST end up having the same economic impact—in terms of the well-being of the citizens—but even so the remittance pattern is quite different.  Indeed, we will argue that in many situations the remittance rules, and more generally the implementation, play an important role in the economic impact of a tax system.
The “statutory” bearer of a tax is the agent that is ultimately liable to remit tax.  When an agent other than the statutory bearer must remit some tax, we call this remittance “withholding.”
  If the withholding agent fails to remit the tax, the statutory bearer must remit the balance.  “Final withholding” is when the withholder’s remittance equals the actual liability—no adjustment need be made by the statutory bearer.  
It is commonplace in the economic analysis of taxation to focus on who bears the ultimate burden of taxes, and to distinguish between the person who ultimately bears the burden from either who or what legal entity remits tax and the identity of the statutory bearer of the tax.  This is because a tax system generally causes changes in pre-tax prices, and thereby the burden may be shifted away from the statutory bearer.  For example, a tax triggered by labor earnings will in general increase the pre-tax wage, so that the after-tax wage does not fall as by as much as the tax rate.  Thus the burden of the tax is shared between the employer, who faces a higher pre-tax wage (cost of labor) than otherwise, and the employee, who receives a lower after-tax wage rate than in the absence of the tax.  Exactly how this burden is shared (i.e., how much the pre-tax wage rate increases and how much the after-tax wage declines) depends largely on the relative elasticity of the demand for labor and supply of labor: a more inelastic labor supply and more elastic labor demand makes it more likely that employees will bear the burden of the tax; a more inelastic labor supply and more elastic labor demand makes it more likely that employees will bear the burden of the tax. 
We will say that an individual “bears the burden” of a tax system to the extent it causes a loss of utility.  Economists often assert that businesses do not bear the burden of taxes.  This is not a statement that taxes will never reduce the rate of return to investing in or running a business.   Rather it is a methodological statement that, in order to understand the distributional impact of any tax (i.e., the “incidence” of taxes), the burden must be traced beyond the impact on the profitability of a legal entity to its impact on the well-being (i.e., utility) of individuals.  This is particularly true for those taxes that are remitted by businesses and those for which the business is the statutory bearer.
There are two commonly-used terms that, because of the imprecision of their meaning, we will avoid.   The first is that an individual or a legal entity “pays” taxes.  In common parlance, to “pay” taxes sometimes refers to the remittance of money to the tax authority, and sometimes refers to bearing the burden of a tax.  Rather than having to specify which meaning applies in a given context, we will avoid it altogether.  Second, we will not say that businesses “collect” taxes.  Businesses often remit tax, but it is not meaningful to assert, for example, that a business collects--but does not remit--a given amount of tax.  We will, though, use the word “collect” in the sense that the tax authority “collects” tax from those in the private sector that remit taxes; they are on the receiving end of remittances from individuals and legal entities.

1.3.  Road map 
Part I of this chapter will address the key implementation issues that arise in a developed country’s tax system, while Part II applies this framework to current policy issues in the U.K.  Part III offers some speculations about the future of taxation and some conclusions.  Although this chapter ranges broadly over these issues, it will touch only peripherally on some relevant issues, such as the bureaucratic organization of the tax authority.  It also assumes that the net revenue required is fixed, and the policy issue is how best to raise this given amount.  **Other limits?**
2.  Principles of optimal tax system design
2.1.  Consequentialist and welfarist framework

We adopt a consequentialist approach to the objectives of tax policy.  In particular, we suppose that the best tax system is one that is best for the citizens’ well-being, or welfare, as they judge their well-being.  Although standard in normative economic analysis, this approach has a number of implications that need to be aired.  For one thing, it presumes that the process or system that generates welfare levels is irrelevant except insofar as they affect those welfare levels.  So, for example, when we assess whether a tax system or an aspect of it is “fair” or “equitable,” we will be referring to its effect on the distribution of well-being, not to the process that generates this distribution.  Two processes that lead to identical distributions of welfare will be considered equivalent.

By emphasizing citizen’s well-being as they judge it, our assumptions about the rationality of citizens’ decisions become crucial.  For the most part, we will adapt the standard economics perspective that individuals (or families) make decisions that provide the highest level of well-being, as they judge it, given their resources and the price system.  We recognize that there are situations in which human behavior appears to violate the axioms of rational behavior; for example, choices may depend on the semantic “framing” of the choices.  We will address the issues this “behavioral” perspective raises when it is appropriate.

This approach also requires that there be some way to aggregate citizens’ welfares that determines how the society makes tradeoffs among the welfare levels of different citizens.  The shorthand framework for this is a social welfare function that implicitly assigns weights (at least at the margin) to individuals’ (or families’)
 welfare, weights that might differ according to their level of well-being: the higher the relative weight on low-welfare individuals relative to high-welfare individuals, the more egalitarian is the social welfare function, and the more the society is willing to trade off aggregate welfare for a more equal distribution of welfares.    We will presume that the degree of egalitarianism is determined by the political system.

For the most part, the central issues of tax administration and enforcement-- avoidance and evasion, administration, and enforcement—enter naturally into a consequentialist, welfarist framework  But there are two issues that fit uneasily into this framework.  One issue, raised by Cowell (1990, p. 136), is that our approach does not allow for the possibility that  there should be a specific social welfare discount applied to the utility those who found to be guilty of tax evasion and thus “are known to be antisocial,” as opposed to the welfare weight  applied to the innocent or uninvestigated.  By applying no such discount, noncompliant taxpayers do not per se receive a lower welfare weight than compliant taxpayers.  This makes it difficult to make sense of the following statement by HMRC:  “There is always a delicate balance to be struck between keeping systems as straightforward as possible to reduce compliance costs for honest businesses and ensuring that sufficient safeguards are in place to catch those who abuse the system.”   (HMRC, 2005, p. 31)
The second difficult issue is horizontal equity, to which we return in Section 2.4.

2.2.  Resource costs
In building an analytical framework, it is helpful to first ignore distributional issues, and to introduce these later.  By putting distributional issues aside, one can focus on the efficiency issues that arise in tax implementation.   This way of proceeding is admittedly a bit artificial, because one reason for incurring administrative and compliance costs is to avoid unwanted distributional effects, but it allows us to isolate and clarify the resource cost issues.

Both administrative and compliance costs reduce the resources available for producing goods and services that people value, and thus ceteris paribus reduce individuals’ well-being, or utility.  The modern theory of optimal taxation, begun by Mirrlees (1971) and Diamond and Mirrlees (1971), can be extended in a straightforward way to address these costs in the same framework that applies to the choice of rates and bases, the traditional focus of analytical inquiry.  


To see this, we consider a simple, general version of optimal tax theory that follows Mayshar (1991).  The model assumes that the government chooses a level of public goods, G, and a vector E of tax policy instruments so as to maximize V(U*(E,w),G), where V is the well-being of the representative individual, w is the individual’s wage rate, and U* is the utility derived from private goods.  If all tax policy instruments are chosen optimally to maximize V, then it will be true that MBF = MECFi, where MBF is the social marginal benefit of funds (in terms of private consumption) in providing public goods, and MECFi is the marginal efficiency cost of funds of any tax instrument i that is employed.
   Starting from a non-optimal situation, if all tax instruments have a MECF below the MBF, then taxes and public good provision should be increased.  If all the tax instruments’ MECF exceeds the MBF, then taxes (and public good provision) should be decreased.  If some tax instruments have a MECF above the MBF, and some below, it is optimal to reduce relative reliance on the high-MECF instruments and increase reliance on the low-MECF instruments.  To make this a bit more concrete, consider that the MECF of the American tax system has been estimated at 1.4, meaning that at the margin the social cost of raising another dollar of taxes is $1.40.
Now comes an important step.  In the absence of evasion or avoidance, the MECF of the ith tax instrument is equal to Xi/MRi, where Xi is the change in revenue assuming no behavioral response, and MRi  (marginal revenue) is the change in revenue allowing behavioral response.  The larger is the revenue-losing response, the higher is the MECF, and the less efficient is the tax instrument.  Equivalently, for instruments that can be defined continuously, such as a tax rate, Xi/MRi equals 1/(1 + (i), where (i is the elasticity of the tax base with respect to tax instrument i;
 the higher the absolute value of the behavioral response elasticity (defined as a negative number), the higher is the MECF.  

Note that the above interpretation is not limited to reforms involving tax rates.  One may define the marginal cost of funds with respect to marginal changes in any parameter of the tax system (e.g., income brackets, exemption levels, penalties for tax evasion, etc.).  Nor does its application rely on an assumption that tax policy has been set optimally; away from the optimum, the MECF concept can be used to identify incremental changes in the tax system that would increase social welfare.


To see how the MECF concept can be extended to evasion and avoidance, recall that the potential change in tax revenue (assuming an inelastic base) is Xi but, because of taxpayers’ response, the government collects only MRi.  We can divide the potential tax Xi into two components as follows:

(1)
Xi = (Xi - MRi) + MRi,

where MRi dollars are collected and (Xi - MRi) "leaks" outside the tax system.  The critical question is how to evaluate, from a social welfare point of view, the leaked dollars.  To do this one must ask how much a taxpayer is ready to expend (on the margin) to save a dollar of taxes or, alternatively, how much utility loss he or she is willing to suffer in order to save a dollar of taxes.  The answer is that a rational taxpayer will be ready to sacrifice up to, but no more than, one dollar in order to save a dollar of taxes.  Hence, on the margin the private cost, which is equal to "leaked" dollars multiplied by their cost per dollar, is (Xi - MRi); the collection of MRi dollars results in a loss of (Xi - MRi) to the taxpayer over and above the taxes paid.  If we assume that the utility loss to the individual (private cost) of the leaked tax revenue should be accorded the same social cost as the utility loss due to the taxes paid, then the cost to society of transferring a dollar to the government is (Xi - MRi)/MRi = (Xi/MRi) -1.  The total marginal cost to the individual taxpayer, including the taxes paid, is Xi/MRi.


Consider now a taxpayer who also has the option to evade part of the additional tax.  On the margin, he would be ready to sacrifice utility valued at one dollar (in additional risk bearing due to evasion and/or due to substitution to cheaper but less rewarding activities) in order to save a dollar of taxes.  Hence, we do not have to know whether the "leak" is due to evasion or due to real substitution in order to evaluate the costs to society.  The same rule applies to avoidance activity and, in fact, to any activity under taxpayer control.  All one needs to know is the potential tax (i.e., assuming an inelastic tax base) that will be collected from a change of a parameter of the tax system, and the actual change (taking into account all behavioral responses) in order to evaluate the marginal efficiency cost of raising revenue.  


A critical assumption is that the cost borne by taxpayers in the process of reducing tax liability is equivalent to the social cost.  This is certainly true in many situations, such as when the private cost takes the form of a distorted consumption basket.  But in some cases the private cost is not identical to the social cost, for example when the behavior of the taxpayer causes some externality.  Consider the case where being caught evading imposes a stigma on the taxpayer, as in Benjamini and Maital (1985) or Gordon (1989), and assume that the larger the number of evaders the lower the stigma attached to each act.  In this case the social cost of evading taxes diverges from the private cost because the potential evader does not take into account the impact of his action on other members of the society.


Fines for tax evasion present another example of the potential divergence between the private and social costs of tax-reducing activities.  The possibility of a fine for detected tax evasion is certainly viewed as a cost by the taxpayer, but from society’s point of view it reduces the amount of revenue that would otherwise have to be collected.  (This is in contrast to imprisonment, unless the prisoner is forced to produce socially valuable products while imprisoned.)  Thus, the MR term should include fine collections. Note that, if the fine itself is the policy instrument, this argument implies that its MECF could be close to zero, and almost certainly less than one, making an increase in fines look like an attractive policy option indeed.  As discussed later, there are reasons unrelated to efficiency cost minimization which render undesirable increasing fines for tax evasion without limit.


Applying the MECF rule to administrative and compliance issues clarifies the common thread tying together the tradeoffs that arise in tax policy.  In the generic problem, there are two ways to raise revenue:  to increase a set of tax rates, and by so doing to increase excess burden, or via an alternative that involves increasing administrative costs (e.g., by broadening the tax base as in Yitzhaki (1979), or by increasing the probability of a tax audit, as in Slemrod and Yitzhaki (1987)).  An optimal policy would equalize the marginal costs of raising revenue under the two alternatives.  If one defines the costs of taxation as deadweight loss plus administrative costs, at an optimum the MECF of each tax rate should be equal to the MECF of administrative improvements that raise revenue.  In calculating the MECF of administrative improvements, it is important to account for the fact that these expenses come out of funds that were presumably raised with tax instruments that have an MECF in excess of one.  In other words, administrative improvements that raise net revenue decrease the excess burden; hence, on the margin and for given revenue, the saving in excess burden should be equal to the increase in administrative costs.  In this way, the MECF criterion can be applied to tax administration, too.


Compliance costs are additional costs imposed on the taxpayer.  Therefore, they should be added to the burden imposed on the taxpayer.  They serve as a substitute to administrative costs, but the expenses are borne directly by the taxpayer rather than through the government budget.  **Expand on compliance cost examples where private cost and social cost diverge.**

The revised MECF that includes these factors, derived and discussed in Slemrod and Yitzhaki (1996), is

(2)


,

where ( is the social value of the utility the taxpayer is sacrificing at the margin in order to save a dollar of tax, which is equal to one in most cases.  Ci is the marginal private compliance cost associated with the ith instrument, Ai is its marginal administrative cost, and MRi - Ai is the net revenue collected at the margin.  The intuitive interpretation of the expression is the same as before, with some qualifications.  The potential tax is Xi.  Xi - MRi is leaked at a social cost of ( per dollar, MRi is collected by the government, and Ci is the additional involuntary compliance cost.  Hence, the total burden on society is the sum of those components.  Of the MRi collected by the government, Ai is spent on administration, leaving MRi - Ai in the coffers.  The MECF is the burden on society divided by what is collected net of the administrative cost of collecting that revenue.  This yields the marginal social cost per dollar collected.


Because in equation (2), Ci is added in the numerator and Ai is subtracted in the denominator, the key conceptual difference between compliance costs and administrative costs is explicit -- only the latter uses revenue raised from taxpayers.  To illustrate this difference, consider the following extreme example.  A tax for which the marginal compliance cost equals the marginal revenue, that is Ci = MRi (with Ai and Xi - MRi = 0), might conceivably be part of an optimal tax regime (if the MECFs of other instruments exceed two), it would never be optimal to have Ai = MRi, because at the margin this instrument has social cost but raises no revenue.  The difference is also clear by comparing two initiatives that each raise three dollars of revenue per dollar of cost, administrative in one initiative and compliance in the other, with γ=0 and Xi - MRi = 0.  The MECF for the initiative that increases administrative cost is 1.50, higher than the 1.33 for the initiative that increases compliance cost.  If the marginal benefit of funds was indeed 1.40, the latter would be recommended, but not the former.
One notable application of this framework concerns the appropriate amount of resources to devote to increasing the probability that evasion is detected, resulting in collection of the appropriate tax remittance, plus any penalty.  Slemrod and Yitzhaki (1987) show that one superficially intuitive rule—increase the probability of detection until the marginal increase of revenue thus generated equals the marginal resource cost of so doing—is incorrect.  It is incorrect because, although the cost of hiring more auditors, buying better computers, and the like, is a true resource cost, the revenue brought in does not represent a net gain to the economy, but rather is a transfer from private (noncompliant) citizens to the government.   The correct rule equates the marginal social benefit of reduced evasion, which is not well measured by the increased revenue, to the marginal resource cost. The distinction suggests that unregulated privatization of tax enforcement, in which profit-maximizing firms would maximize revenue collection net of costs, would lead to socially inefficient overspending on enforcement.  
**What is “optimal” evasion, and what is “economically recoverable” evasion?**
Another lesson of this analysis is that what matters for the evaluation of potential policy changes in marginal administrative and compliance costs, not total or average costs.   This is relevant because much of the empirical evidence about these costs, discussed later, concerns total costs, and compelling evidence on marginal costs is scarce.



Although this modeling framework helps to clarify thinking on certain issues, it does not provide much insight into many other aspects of the information-gathering role of a tax authority, which is particularly difficult to model because information varies in quality.  For example, there is a qualitative difference between an auditor "knowing" that a given taxpayer is evading and having sufficient evidence to sustain a court finding to that extent.  Also, the cost of gathering information depends on how accessible the information is, and whether it can be easily hidden.  


There are several advantages to taxing a market transaction relative to taxing an activity of the individual such as self-consumption.  First, in any market transaction there are two parties with conflicting interests.  Hence, any transaction has the potential of being reported to the authorities by one unsatisfied party.  A second property is that the more documented the transaction, the lower is the cost of gathering information on it.  For this reason it is easier to tax a transaction that involves a large company, which needs the documentation for its own purposes, than to tax a small business, which may not require the same level of documentation.  Finally, market transactions establish arms-length prices, which greatly facilitate valuing the transaction.  

Administrative cost may also be a function of the physical size and the mobility of the tax base (e.g., it is harder to tax diamonds than installed windows), whether there is a registration of the tax base (e.g., owners of cars, holders of drivers’ licenses), the number of taxpayer units, and information sharing with other agencies.
  It is also an increasing function of the complexity and lack of clarity of the tax law.



Administrative costs possess two additional properties that complicate rigorous modeling:  they tend to be discontinuous and to have decreasing average costs with respect to the tax rate.  To see the first property, consider a highly stylized example in which the government can levy two, possibly different, commodity tax rates.  If the two rates are set to be equal (i.e., there is just one rate), then only the total sales of the two commodities need be reported and monitored.  If, however, the two rates differ even slightly, then the sales of the two commodities must be reported separately, increasing the required flow of information.  There are decreasing average costs because the cost of inspecting a tax base does not depend on the tax rate (except to the extent that people are more inclined to cheat with a higher tax rate).  Hence, a higher tax rate reduces the administrative cost per dollar of revenue collected.  Administrative cost may also be a function of the combination of the taxes employed and their rates, because the collection of information concerning one tax may facilitate the collection of another tax (e.g., inspection of VAT receipts may aid the collection of income tax).



Now consider compliance costs.  Some of that cost is an unavoidable cost of complying with the law, and some of it is voluntarily undertaken in an effort to reduce one’s tax bill, but in either case it approximately represents resource costs to society.  In almost all cases the private compliance costs dwarf the public administrative costs of collecting taxes, which the IRS estimates at 0.6 cents per dollar collected for all the taxes it administers.  



Integrating compliance costs into formal models in a meaningful way is challenging.  As an example of the modeling difficulties this topic poses, consider the following problem:  when is it optimal to delegate to employers the authority to collect taxes and convey information about employees, thus requiring the administration to audit both the taxpayer agent and the taxpayer himself, and when is it optimal to deal only with the employee?  Clearly, given that the employer already has the necessary information, it would save administrative costs to require the employer to pass it along to the tax administrator.  This might also reduce total social costs if the cost of gathering information by the administration is higher than the increase in cost caused by imposing a two-stage gathering system.



However, the potential efficiency of involving taxpayers in the administrative process must be tempered with a practical consideration.  Administrative costs must pass through a budgeting process, while compliance costs are hidden.  Hence, there may be a tendency to view a policy which reduces administrative cost at the expense of an equal (or greater) increase in compliance costs as a decrease in social cost, because it results in a decrease in government expenditures.  

2.3.  Vertical equity
Implementation is not only a question of how to raise funds with minimal resource cost--the distribution of well-being is also affected by remittance issues.  We consider first the distribution of well-being across individuals at different levels of well-being, usually referred to as the question of vertical equity.  

Analyses of the distributional impact of taxation, especially those based on tax return data, ought to account for the distribution of both the net private gain from evasion and of compliance costs, appropriately adjusted for any shifting that might occur.
 However, any systematic distributional impact of evasion or compliance costs can presumably be approximately offset by changing the rate structure.  In contrast, administrative costs can naturally be spread across the whole population as desired.  To be sure, even if the rate structure has been adjusted to take account of the vertical pattern of compliance costs, they may seem unfair if only some have to incur them.  

Mayshar and Yitzhaki (1995) differentiate the MECF from what they call the marginal cost of funds, or MCF, as follows:

(2)     MCFi = DCi*MECFi

where DCi is Feldstein's (1972) distributional characteristic of the tax instrument.  The DC term reflects who bears the utility changes caused by a change in the tax instrument, and weights the MECF term by the marginal social weight of that individual.  Thus, if the social welfare function is very egalitarian, tax change that bears largely on individuals with lower well-being will have a higher value of DC, making the social cost higher than otherwise. Then the MCF term replaces the MECF term in expression (1).

One important old question that must be rethought is the optimal progressivity.  According to standard theory, the optimal progressivity of the tax system depends inversely on the compensated elasticity of the tax base with respect to the marginal tax rate. But there is an important difference between the real response component and the avoidance/evasion component—the latter can be manipulated by policy.  One can construct a simple example that shows that ignoring the fact that avoidance can be controlled can lead to misleading implications about the optimal degree of tax rate progressivity.
  For example, the optimal amount of progressivity given a sub-optimal level of tax enforcement may be below the globally optimal degree of progressivity. The standard model of the optimal linear income tax can be generalized to include taxpayer avoidance behavior and the ability of government to control the avoidance, but not the labor supply, response to higher marginal tax rates.
 
If the elasticity of the tax base is not immutable and is instead subject to manipulation, how much manipulation is optimal or, in the context of an income tax, what is the optimal elasticity of taxable income?
 This notion can be formalized, first in a general model and then in a particular example in which the elasticity of taxable income is determined by how broad the tax base is.  In the context of the example, a larger tax base implies a higher optimal degree of progressivity, and vice versa. Moreover, more egalitarian societies will have lower taxable income elasticities. This notion can help explain the pattern of income tax changes and empirical results of the past decade in the United States.

2.4. Horizontal equity



Horizontal equity, which concerns the extent to which a tax system causes the same tax burden among individuals or families at the same level of well-being, is central to an assessment of the impact of tax avoidance and evasion, but fits less easily within a consequentialist, welfarist framework.  


For one thing, variations in tax liability within, say, an income class, cannot easily be offset by adjustments in the schedule of rates applied to income.  To see this, compare two tax situations, one in which there is a flat income tax rate of 20 percent and everyone reports their true income, and another in which the tax rate is 40 percent and everyone (costlessly) reports exactly half their income.  In this case the two systems are identical with respect to both horizontal and vertical equity.  Now imagine that, in the second system, on average everyone reports half their income, but that the fraction differs systematically by income.  In that case replicating the progressivity of the first tax system will require a more complicated, non-linear, system of rates.  If, however, evasion varies within income classes, no revision of the tax rate schedule can compensate, and there will be horizontal inequity.  This raises  a classic tradeoff among objectives, because achieving (perfect) horizontal equity is likely to require “excessive” spending on anti-avoidance by the authorities.   Moreover, there is another tradeoff between the potential efficiency benefits of differentiating individuals by using “tags”—relatively immutable characteristics of individuals that are correlated with well-being--and the horizontal inequity of using them.



In the context of the rational model of tax evasion discussed later, a horizontally inequitable tax burden is caused by variations in taxpayers’ degree of risk aversion--less risk-averse households will gain more from the availability of a gamble with given positive expected value.  Once we recognize that other considerations enter, horizontal inequity also arises because of variations in honesty or dutifulness, with the honest, dutiful, citizens left holding the bag by the others.  The same kind of artificial differentiation across people can be made with regard to tax avoidance by positing that some people have an aversion to such behavior; as Steuerle (1985, p. 78) says:  "Some taxpayers simply do not enjoy playing games no matter what the certainty of the return; the U.S. tax system is designed to insure that such individuals pay a greater share of the tax burden than those who are not so hesitant."  


Horizontal equity is often invoked as a criterion for judging tax policy that cannot be captured by the welfarist framework, and many indexes of horizontal equity have been developed with the idea that minimization of such an index should be a separate objective from maximizing social welfare.  However, Kaplow (1989, 1995, forthcoming) has argued compellingly that, regardless of its intuitive appeal, these indices do not have a coherent underpinning and in some situations lead to clearly unsatisfactory policy recommendations, including violations of the (Pareto) principle that any reasonable rule should accept any policy that make some people better off and no one worse off.  He argues that the intuitive appeal of horizontal equity as a distinct desideratum may derive from the fact that, ordinarily, unequal treatment of individuals signifies that policy has failed to optimize.  Even that intuitive rule has exceptions, such as the desirability of random audits, which lead to ex post unequal treatment but may nevertheless maximize social welfare by curtailing undesirable noncompliance, and the use of tags to reduce the efficiency cost of redistribution. 


Kaplow argues that the attention to horizontal equity may best be understood by the manner in which it serves as a proxy indicator for other possible sources of welfare reduction.  After all, in important instances corruption and various other abuses of power involve unequal treatment such as racial discrimination and favors to political allies.   This kind of abuse of power is, however, not well captured by standard indices of horizontal inequity and would be better handled by searching for, and resolving, discrimination across such classifications.  Problematic issues arise when the discrimination is based on individuals’ tastes or predilections, such as their taste for cigarettes (when cigarette excise taxes are at issue) or honesty (when tax enforcement policy is at issue).  Distinguishing tax liability by taste can, in some situations, be welfare maximizing, but should the differentiation of outcomes by taste then be given special (presumably negative) nonwelfarist  weight in the tradeoff?  From an ex ante “veil of ignorance” perspective, everyone had the same chance of getting all tastes, and the concavity of the social welfare function will account for people’s risk aversion about this.  But ex post people do have different tastes, and how to incorporate this into policy decisions has not been adequately resolved.  In addition, the legitimacy of government may depend on a perception that the assignment of tax burdens is not capricious and not dependent on any irrelevant characteristics of citizens.  If perceive capriciousness undermines legitimacy, and undermined legitimacy ahs negative consequences for welfare (perhaps due to a reduced incentive to comply with tax rules), then it needs to be considered.
2.5.  Incidence


Any discussion of the distributional impact of a tax system must bear in mind that who loses or gains from a given tax aspect might be different than its direct impact.  The standard economic theory of tax incidence -- who bears the burden of a given tax structure -- begins with three basic principles:  (i) the burden of all taxes must be traced back to individuals; (ii) individuals with relatively elastic demand (or supply) of a taxed good tend to escape the burden of tax imposed on that good; and (iii) in the long run the incidence of a tax levy does not depend on which side of the market bears the legal responsibility for remitting the tax to the government.


Introducing avoidance and evasion preserves the methodological importance of the first two principles, but calls the third into question.  A complete analysis of the incidence of a particular tax requires specifying the remittance process and positing an avoidance technology for both the suppliers and demanders of the taxed good.  



Avoidance opportunities alter the analysis of incidence for two separate reasons.  First, their presence affects the behavioral response to a change in the tax system, and this alters what otherwise would be the change in equilibrium prices.  Second, the presence of avoidance alters the link between tax-inclusive prices and welfare.  This suggests that the incidence (not to mention the efficiency) of a tax may depend on which side of the market the responsibility for remittance falls.  That is in stark contrast to the standard model, under which that is irrelevant to the long-run incidence.



The importance of tracing the ultimate incidence of an aspect of the tax system applies not only to changes in tax rates but also to enforcement and administrative tax instruments.  **Elaborate.**


2.6.  Compromises to implementability and measurability
We are concerned not only with how well or poorly a given set of tax rules are implemented, but also how implementability concerns affect the tax rules themselves.  All tax systems make compromises from what they would be in the absence of administration and enforcement concerns.  Using the MECF language, attractiveness of a tax instrument is less than otherwise to the extent that the marginal administrative (A) and compliance costs (C) are high and, unless ways are found to reduce these costs, these instruments appropriately have a less prominent place in a tax system.

One good example concerns the taxation of imputed rent from consumer durables including owner-occupied housing.  Although imputed rent is a component of a comprehensive, Haig-Simons, income tax base, it is not so included in the UK, and in most countries, in part because of the administrative difficulty of accurately measuring the imputed rent.  As the Meade Committee report says: “To do this under a PAYE system would be a great administrative burden. (p. 481)   Other income tax examples include the use of fixed depreciation schedules in place of asset-specific measures of the decline in asset value (economic depreciation), taxation of capital gains on a realization rather than an accrual basis, and floors on deductible expenses.  Slemrod and Yitzhaki (1994) and Kaplow (1994a) analyze the U.S. standard deduction in this framework; a higher value reduces the administrative and compliance cost of monitoring itemized deductions, but it increases horizontal inequity by increasing the range of taxpayers for which the "proper" amount of deduction is replaced by a single number.



Within the value-added tax, an excellent example is thresholds for turnover; if a firm has turnover below a certain threshold, it is not required to register for VAT.
  Also in this category are special regimes for financial institutions and simplified forms and procedures for small registered firms. 


In many developing countries the compromise to administrability of an income tax is to replace it by a class of taxes known as presumptive taxes.  This kind of tax makes sense in cases where the otherwise desirable tax base is difficult for the tax authorities to measure, verify, and monitor.  As a substitute for the desired base is the "presumed" tax base, which is derived from a formula, which itself may be simple or complex, based on more readily monitored items.  For example, at one time in Israel a taxi driver had a choice of a tax based on book income or a levy on the accumulated mileage of the taxicab; for shopkeepers, the alternative to a tax on book income was a tax based on the square footage of the shop and other observable characteristics of the business.
  Tax liability is based on an easily monitorable base which is presumably correlated with the ideal tax base; in many cases, such as the taxicab example, the monitorable base is a specific input, and the presumptive tax is actually a tax on an input.  



As we have argued, the problem that presumptive taxes address -- the difficulty of monitoring certain potential tax bases -- is not confined to developing countries, and use of presumptive taxes, albeit with different names, is also widespread in developed countries.  In some sense all taxes are presumptive, to some degree.  The conceptually pure tax base--be it the flow of income, wealth, sales revenue, or something else - cannot be perfectly measured, and the tax authority is constrained to rely on some correlate of the concept.  We label particular taxes as presumptive when the calculation of the tax base deviates in a substantial and explicit way from the ideal concept.  But there is a pervasive tradeoff between accuracy and the costs of complexity.
 


2.7.  Other concerns



2.7.1.  Privacy

Fine tuning of individual tax liability inevitably raises the cost of obtaining and verifying the required information.  It also raises the question of whether the government can be trusted with this information.  Can it be trusted to make appropriate use of it in policy?  Can it forego using it inappropriately to punish particular individuals?  Limiting the amount of information collected limits the use of the tax system as an instrument of control.  Tax data is fiercely protected in many countries; in the United States where there are very tight restrictions on the conditions under which the Internal Revenue Service can share tax return information with other government agencies.  
What privacy issues arise in tax implementation?  Lessig (1999) distinguishes three separate conceptions of privacy.  In the first, the concern is the burden of intrusion—what he calls the utility conception: a police search of one’s home or one’s car is, to be sure, a hassle.  This hassle is, in principle, captured as compliance costs.  The second conception is privacy as dignity -- even if a “search” is not bothersome or costly, it is an offense to one’s dignity.  Again, in principle, the value of offenses to citizens’ dignity would be captured in a utility-based measure of compliance costs, although practically speaking this is much more difficult to quantify than the time and money taxpayers expend on tax matters.

Lessig (1999, pp. 146-8) also considers the invocation of privacy concerns as a way to constrain the power of the state to regulate, to restrict the scope of regulation that is practically possible—what he calls the “substantive” conception of privacy.  Stuntz (1995) illustrates the latter nicely with an example far from taxation -- the use of contraception: “Just as a law banning the use of contraceptives would tend to encourage bedroom searches, so also would a ban on bedroom searches tend to discourage laws prohibiting contraceptives.”  If the means of enforcement are limited, so too is the effectiveness of laws that require the enforcement.

Of course, providing information could be made voluntary.  After all, in the U.S. income tax the extra information one provides, such as the amount of charitable contributions, generally serves to reduce tax liability.  But this does not dispose of the issue at all, because with a balanced-budget constraint, those who do not provide the information are penalized.  We are, after all, taxing ourselves.  The same is true for private companies’ use of this information—efficiencies from price discrimination aside, those consumers who do not provide the reward-producing information are penalized by paying higher prices than those who do provide it.  

Relying on taxes, such as business–based taxes like the VAT, that do not make use of information about individuals, might serve as a Ulyssean constraint against personalization in the sense of Lessig’s third conception of privacy:  as a way to constrain the power of the state to regulate by restricting the scope of regulation that is practically possible. Adapting the language of Stuntz’s contraception analogy:  “Just as a law requiring personalization would tend to encourage personal tax systems, so also would a ban on personal tax systems tend to discourage personalized taxation.”  It is, the argument goes, difficult if not impossible to favor charitable contributions, or big families, with a VAT or RST.  With individuals not filing returns, the natural process for providing information about a family’s charitable contribution amount or the number of dependent children is absent.  
This issue is particularly relevant to an evaluation of the British tax system, where the PAYE system of exact, cumulative withholding economizes on compliance costs but works well only with a fairly simple tax base.  Whether that has been a beneficial restraint on tax complexity or a detrimental constraint on a personalized, system capable of delivering necessary incentive programs is an issue we will return to later in detail.


2.7.2.  Transparency
Although our normative framework does not easily incorporate it, the tax system process can affect the transparency of the fiscal relationship between individuals and the government.  Fro example, consider the proliferation of software-prepared returns,  A taxpayer using software can deal with any and all the complications of tax liability calculation without having any sense of why and how the inputted information affects tax liability; in this way the system becomes less transparent, and opaqueness is not good for democracy.    Thus, an argument against some reforms that reduce compliance costs is that the majority of the population will become less well informed about the tax and benefit system (because someone else does their tax calculations for them), so that they are less in a position to criticize the government in the face of poor tax and benefit policy.  Undoubtedly the growing complexity of the U.S. income tax has contributed to the growing use of tax software, and the ubiquity of software reduces the marginal cost of complicating the tax system further. 
The same issue applies to the use of business-based taxes, including both the VAT and exact withholding such as the PAYE system.  Many conservatives in the U.S. maintain that not involving individuals in the tax remittance process by having them literally write checks to the government reduces the perceived cost of government activity below its true cost, and thus leads to bigger government than what citizens would choose if confronted with its true cost.
  Indeed, this reason was cited by the report of the 2005 President’s Advisory Panel on Federal Tax Reform as a reason why they did not recommend a VAT.  ** Add cite.**
3.  Implementation aspects of tax system design

As mentioned in the introduction to this chapter, implementation issues would arise even if all citizens were honest or dutiful, because there needs to be an administrative machinery to record, check and monitor that remittances are received and credited properly.  The issues get much more complex in the real world where some, if not all, citizens will evade their tax liabilities if the “odds” are favorable.  Because of the importance of this, we must examine in more detail what determines noncompliance.
3.1. Deterrence


The canonical economic model of tax evasion presumes that the (potential) taxpayer’s actions are motivated neither by morality nor duty, but are restrained only by the possibility of a punishment; we will refer to this as a deterrence model of tax evasion.  The seminal formulation is due to Allingham and Sandmo (1972), who modeled the deterring factor as a fixed probability that any taxable income understatement would be detected and subjected to a proportional penalty over and above payment of the true tax liability itself.  The risk-averse taxpayer chooses a report in order to maximize expected utility, so that the choice of whether and how much to evade is akin to a choice of whether and how much to gamble.  If and only if the expected payoff to this gamble is positive, every risk-averse taxpayer will chance some evasion, with the amount depending on the expected payoff and the taxpayer’s risk preferences.



A critical issue, pointed out by Yitzhaki (1974), is whether the penalty for discovered evasion depends on the income understatement, as Allingham and Sandmo assume, or on the tax understatement, as more accurately reflects practice in many countries.   This is an important change, because it means that the tax rate has no effect on the terms of the tax evasion gamble; as the tax rate rises, the reward from a successful understatement of a dollar rises, but the cost of a detected understatement rises proportionately.  Compare this to the original Allingham-Sandmo formulation, which implies that increases in the tax rate would proportionally increase the reward to getting away with understating income, but not proportionally increase the penalty, making evasion more attractive.  



Regardless of whether the penalty depends on the tax understatement or income understatement, more risk-averse individuals will, ceteris paribus, evade less.  Individuals with higher income will evade more as long as absolute risk aversion is decreasing; whether higher-income individuals will evade more, as a fraction of income, depends on relative risk aversion.  Evasion relative to income will decrease, increase or stay unchanged as a fraction of income depending on whether relative risk aversion is an increasing, decreasing, or constant function of income.  Increases in either the probability of punishment or the penalty ratewill decrease evasion.  Increasing the tax rate has both an income effect and, possibly, a substitution effect.  If the taxpayer has decreasing absolute risk aversion, the income decline makes a less risky position optimal.  An increase in the tax rate has a substitution effect, increasing the relative price of consumption in the audited state of the world, and thereby encouraging evasion, if the penalty is related to income, rather than tax avoided.  In the latter case, if the penalty is related to the tax evaded, a tax increase has no substitution effect, so that an increase in the tax rate reduces evasion as long as there is decreasing relative risk aversion.

Perhaps the most compelling empirical support for the deterrence model is the cross-sectional variation in noncompliance rates across types of income and deductions: there is a clear negative correlation between the noncompliance rate and the presence of enforcement mechanisms such as information reports and employer withholding.  Klepper and Nagin (1989) show that, across line items of the U.S. income tax form, noncompliance rates are related to proxies for the traceability, deniability, and ambiguity of items, which are in turn related to the probability that evasion will be detected and punished. They also find evidence of a substitution-like effect across line items, such that greater noncompliance on one item lowers the attractiveness of noncompliance on others, because increasing the latter jeopardizes the expected return to the former by increasing the probability of detection. Another example of the link from a lack of deterrence to tax compliance involves US state use taxes, which are due on sales purchased from out-of-state vendors but consumed in the state of residence.  These taxes are largely unenforceable (except perhaps for some expensive items like cars), and noncompliance rates are in the range of 90 percent (Bruce and Fox, 2000).  
In contrast, the effect on noncompliance of the penalty for detected evasion, as distinct from the probability that a given act of noncompliance will be subject to punishment, has not been compellingly established empirically.  **Expand.**
The existing economics literature on the demand for tax evasion focuses almost entirely on evasion by individuals, not businesses. However, for a number of reasons, understanding tax noncompliance of large, particularly publicly-held, companies may require a different conceptual framework.  For individuals, it is natural to assume that risk aversion—meaning that the utility cost of a big penalty is greater than the utility gain from an equal dollar of tax saving—limits the amount of evasion that is optimal.  This assumption is also plausible for closely-held small businesses whose owners’ wealth is generally not well-diversified.  In these situations, it is clear that the tax situation of the company and the tax situation of the owners are intimately related, and must be analyzed simultaneously.  But the assumption of risk aversion seems unsatisfactory for a large publicly-held firm, because presumably the shareholders hold diversified portfolios, implying that the firm should behave as if it is risk-neutral, even if its shareholders are not.  

How tax-aggressive the shareholders want the corporation to be has to be conveyed to the managers who make such decisions.  How this gets conveyed is ignored in nearly all of the small existing literature on business tax noncompliance, which assumes that the firm owner makes the tax reporting decision without delegating decision-making responsibility.
 Although this assumption makes sense for small, closely-held businesses, in a large, publicly-held corporation decisions about taxes (and, inter alia, accounting) are not made by the shareholders directly but rather by their agents, whether that is the chief financial officer or the vice president for taxation.  In order to align the incentives of the decision-makers with the interests of the shareholders, the shareholders can tie the decision-makers’ compensation, explicitly or implicitly, to observable outcomes such as the average effective tax rate or after-tax corporation profitability that affect the share price, or else tie compensation directly to the share price, as through the granting of stock options or restricted stock.  


In this setting the insights generated by the standard deterrence model of the demand for evasion may not apply.  For example, if penalties for evasion apply to the agent, the company can alter the compensation contract with the tax director, to offset the intended consequences of IRS policy.  Enforcement strategies directed at the tax director and at the corporation itself may have different impacts on corporate behavior.  Because each of these policies is available to the government, it is valuable to know whether there is an a priori reason to prefer one to the other.  

Crocker and Slemrod (2005) investigate whether enforcement directed at the company or at the tax director is more effective in a costly state falsification model, in which the tax manager is assumed to possess private information regarding the extent of legally permissible reductions in taxable income, and may also lower tax liability through illegal evasion.  In such a model only the latter has real costs, but the shareholders cannot distinguish between the two so, to the extent it is incentivized, the tax manager’s compensation must rely on measures, such as average tax rates, that depend on both legal avoidance and illegal tax evasion.  The incentives of the manager to engage in tax evasion are affected by the nature of the contractual relationship between the shareholders of a firm and the manager of the company’s tax affairs, and one can characterize formally how the optimal incentive compensation contract for the manager will change in response to alternative enforcement policies imposed by the IRS.  In this model penalties imposed on the manager directly are more effective in reducing evasion than are those imposed on shareholders, because the latter are diluted when they are conveyed to the tax decision-makers via changes in the compensation contract that adjusts partially to the incentives generated by increased sanctions against illegal evasion.
3.1.1. Audits
We already disucussed how to frame the optimal amount of resources to devote to enforcement.  

**Discuss optimal auditing schemes.**  Note that audits are not random, as the simple Allingham-Sandmo model assumes.
3.1.2. Penalty structure
With respect to penalties, it has been well known since Becker (1968) that a government concerned with maximizing the expected utility of a representative citizen will want to set the penalty for detected crimes as high as possible, so that even with a low resource cost of enforcement, the overall expected deterrent effect will be large. But this argument ignores, inter alia, the possibility of a corrupt tax administrator who abuses the system or, alternatively, harshly punishes someone who makes an honest mistake.  The harsher the penalty, the more damage that can be inflicted by a corrupt administrator or, in the case of an honest mistake, the more capricious the system is.  Hence the harsher the penalty, the more detailed and cautious the prosecution process must be.  In addition, with harsher penalties courts may be more reluctant to find the taxpayer guilty of evasion, so that one consequence may be fewer penalties imposed.  This argument also flies in the face of the common notion that the level of punishment should in some sense “fit” the crime.  In the absence of explicitly modeling the interaction between the penalty rate and administrative costs, analytical models usually assume a ceiling on the penalty rate.  

**Reiterate how this fits in with the MECF framework.**
3.1.3. Information reports
Information reporting is a central element of modern tax systems’ implementation because it can provide the tax authority with transaction-based information from an arms-length party with no incentive to falsify the data.   Thus, a working system of information reporting discourages noncompliance by increasing the risk of detection. 
According to OECD (2005), all OECD countries (Mexico is not reported) require information reporting on wages and salaries.  In all the OECD countries (except Greece) that do not have withholding for dividends, they have information reporting.  Every country (except Luxembourg) that does not have withholding on interest has information reporting.  The U.S. has information reporting for wages and salaries, dividends, interest, rents, independent personal services, sales of goods (for goods prescribed by law), sales of shares and/or real estate, royalties, patents, etc., and gambling winnings.  Only Spain has such extensive information reporting.

**Discuss developments within Europe which are moving towards information exchange between countries under certain circumstances, rather than withholdings taxes?  Withholding taxes are something of a fallback here, with countries such as Switzerland and Belgium making use of it.** 
3.2.  Remittance responsibility

3.2.1.  Withholding

Withholding refers to the remittance of tax by someone other than the person who by statute owes the tax.  **Discuss “final” and “exact” withholding, and how this is facilitated by a single tax rate.**  
Withholding for income tax is widespread among developed countries.  Employer withholding for wages and salaries is required in 28 of 30 OECD countries, all except France and Switzerland.
  The use of withholding on other sources of income varies across the OECD.  

22 of 30 countries have withholding on dividends; the UK has no withholding tax on dividends.   The same is true for the US, and additionally there is withholding where no taxpayer identification number is given to the payer organization.

21 of 30 OECD countries have withholding on interest, including the UK but not the US, which has it only if the taxpayer does not provide an identification number to the payer.
  12 of 30 OECD countries have withholding on at least some independent personal services;
  the UK does, for the building industry and certain rents, but the US does not.  11 of 30 OECD countries, including the UK, have withholding on royalties and patents, although 13 more countries, including the US, do so when paid to non-residents.    


Some countries have withholding on fees for services; the analogy is to wages for employees because they are for the supply of labor.  Because withholding on fees for services is on gross payment, countries often compensate by establishing low rates or by providing for a reduced tax base.  Withholding is often restricted to individuals in the course of their business, corporations, and government agencies.


Of the 30 OECD countries, exactly half—15—have a system of cumulative withholding that is mainly return-free.  Nine, including the US, have a system of non-cumulative withholding where a return is required.  Four others use a reconciliation approach with pre-populated returns sent to taxpayers for validation.  Only two countries—France and Switzerland, have no withholding, and instead require an annual return from taxpayers and regular installment payments.

The UK has the PAYE system of exact withholding, which will be discussed at length later.  The US does not have final withholding, and for more than three-quarters of income tax filers there is “overwithholding”, meaning that more than the correct tax liability is remitted by the employer, entitling the individual to a “refund.”  In fiscal year 2003, these refunds amounted to $223 billion, or 2.1 percent of GDP. 
 In their discussion of the British system of exact withholding, Barr, James and Prest (1977, p.131) suggested that overwithholding may be essential for the successful administration of a self-assessment system because the prospect of a tax refund induces many taxpayers to file returns.  Withholding assures that taxpayers “pay” at least some tax, even if they fail to file returns or otherwise disregard their tax obligations.  In addition, the tax authority needs to deal with fewer tax-remitting agents, and so can more easily police remittance, helping to reduce administration costs for a given level of compliance.

From the government’s perspective, withholding shifts the problem of noncompliance form taxpayers to withholding agents.  If the agent withholds tax but does not remit it, the government may recover the tax from the agent.  Whether or not the government recovers the tax from the withholding agent, however, it must usually give taxpayers credit for the tax withheld.
  **Check rules on these issues for the UK (and US).**

There should be fewer in number than the taxpayers on whose behalf they are remitting the tax.  In addition, only those who have the necessary accounting and bookkeeping capabilities and are otherwise able to carry out the withholding should be designated as agents.  In order to withhold the correct amount of tax from a single payment, a payer theoretically must know the recipient’s total taxable income for the year and how much of the payment is net income.  In an employment situation, there is a continuing relationship between the employer and employee, and the employer usually knows the annual remuneration of the employees.  

**Discuss what aspects of a tax system facilitate effective withholding, such as a single rate, a simple base, etc.**


A common source of tension is the conditions under which an employer is required to withhold (and perform other duties) for someone who works for the company.  In the US, this is called the distinction between an employee and an independent contractor.  **Expand for UK.**  In 1979 the US Treasury proposed a 10 percent withholding on payments made in the course of business for services provided by certain independent contractors, including salespersons.  Congress failed to enact it.
  


Because small business is particularly hard to tax, in some countries there is withholding on business income, under which tax is deducted from a payment that presumably is taxable income to the recipient.  In a few cases, there is “reverse” withholding, tax is added to an expenditure made by the taxpayer, rather than withheld from the taxpayer’s income.  There may be an indirect relation, however, if the transaction is expected to result in taxable profits, as when importers, wholesalers, or retailers, purchase goods for resale.
  
**Discuss VAT withholding.  Possible use to deal with MTIC, or carousel, fraud.**
Countries that withhold on business income usually exclude as withholding agents individuals in their capacity as consumers--they are too numerous and not sufficiently capable as a class to be suitable withholding agents. One important result of excluding individual consumers is that most retail establishments remain unaffected by withholding.  Individual consumers in Japan and Australia were required to withhold in certain cases.  In Japan individual consumers are required to withhold for business income if they are withholding agents for employment income.

Withholding agents bear compliance costs, which are generally deductible in computing taxable income.  Some countries provide explicit compensation to withholding agents.  **Relate to earlier discussion of the “cash-flow benefit” of withholding.**
3.2. 2.  Role of firms
The discussion of information reports and withholding highlights the critical role of firms in the operation of modern tax systems.  The Meade Committee report noted this, and remarked that in many cases the cheapest method of tax collection makes use of private individuals or businesses as “agents for the collection of tax.”  It argued that this might lead to an insistence that the process be simple, and that “to leave to competing firms the task of tax collection may induce a healthy search for the most efficient methods of carrying out the operation.”(p. 20)  The impetus behind the central role of business in tax remittance was most elegantly stated by Richard Bird, who wrote: “The key to effective taxation is information, and the key to information in the modern economy is the corporation.  The corporation is thus the modern fiscal state’s equivalent of the customs barrier at the border.”
  Collecting taxes from businesses makes use of the economy of scale of the tax authority dealing with a smaller number of larger units, many of which for other purposes have already developed sophisticated systems of recordkeeping and accounting.

The central role of businesses in the tax remittance process is blurred by the loose language used to categorize what taxes are “business taxes.”  The public positions of business associations reveal that they are often adamant about cutting—or, certainly, not increasing—“business taxes.”  Clarifying the precise meaning of a “business tax,” and distinguishing among remitting taxes to the government, having a statutory liability to pay tax, and bearing the burden of a tax is especially important.  
One measure of the central role of business in the U.S. tax system is provided by Christensen, Cline, and Neubig (2001), who calculate that in 1999 to all levels of government businesses “paid, collected, and remitted” 83.8 percent of total taxes.  Of the 83.8 percent, Christensen, Cline, and Neubig (2001) label 31.3 percent as “tax liability of business,” 8.1 percent as the “business as tax collector,” and 44.4 percent as “business as withholding agent.” The distinction is, however, not always clear.
  **Clarify how they count remittances by self-employed individual taxpayers.**Indeed, according to tax incidence theory these distinctions are largely irrelevant because, as discussed earlier, which arty writes a cheque to the tax authority does not indicate anything about bearing the burden of a tax, both because the tax burden can be shifted through the adjustment of market prices and because, in the case of businesses, it is not meaningful to say that businesses bear the burden of taxes.  

3.3. Duty/obligation
The Allingham-Sandmo model of tax evasion presumes that individuals are entirely amoral, and remit taxes only when a cost-benefit calculation (or an expected utility maximization, to be precise) so indicates.  Arguably, though, a non-trivial segment of the taxpayer population would remit the taxes they owe even in the absence of any enforcement due to a sense of obligation or duty.

Indeed, some have argued, that duty and obligation are central to understanding taxpaying behavior.  The argument is sometimes loosely based on the observation that, given the probability of audit and the penalties typically assessed, evasion seems to be a winning proposition for many more people than actually do evade.  For example, Feld and Frey (2000, p. 5) assert that it is "impossible to account for tax compliance in terms of expected punishment."  From this perspective, the puzzle is not to explain why people evade, but rather why people pay (so much) taxes. The usual argument dismissing the deterrence model is not correct.  It relies on the observation that, given the average audit rate in the U.S. of less than 2%,  the penalty rates in effect, and what we know about the degree of risk aversion from other contexts suggests that compliance should be much, much lower than it apparently is.  The flaw in this argument is that the 2% probability of detection is certainly a vast understatement for the bulk of income subject to tax.  A wage or salary earner whose employer submits this information electronically to the tax authority, but who does not report that income on his own personal return, will be flagged for further scrutiny with a probability much closer to 100% than to 2%.
  
Although this argument dismissing the deterrence model fails, there are certainly reasons to doubt that it is the end of the story.  Some experimental evidence finds that subjects respond not only to the probabilities and stakes of a tax evasion game, but also to context provided to them.  Tax evasion free riding may be suppressed, as has been found to be true in other settings. There is mixed evidence about whether dissatisfaction with the tax system is related to noncompliance --it should not under an Allingham-Sandmo framework.  One intriguing study 

found that, controlling for attitudes about tax fairness and equity, civic duty, political efficacy, tax duty, opportunity for evasion, and being in a high non-compliance occupation, high scores on two trust measures ("You can generally trust the government to do what is right," and "Dishonesty in government is pretty rare") significantly decrease the likelihood of noncompliance. 

In their review of tax compliance research, Andreoni, Erard, and Feinstein (1998) identify three classes of explanation for why observed evasion is apparently lower than conventional economic models of tax evasion predict: moral rules or sentiments that determine the psychic costs of evasion, evaluations of the fairness of the tax code and its enforcement, and evaluation of government expenditures and corruption.  Frey (1997) links the first two classes of explanation by differentiating between intrinsic and extrinsic motivation.  With intrinsic motivation, taxpayers pay because of “civic virtue;" with extrinsic motivation, they do so because of threat of punishment.  Frey argues that increasing extrinsic motivation—say with more punitive enforcement policies—“crowds out” intrinsic motivation by making people feel that they pay taxes because they have to, rather than because they want to.
 Moreover, as Andreoni et al. point out, perceived unfairness can be used to rationalize evasion in one’s self-interest, thereby decreasing psychic costs.
Andreoni et al. add that an individual can also find unfairness in goods provision due to the provision of the wrong goods—i.e., someone such as Thoreau may avoid taxes because he thinks government policy wrong.  But, this is not a simple matter, because expenditures on warfare might be tolerated in a patriotic period but rejected during another period characterized by anti-militarism.
  There are many examples of voluntary contributions to government, for example the Addington era, especially during a popular war.
  Expenditure on welfare might at times be seen as a socially desirable pooling of risk, and be seen at other times as a source of national decay.

Feld and Frey (1999) argue that where the relationship between the individual and the tax authority is seen as involving an implicit contract sustained by trust, individuals will comply due to high “tax morale.”  To sustain citizens’ commitment to the contract and therefore their morale, the tax authority must act respectfully toward citizens while at the same time protecting the honest from the free rider. (From this perspective, maintaining high “tax morale” might be a reason for spending more on enforcement than would be optimal in a model populated solely by Allingam-Sandmo taxpayers.)  It does this by giving taxpayers the benefit of the doubt when it finds a mistake, by sanctioning small violations more mildly, and by sanctioning large and basic violations (e.g., the failure to file a return) more heavily.  In a study of local governments in Switzerland, they find that these policies are in fact used more in more direct democracies.  Some survey evidence also provides support for this view. Torgler (2003) and Slemrod (2003) show there is a positive relationship across countries between survey-based attitudes toward tax evasion on the one hand and professed trust in government, and Slemrod (2003) finds that the same relationship holds across individuals within the United States and Germany.  

If perceptions matter for tax compliance, a natural question is to what extent tax compliance behavior can be manipulated by the government to lower the cost of raising resources.   Appeals to patriotism to induce citizens to pay their taxes (and, often, buy war bonds) are common in recent times; the U.S. Secretary of Treasury during World War I, William Gibbs McAdoo, referred to these campaigns as “capitalizing patriotism.”
  That such campaigns are successful during ordinary (non-war) times in swaying taxpayers from their otherwise optimal compliance strategy has not been compellingly demonstrated.  In a randomized field experiment with Minnesota taxpayers in a peacetime setting, Blumenthal, Christian, and Slemrod (2001) find no evidence that either of two written appeals to taxpayers’ consciences had a significant effect on compliance.  One letter stressed the beneficial effects of tax-funded projects, while the other conveyed the message that most taxpayers were compliant.  Torgler (2004), using a controlled field experiment in Switzerland, also found that moral suasion has hardly any effect on taxpayers’ compliance behavior.  
**Providing information to reduce the hassle.  Customer-friendly policies.  Discuss stigma.**
The importance of honesty and dutifulness takes on a different perspective once one recognizes the central role of firms in tax remittance, and the implications of the separation between ownership and control in public corporations become particularly intriguing. Do the arguments that suggest that taxpayers are influenced by more than the cost-benefit calculation apply to public corporations’ tax compliance behavior?  It is plausible that this is affected by whether the managers view paying taxes as a civic virtue or duty, and so abusive corporate avoidance has an ethical dimension just as evasion does, and may be responsive to non-deterrence aspects of the tax system.  But a manager acting in the interest of the shareholders arguably should repress his or her own civic virtues, and not be distracted from profit maximizing.  

3.4. Taxpayer rights

**Discuss the role of the powers available to the tax authorities and the checks and balances such as taxpayers' charters, etc. **
3.5.  The extent and patterns of noncompliance



We cannot adequately review here what is known about the extent and nature of tax evasion for all taxes in all countries at all times.  Rather, in what follows we offer a few salient facts about the recent U.S. income tax, mostly gleaned from the IRS’s Taxpayer Compliance Measurement Program, or TCMP.  Under this program, approximately every three years from 1965 until 1988 the IRS conducted a program of intensive audits on a large stratified random sample of tax returns, using the results to develop a formula used to inform the selection of returns for regular audits.  The TCMP data consist of line-by-line information about what the taxpayer reported, and what the examiner concluded was correct.  This data formed the basis for the IRS estimates of the aggregate "tax gap," and provides much useful information about the patterns of noncompliance with respect to such variables as income, occupation, line item, region of the country, age, and marital status.  While informative, it is widely recognized that even the intensive TCMP audits imperfectly reveal particular kinds of noncompliance, such as income from the underground economy.  A modified version of the TCMP, dubbed the National Research Program, has recently updated the tax gap figures for tax year 2001.



According to the NRP, noncompliance is estimated to be 16.3 percent of true tax liability; subtracting what the IRS expects to recover through its enforcement activities leaves a “net tax gap” equal to 13.7 percent of what should have been reported. 
Perhaps the most striking and important aspect of the NRP results is the huge variation in the rate of misreporting as a percentage of actual income by type of income (or offset).  Only 1 percent of wages and salaries are underreported and 4 percent of taxable interest and dividends are misreported.
  Of course, wages and salaries, interest, and dividends must all be reported to the IRS by those who pay them; in addition, wages and salaries are subject to employer withholding.  Self-employment business income is not subject to information reports, and its estimated noncompliance rate is sharply higher. An estimated 57 percent of non-farm proprietor income is not reported, which by itself accounts for more than a third of the total estimated underreporting for the individual income tax.  As with prior estimates of the individual income tax underreporting gap, over half is attributable to the underreporting of business income, of which non-farm proprietor income is the largest component.

The particularly high noncompliance rate associated with self-employed income has been corroborated through an indirect approach pioneered by Pissarides and Weber (1989) in the United Kingdom. They show that, conditional on household characteristics and recorded incomes, the self-employed spend a higher proportion of their reported income on food, and argue that this is because they have underreported their income, not because they really spend more on food than others. After adjustment for the differing variances of self-employment and employee incomes, Pissarides and Weber estimate that self-employed people in the United Kingdom on average underreported their income by about one-third. Feldman and Slemrod (forthcoming) applied this methodology to U.S. individual tax return data by examining whether the relationship between charitable contributions (rather than food expenditure) and income depends on the source of income. They find a self-employment noncompliance rate of 35 percent and, for positive farm net income, a rate of 74 percent.  


All in all, there is substantial evidence that the extent of evasion for sole proprietor income is high compared to such income sources as wages, salaries, interest, and dividends, and may be more than half of true income.  Other components of taxable income for which information reports are nonexistent or of limited value, such as other non-wage income and tax credits, also have relatively high estimated misreporting rates.  The IRS (2006) reports that the net misreporting rate is 53.9, 8.5, and 4.5 percent for income types subject to “little or no,” “some,” and “substantial” information reporting, respectively, and is just 1.2 percent for those amounts subject to both withholding and substantial information reporting.  These percentages clearly correlate positively with the likelihood of income understatement being detected.  

How noncompliance (as measured by underreported income, not tax liability) varies with income is not well understood.  One study based on the 1988 TCMP data concluded that it fell with income, but there are several reasons to be skeptical about his conclusion.
  Finally, within any group defined by income, age, or other demographic category, there are some who evade, some who do not, and even some who overstate tax liability.
  For example, of middle-income (auditor-adjusted income between $50,000 and $100,000) taxpayers in 1988, 60% understated tax, 26% reported correctly, and 14% overstated tax.
  


For businesses, the IRS estimates noncompliance with the corporation income tax in 2001 to be $30 billion, which corresponds to a noncompliance rate of 17 percent. Of this $30 billion, noncompliance by corporations with over $10 million in assets make up $25 billion.  But the estimated noncompliance rate of the larger companies is lower, 14 percent compared to 29 percent for corporations with less than $10 million of assets.

Based on an examination of previously undisclosed IRS operational audits and appeals data merged with confidential tax return data for corporations, Hanlon, Mills, and Slemrod (forthcoming) calculated that tax noncompliance of large corporations, as measured by tax deficiencies proposed by IRS auditors upon examination, amounted in the period 1983 to 1998 to approximately 13 percent of “true” tax liability, slightly lower than the IRS and Bureau of Economic Analysis estimates.  All in all, 60 percent of the proposed deficiency was either agreed to by the taxpayer or upheld at a later stage.  This 60 percent sustention rate is almost certainly an upper bound estimate of the rate for all companies, however, because it excludes the (generally more contested) tax return filings that had not been settled when the data set was compiled.  

They also found that the largest companies (those with assets greater than $5 billion) had the greatest percentage of firms with a tax deficiency (74 percent) and the highest proposed deficiency rate (14.6 percent, versus a range of 9.9 percent to 13.4 percent for the other six groups).  This finding is consistent with the larger firms with more complex operations having more opportunities for tax noncompliance (that is detected by the IRS).  There was also some evidence suggesting that the noncompliance rate for corporations relative to their size is “U-shaped,” with medium-sized businesses among the set of large companies having the lowest rate of noncompliance.   

On average, Hanlon, Mills, and Slemrod (forthcoming) found that private companies have higher proposed deficiency rates than public companies (17.1 percent versus 12.5 percent).
 Privately held firms may be more aggressive in angling for lower taxes because they have fewer capital market pressures and thus can sacrifice reporting high financial accounting earnings in an attempt to reduce taxes owed.   They also found a positive relationship between the amount of intangible assets a firm holds (as proxied by research and development expenses and market-to-book ratio) and its tax deficiency rate, which is consistent with the idea that these firms have greater tax planning opportunities.  


These figures are certain to vary across countries, for several reasons.  First of all, noncompliance is likely to be responsive to the tax system in place, including the set of enforcement instruments.  Second, they will vary if the taxpayer population varies in their preferences, both toward risk in the Allingham-Sandmo setting and their intrinsic honesty.  Finally, aspects of the economic environment may matter.  For example, if there are non-tax regulations that favor small businesses, ceteris paribus that is likely to cause higher noncompliance due to the relative facility of noncompliance in that sector.



**Discuss evidence from the World Values Survey about the relative intrinsic honesty of Brits versus residents of other OECD countries.**


**Discuss estimates of the underground/black economy.**
3.6.  Guidelines

Based on this review of the key implementation issues, we offer the following general rules regarding tax implementation that are useful in minimizing administrative and compliance costs and the capriciousness of tax burden that can follow from avoidance and evasion:

· Maximize reliance on transactions between arms-length parties, where information from one side can be easily checked against information from the other

· Maximize reliance on financially sophisticated entities (i.e., large firms)

· Minimize the number of entities dealt with

· Minimize reliance on non-market valuations

· Minimize reliance on easily-changed labels (i.e., wage versus capital income).

The ability of the tax authority to rely on reports by firms about wages and salaries paid to employees explains why the (optimal) noncompliance rate of labor income is so much lower than for self-employment income, for which no such information reports exist.  The ability to match firm-to-firm sales is touted by advocates as a major administrative advantage of value added taxes, and the difficulty of monitoring firm-to-consumer sales and to distinguish them from firm-to-firm sales has been noted as the Achilles heel of administering a retail sales tax.  Overall, when relatively disinterested third parties can be required to provide information, as they are with wages and salaries, high compliance rates can be achieved at fairly low cost.  But when there are only interested parties involved, an alternative mechanism -- such as in a credit-invoice VAT the requirement that taxes on input purchases can be deducted only if the seller produces an invoice for taxes paid -- must be found or else compliance will be low absent costly auditing.  Formal modeling of these differences is in their infancy.
  

We turn now to a discussion of the UK tax system, with the objective of applying the insights accumulated so far to evaluate its key design features.  We begin with a short history of the implementation aspects of the British tax system, leading up to a sketch of where things now stand, and then address each of the major taxes.
II. IMPLEMENTATION ISSUES IN THE UK TAX SYSTEM
4.  Overview
4.1.   History and background


The history of the British tax system reflects the same tensions that the scholars of tax history have identified.  **Add a brief overview of the long historical development of the British tax system.**

The principle of withholding tax from incomes at source appeared in Britain in an Act of 1657, which permitted certain tenants to deduct tax from their rents. (Sabine, 37)  **Clarify details.**  The pressure of expenditures related to the regular wars in the late 18th century led to a series of taxes on expenditures, which were consolidated and increased under the so-called  Triple Assessment introduced by an Act of  1797, effective beginning in 1798.  It based the 1798 tax on the excise taxes due in 1797, but applied rates that depended on categories related to one’s social status (i.e., whether one had carriages, men servants or saddle and carriage horses) and to the total of one’s 1797 tax assessment.  Notably, the Triple Assessment was limited to 10 percent of income.  Sabine (1966, p. 24) notes that “it is not a very long step from limiting high expenditure taxes to ten percent of total income to taxing simply ten percent of total income.” 


Indeed, in 1799 Pitt introduced an income tax.  Pitt confessed that he was a belated convert to income tax and that “a general tax shall be imposed on all leading branches of income.”  **Cite needed.**  The mechanics of income tax followed various of the provisions of the Triple Assessment, not only in its technical details but also in its rates which was a flat one tenth on incomes of £200 and over.  The administrative machinery came from the land tax, imposing a national levy through a great deal of control and power at local level with the Land Commissioners.  However, the local commissioners did not have sufficient staff to examine significant numbers of returns and there was considerable scope for abuse by unscrupulous taxpayers and favouritism by the locally-based commissioners.  The tax seemed in many ways voluntary, and the peace of Amiens in 1802 allowed Addington to repeal income tax, holding to the promise that it was exclusively a war tax.  However, it was telling that Addington at the same time requested the tax authorities to review the operation of all the taxes, including income tax.   It raised substantially less revenue than expected.

“The original system of taxing under different schedules came in response to a requirement for individual privacy—taxing by schedules meant that officials would know only a taxpayer’s income from different sources, and not his total income.”  (BJP, 10)  In 1799 disclosure of income was not compulsory.  All that was required was a signed statement declaring the amount the taxpayer intended to pay, and certifying that the sum was not less that one-tenth of total income less deductions.  

Addington, Pitt’s successor as Prime Minister, modified Pitt’s income tax by bringing in two key administrative principles.  It introduced “taxation at source” in 1803, also referred to as “deduction of tax at source,” “stoppage at source”, “withholding of tax at source.”  It was applied to rents, dividends, and annuities payable out of the public revenues, and salaries and pensions paid by the government. Second, it  required for returns of income to be made from individual sources, instead of an overall lump sum and their Pitt’s system.    The basic structure of taxation at sources and a schedular system has survived until today (although, as we discuss later, the schedular system may be on its last legs). 

Before 1940 there was wage withholding consisting of two half-yearly assessments.  The 1940 system still had the feature that taxes were withheld based on wages earned several months earlier, creating cases in which with fluctuating income so that some of the tax due in respect of earlier higher earnings was deducted from much lower later earnings.  There was some sense that the system encouraged workers to change jobs, “sometimes with a view of evasion.” (BJP, p, 23)   Opposition to moving to a current basis was nicely summarized by the statement by the Chancellor  “income tax…cannot be a simple tax  and a current tax, both at the same time.”
   The UK switched to a current payments system in 1944, when PAYE was introduced.  **Expand.**
**Mention shift in 1994 to self-assessment.**

The US tax system has developed along a different path.  Its Constitution, enacted in 1789, prohibited income tax except under certain strict constraints.  **Describe briefly the early US history.**

Withholding was also an important feature of the first US income tax, instituted in 1862 during the Civil War.  Withholding was applied to dividends paid by certain financial institutions and insurance companies, and salaries of federal employees.  The administrative advantages were well-recognized.  “[It] was much easier and simpler to collect [tax] from the corporations than from the individual stockholders and bondholders…”
  In 1865 almost 40 percent of income tax receipts through withholding.
  The Civil War income tax was eliminated in 18xx.  A new income tax was enacted in 1894, but the Supreme Court ruled that it violated the Constitutional stipulation against a general income tax.  In 1913 the Constitution was amended to allow a federal income tax, and the Congress re-instituted an income tax in the same year **check timing.**  
From 1913 to 1916 the income tax law had broad withholding provisions.  These proved unpopular among taxpayers and businesses, and they were replaced in 1917 by information reporting.
  Under the new regime, companies were required to report most of their payments (of $800 or more—**check this**) to individuals, along with the names and addresses of the persons to whom such payments were made.  Although the statutory authority for information reporting in the legislative language was quite sweeping, it was exercised with “notable restraint.”  (Thorndike, 2006, p. 3) For example, the Bureau of Internal Revenue (the IRS’ forerunner) waited until 1924 to ask publicly-held companies for detailed information on dividends, and even then it was a one-time request, not an annual mandate. 

After a controversy over concerning rich Americans using stock market losses to zero out their tax liability, in 1933 the Treasury introduced new regulations that required stock, bond, and commodity brokers to report on annual totals for purchases and sales (with clients’ names and addresses) for every customer trading more than $25,000 in calendar year 1933 and every subsequent year.  In 1943 the Treasury waived the requirement for information reports, and the authority to require information reports was unused for four decades.  The Tax Equity and Fiscal Responsibility Act of 1982 introduced a requirement that brokers report to the IRS the gross proceeds of transactions.  

It was not until World War II, 1943 to be precise, that withholding was re-introduced, at the same time the income was extended to a broad swath of the population.  **Expand.**

4.2.  Implementation aspects of current UK tax system


**Brief summary of current UK tax system.**

The Meade Committee report noted that in 197x administrative costs were much higher in the UK compared to the US, 1.95 percent of revenues collected in the UK versus 0.55 percent in the US.  It suggested that this probably depended on the use of highly sophisticated computers and sampling techniques in the US.    As will be clear later, another likely explanation is the fact that the US had (and still has) a universal self assessment system, while at the time in the UK, the Inland Revenue then still carried out the assessing function.  Tax authority assessment clearly increased the UK tax authority’s administrative costs.  It is only recently that HMRC’s costs are reducing, consequent on the full establishment of self assessment. Indeed, this disparity has significantly narrowed since the Meade Report.  According to OECD (2004), in 2002, the ratio was 0.52 percent for the US and 1.15 for the UK.
  The OECD average was x.xx, and the European average was 0.xx.

One source of the remaining differential is the ratio of staff.  Aggregate staff usage in the UK in xxxx was 81,859, including the staff of the national contributions agency but excluding customs and the government valuation function.  This amounts to one full-time staffer per 730 citizens, and one full-time staffer per 360 people in the labor force.  In contrast, the US has 100,229 staff, or one full-time staffer for every 2,671 citizens and one full-time staffer per 1,445 in the labor force.  The US numbers reflect a 15 percent reduction in staffing between 1993 and 2001.  **Check all figures.**
The HMRC Annual report lists cost of collection per pound collected for each of seven separate taxes, and overall. The overall ratio is listed as 0.97 pence per pound.
  For each of several operations, it also lists the additional tax and penalties for many different operations, and estimated cost/yield ratios, which use the former as the numerator and the denominator is the cost of salaries, accommodation, and other direct operating overheads.  These ratios range from 1.6:1 to 449:1.  Note that they are average, rather than marginal, figures.  In accompanying text, it is said that these ratios “are used as one of a number of factors to help management make considered judgment on the allocation of resources. It is useful in providing retrospective comparison of the cost-effectiveness of individual types of enforcement work…It is also important to maintain an effective presence in all areas where there may be non-compliance.” (106)  “No account is taken of the corrective or deterrent effects; although largely unquantifiable, they are almost certainly substantial.”

In 2004, Inland Revenue and Customs & Excise were combined to form a single tax authority, her Majesty’s Revenue and Customs (HMRC).  The 2005 Budget announced a number of initiatives designed to reduce collection costs, including abolishing the administration of tax credits by employers and introducing simplified VAT processes for small businesses.

In the UK, individuals have a National Insurance Number (NINo), which **check** is just an individual identifier.   **What about companies?**  Taxpayers under self assessment have a ‘UTR’ – unique taxpayer reference.  VAT registered traders have a VAT registration number.

The UK has a wide-range of information reporting requirements.  Prime among these are the obligations on employers, with requirements to notify the tax authority of annual pay, benefits, etc.  Companies need to advise dividends; returns have to be made of share schemes;  returns have to be made of deceased’s estates, including past transfers;  and there is a significant infrastructure built around the construction industry with a range of reporting requirements.

The UK tax system is largely based on remittances by businesses.  Table 1 presents a preliminary calculation of the proportion of taxes that are remitted by businesses.  It shows that for all taxes, 84 percent are remitted by businesses, which is almost exactly the same proportion found by Christensen, Cline and Neubig (200x) for the US in 1999!  For those taxes administered by the HMRC, 91 percent are remitted by businesses.

Recently the HMRC commissioned KPMG to undertake a large-scale study of business compliance costs, the results of which are discussed in KPMG (2006).   It was based on interviews with 1,000 businesses of all sizes and a number of agents.  It calculated the total compliance costs, called “administrative burden” in this report, for 28 areas of taxation, concluding that the burden of the VAT was £1020 million, for income tax for businesses was £857 million, £759 million for employer taxes, £608 million for corporation tax, and £793 million for customs.

5.  Individual income tax
After an age-related personal allowance, taxable income is subject to different rates depending on the tax bracket, known as the “tax band”, within which the income falls.  As of 2005-6, the starting-rate band is subject to a rate of 10 percent, the basic-rate band is subject to a rate of 22 percent, and the higher-rate band is subject to a rate of 40 percent.  Interest and dividend income are subject to slightly different rates of tax, and taxes on dividends may be offset with a dividend tax credit.  Of the estimated 29.2 million taxpayers in 2005-6, 4.1 million (14.2 percent) are subject to the starting rate, 21.9 million (75.0 percent) to the basic rate, and 3.2 (10.8 percent) million to the higher rate.  Only one percent of revenue, however, is accounted for by taxpayers subject to the starting rate; 46.4 percent is accounted for by taxpayers subject to the basic rate, and 52.6 percent is accounted for by taxpayers subject to the higher rate.  Compared to the US, the base definition is quite simple, with credits and deductions, discussed below, being quite limited.  

5.1.  Exact, cumulative withholding (PAYE)

Most UK income tax is deducted at source and remitted by employers through the Pay-As-You-Earn (PAYE) system, or by banks for any interest payments.
    When calculating tax due each week or month, the employer considers income not simply for the period in question but for the whole of the tax year to date.  Tax due on total cumulative income is calculated and tax paid thus far is deducted, giving a figure for tax due this week or month.  

The employee provides details of his personal circumstances to the HMRC by completing a tax return.  **Discuss how often.**  The relevant allowances are then translated by the HMRC into a code number.  Having calculated the code, the HMRC then forwards it to the taxpayer to check.  In theory, the taxpayer must notify the HMRC immediately of any change in personal circumstances that may subsequently affect the code, although as detailed below, because there is an imperfect real mechanism for detecting errors this often does not occur, so that the “tax code” that drives withholding is often wrong, with mistakes persisting for a long period.  The code is then sent to the individual’s employer, which describes the allowance to which the employee is entitled.  Note that code numbers are not (immediately?) adjusted downwards in cases where the result would be a very large deduction in a single pay period to pick up past underpayments of tax.  There are code details for second jobs, or if the employee does not wish his marital status to be revealed (Barr, James, and Prest 1977, p. 26)  At the end of the tax year the employer notifies each employee about how much tax has been withheld, and sends the same information to the HMRC.

If individual circumstances change (e.g., starting to receive a pension), HMRC issues a new tax code for that individual.  For those with relatively simple affairs, the cumulative system means that no end-of-year adjustment is necessary.

**What happens when a taxpayer changes jobs?**

Cumulative withholding has been compared to a “vintage Rolls Royce, which the [Inland] Revenue laboriously…maintains which the employer is required to drive…and in which the taxpayer rides in reasonable comfort and for free.”
  Indeed, taxpayers covered by the PAYE system incur no direct compliance costs.

Over time the PAYE system has become more complex, as it has become the vehicle for delivering National Insurance Contributions (NICs), pensions, in-kind benefits, student loan deductions, sick pay, and maternity pay.  

The Comptroller and Auditor General’s report (Bourn, 2005) notes that the Department’s Internal Audit Office estimated **when?** that around ₤575 million per annum of tax due had not been pursued by the Department, and that taxpayers were not being advised of around ₤295 million per annum potentially repayable.  All in all, about 3.8 million taxpayers had paid too much or too little.  The main cause of this problem was the Department’s failure to finalize and correctly calculate tax liabilities where people had more than one source of employment income.   “There is no single PAYE account for individual taxpayers who have more than one job.”
5.2. Self-assessment
Before 1996, for taxpayers outside of the PAYE system, assessment of the tax due was made by a tax inspector.  All tax returns were scrutinized by the Inland Revenue (the forerunner of the HMRC) because they had to be – this was an assessment system and so no assessment could be made without the tax authority scrutinizing the information provided by the taxpayer, adding in what they knew and then coming out with a suitable tax assessment.  

A new self-assessment system was instituted and phased in **confirm timing of changes** so that a comprehensive self-assessment system was in place by 1998.  Self Assessment for Income Tax and Capital Gains Tax was introduced in 1996, with the first returns being issued to taxpayers in April 1997 (for the tax year 1996/97).  Self Assessment raises revenue chiefly from the self employed, business partners, company directors, landlords and those with foreign income.  When HMRC issues a tax return or a notice to file, the taxpayer must, by law, complete and return the form. Taxpayers who have untaxed income or capital gains are responsible for notifying the Department if they have not received a Self Assessment form to allow the Department to determine whether they should be issued with one. The core section of the main Self Assessment tax return consists of 10 pages together with a Tax Return Guide and a Tax Calculation Guide. 
The number of individuals, partnerships and trusts having to file Self Assessment returns increased from 8.5 million in 1996-97 to 10 million in 2003-04. HMRC collected £16bn net of repayments through SA in 03/04 compared with over £100 billion collected in Income Tax through other processes such as Pay As You Earn in 2003-04.  
For tax year 2004/05 onwards, some individuals were removed from the SA requirement, and a short return was introduced for those with simple financial affairs, so that by 2005/06 7.2 million individuals were required to complete the main SA return, 1.5 million the short SA form and 26 million were not required to file any return.  **Reconcile to following figures.**  This reduced the number of taxpayers needing to complete a return to 9.2 million in 2005-6 (8.3 million individuals, and 0.9 million partnerships, trusts, and estates which also require tax returns.).  The easing out of some from completing a tax return has been matched by more people being drawn in – due to the increasing numbers of self employed, for example.

HM Revenue and Customs spent £220 million in processing returns and supporting the filing process for the 2003-04 filing year or approximately £22 per return issued. Around £70 in SA Income Tax is collected for every £1 spent on operating Self Assessment. 

HM Revenue and Customs is unable to carry out pre-population because it cannot update taxpayer records in time for the issue of returns in April as it does not receive the information for pre-population, for example, Pay As You Earn details, until May to July. The extent to which HM Revenue and Customs can pre-populate electronic returns with information held on Pay As You Earn, tax credits, bank/building society interest and dividends is restricted by the lack of read across between the databases holding this information. 

In 2003-04, over one million taxpayers filed online or by an electronic service used by their agents.  Taxpayers and agents can use HM Revenue and Customs’ internet service; agents can also use the Electronic Lodgement Service.  17 per cent of SA taxpayers filed electronic returns in 2004-05, a low take-up rate compared with other countries **Compare to US figure and some other OECD countries, if available.**  Tax calculation is an integral part of the online filing service and is available to all those who file online, at any time of year. 



Thus, in the UK only the (less than one-third of) taxpayers that have to complete a self-assessment income tax return incur compliance costs to any degree.  The drive towards self-assessment in the UK has been motivated, at least in part, by a wish on the part of central Government to reduce the administrative costs of taxation.   This factor can also be seen in the current debate on e-filing, where the possibility of imposing compulsory e-filing is justified at least in part by the value to the whole taxpayer population of achieving reduced administrative costs for the tax authority.  Against this, in countries such as America, Australia and New Zealand where all taxpayers have to file a return, there seems to be a greater effort put into simplifying procedures and achieving simpler compliance so as to benefit all taxpayers more directly.  The conclusion is surely that there should be more effort to monitor both halves of the cost of running the tax system – achieving a reduction in the cost of administration by pushing those costs into the cost of compliance (where economies of scale may be lost) is at best a dubious justification.


**Add statistics on use of tax preparers.**

**What fraction of the receipts of self-employed businesses is subject to information reporting?  Probably only B-to-B transactions, because only firms must issue them.**  Once again, it’s sales to consumers that are the Achilles heel.

Greater tax evasion by the self-employed is sometimes explained by the higher compliance costs. In reality, they have better opportunities.  The informal business practices and high mobility make it difficult for tax administrators to keep track of them.  They often deal in cash and can underestimate their receipts.  They can inflate business costs and commingle business and personal expenses. **Also, they have fewer colleagues or individuals privy to their finances, so are less likely to be reported.**
5.3. Credits

From October 1999, Working Families’ Tax Credit (WFTC) and Disabled Person’s Tax Credit (DPTC) replaced two means-tested benefits. Entitlement to WFTC and DPTC was assessed in much the same way as it was for the benefits they replaced: awards were fixed for six-month periods (usually) regardless of changes in circumstances.

One of the most significant elements of the 1999 reform was that, beginning in April 2000, WFTC and DPTC became payable through the wage packet.
  Employees applied directly to HMRC, who determined entitlement and notified the employee and employer about the award.  They then had to start paying the award through the wage packet, recording the payment as an extra line on the employee’s pay slip.  Employers set off the total amount (across all employees) of tax credits they paid against their total PAYE and NIC liabilities and any deductions made for student loan repayments. If total tax credit payments exceeded these liabilities/deductions, employers applied to HMRC who would cover the difference.

The Government’s primary objective in introducing payment through the wage packet was to ‘demonstrate most clearly that the tax credits are a reward for work.’ (p. 1 RIA99) The Government also suggested it would reduce the stigma associated with claiming in-work support, thereby encouraging higher take up, and would reduce wasteful overlap between the tax and benefit systems. (p2 RIA99) The Government may also have felt that the tax system was a more appropriate vehicle for delivering a programme covering such a large proportion of the population. (p4 MB NTCs)

The option of delivering tax credits through PAYE was considered, but was rejected on the grounds that PAYE codes could not deliver the necessary accuracy and reliability, and would not provide transparency for employees. (p. 5 RIA99)

In April 2003, tax credits were reformed. Working tax credit (WTC) replaced the adult and childcare elements of WFTC (and some other credits), and extended in-work support to cover families without children. The child elements of WFTC became part of child tax credit (CTC), which combined into a single integrated payment support provided by a number of different benefits and tax credits. 

In place of six-month awards, WTC and CTC applications were made on an annual (tax year) basis. Instead of fixed (backward looking) awards, WTC and CTC entitlement depended on circumstances during the whole of the upcoming tax year (a cumulative annual system). Since this information was unknown at the time of application, provisional awards were made on the basis of last year’s income and circumstances at the time of application. After the end of the tax year, recipients were asked to confirm their income and circumstances for the tax year just finished, allowing awards to be finalised.
Underpayments and overpayments were an inevitable consequence of this system because income and circumstances were bound to change for some families during the course of the year. To avoid large overpayments, families were required to report some changes within three months.  Any changes not reported during the tax year would be picked up in the annual renewals process. In addition, the first £2,500 of any income rise was disregarded. Underpayments were rectified by a single payment to the recipient, while overpayments were corrected either by adjusting future awards or by asking for a one-off payment.

In April 2006, substantial further changes were made to WTC and CTC.   Notably, it abandoned payment via employers, replacing it with direct payment into recipients’ bank accounts. The Government’s stated reason for abandoning payment via employers was a desire to reduce compliance costs imposed on employers. (p. 3 RIA05) 

The component of compliance costs probably responsible for breaking the donkey’s back was employer amendment notices. Amendment notices were letters sent to employers asking them to alter their tax credit payments whenever awards needed to be adjusted within-year, and were brought about by the move to a responsive system of awards.  Amendment notices, however, imposed substantial new compliance burdens on employers. The volume of amendment notices was much higher than expected (p. 3 RIA05), both because of administrative difficulties that led to large numbers of errors and delays in calculating awards, and to the fact that the number of families reporting changes in circumstances within-year seems to have been much higher than predicted.  There also seems to have been administrative problems issuing amendment notices, with some employers receiving multiple (sometime conflicting) or confusing requests to change their tax credit payments, all of which would have added to the burden placed on employers.

The Government apparently concluded that the ongoing costs imposed in the first instance on employers by a responsive system of awards were too high to continue with payment in wages.
  The cost to the Government of administering payment via employers probably also contributed to its abandonment. 

Usually one might expect a trade off between administrative and compliance costs – less work done by Government means more left for employers (or individuals). But since payment via employers was primarily symbolic (intended to demonstrate that tax credits are a reward for work), we shouldn’t be surprised to discover that it was also more expensive to administer (we have already seen that compliance costs were higher). The regulatory impact assessment for the abolition of payment via employers suggested that reverting to direct payment would save the Government between £3m and £4m per year, with one-off transition costs of £1m-£2m. **Cite needed.**

Administrative costs were probably higher under payment via employers because it effectively added an additional link in the payment chain without simplifying administration. The Government still had to do all the entitlement calculations itself (just like a benefit claim) because tax credit awards depended on factors not held by employers (such as partner’s income, number of children, childcare use, etc).
,
 Instead of using this information to pay recipients directly, the Government passed it onto employers who were asked to do it through wages.

When introducing payment via employers, the Government suggested it would “reduce wasteful overlap between the tax and benefit systems.” This argument seems largely spurious: administration (and compliance) costs arise mostly from the need to make tax and tax credit calculations, and are largely independent of the size of transfers made.  So, not only would compliance costs be reduced by abandonment of payment via employers, administrative costs would fall, too. 



Does complexity lead to low take-up rates of credits, etc.?  **Discuss any credible evidence that complexity was one reason for lower-than-expected take up of tax credits and that R&D tax credits have been under-claimed partly because of companies perceiving ‘not worth the hassle’.**
5.4.  Gift Aid
Gift Aid was established in 1990 and is one of two ways in which individuals can donate money to charities tax-free (the other is payroll giving schemes). To qualify, a donating individual need only provide the charity with a Gift Aid declaration. The charity can claim back basic-rate tax paid on the donation; if the donor is a higher-rate taxpayer, he or she can claim back from HMRC (and keep) the difference between basic-rate and higher-rate tax. Gift Aid is not open to non-taxpayers: donors must pay enough UK income tax and/or capital gains tax to cover the tax the charity will reclaim. Initially, donations had to be above a minimum threshold, but the threshold was abolished in April 2000 so that all donations made through the Gift Aid scheme are now tax-free.

The Gift Aid declaration required by the charity is a statement, either written or oral, providing details of the donor and the charity, stating that the donation should be treated as a Gift Aid donation, and confirming that the donor has paid enough tax to cover the tax the charity will reclaim. One declaration can cover all future gifts made to a charity, and past donations made no more than six years ago.


Relief for higher rate tax is claimed via the Self-Assessment return. Also, if the self-assessment taxpayer is owed money by HMRC, he or she can use the tax return to nominate a charity to receive all or part of this repayment as a Gift Aid donation. For this to be possible, the charity must have registered to be part of the scheme.

Unless the charity receives a Self-Assessment Return, claims for basic rate tax paid on donations made by individuals are made via a charity tax claim form. To operate Gift Aid, charities are required to keep sufficient records to show that their tax reclaims are accurate. HMRC makes limited checks on all repayment claims before tax is repaid, and a small number of claims are audited in detail; most claims selected for audit are chosen on a ‘risk’ basis, but others are selected randomly. Charities making large claims are audited more frequently than those making smaller claims.

Also available to employees is a payroll giving scheme (Give-As-You-Earn), under which employees nominate the charities to which they wish to make donations and authorise their employer to deduct a fixed amount from their pay. Tax relief is given by deducting donations from pay before calculating tax due, so relief is received immediately and at the highest rate of tax paid by the taxpayer.  Payroll giving requires the employer to contract with an HMRC-approved collection agency. The employer passes donations deducted from pay onto the collection agency, who distribute the money to the relevant charities. 

When a company wants to make a donation, they simply make a payment direct to the relevant charity, and then deduct that amount as a charge against their profit for corporation tax purposes.  

5.5.  Enforcement aspects


5.5.1  Audits/enquiries

**Discuss enquiry regime.** In the UK the user of a personal service company, paying himself in NIC-exempt dividends, will probably attract an automatic IR35-based enquiry.  In other words, the tax authorities tend to use risk management for their enforcement.

HM Revenue and Customs has conducted an annual random enquiry programme to improve understanding and assessment of risk, inform the development of resources and deepen understanding about the level of unreported income. The latest results from the random enquiry programme are for the tax year 2000-01 in which 5,000 cases were examined. 

Based on these cases, HMRC estimates that 68 per cent of returns are filed accurately.  However, it estimates that £2.8 billion was at risk **define** due to inaccurate returns, equivalent to 18 per cent of the £15 billion net receipts from Income Tax Self Assessment in 2000-01, or around four per cent of the taxes of the Self Assessment population (both deducted at source and Self Assessed). Around three quarters of the tax at risk is accounted for by 5 per cent of returns.

As the random enquiry programme covers only registered taxpayers, it does not provide any estimate of under-declared income from people working in the informal economy or those taxpayers who are engaged in other employment for which they are not declaring their income. 

In addition to the 5,000 random enquiry cases examined in the 2000-01 tax year, the Department also takes up about 200,000 risk based enquiries every year into business and non-business returns to help HM Revenue and Customs identify any taxpayer errors as well as any deliberate non-compliance such as fraud. In 2003-04, 78 per cent of such enquiries detected taxpayer non-compliance. 

However, all of the returns are processed and, if processing throws up an anomaly, that will trigger some sort of check or enquiry.  Automatic analyses of the return will then throw up another proportion of returns that need enquiry – for example, if rental income has suddenly disappeared.  Then there are a number who will be selected for examination purely on a random basis.

**More details on selection of returns for enquiry, i.e., risk management.  Is there something like the IRS’ DIF score that automatically ranks returns for likelihood of understatement?**


5.5.2.  Penalties

In the UK, for income tax there is a fine of ₤100 if filed late; and additional fine of ₤100 if not filed within 6 months of due date.  If delays still occur, penalties can be levied at £60 per day and in extreme cases, can be tax geared.   As to failure to pay tax on time, interest is due on all tax paid late.  A surcharge of 5 percent is payable on any unpaid tax after 28 days from due date; a further 5 percent surcharge is payable if still unpaid after six months. 

**Relate to evidence on the extent to which such penalties work.**  


5.5.3.  Information reports

5.5.4. Accuracy

In 2003-04, HM Revenue and Customs accurately processed 94 per cent of Self Assessment returns.  The gross value of errors in tax assessments resulting from internal inaccuracies in processing is estimated at £120 million (£70 million undercharges to taxpayers and nearly £50 million overcharges on taxpayers). 

Worth noting is the HMRC’s “tax back” campaign.  In most years, there is publicity given to the fact that many taxpayers find themselves having overpaid tax – yet they make no effort to recover that tax or, more likely, are unaware that they are so entitled.  This does, of course, come about because the UK only requires a proportion of its taxpayers to fill in tax returns;  those with modest incomes are the least likely to fill in tax returns and paradoxically may well be those most likely to have overpaid tax if they have lost tax at source on interest payments.  It therefore seems to require a considerable effort on the part of the tax authority, with similar efforts from many of those engaged in the voluntary sector, to achieve a measure of horizontal equity between many low-paid people.  It is a moot point as to whether that is actually achieved, given that many people, despite all of HMRC’s efforts, still do not receive the right amount of money back.

5.5.5. Taxpayer rights

**Discuss the S20 TMA powers to obtain documents etc and the ‘safeguards’ available to taxpayers – which include ex-parte hearings.  There is a connection here with the European Union’s Human Rights legislation.**
5.5.6. Compliance costs

HMRC does not consider it realistic to establish an accurate estimate of the size of tax gap or to estimate the size of the informal economy. (p. 17)
Inland Revenue (1998) investigated the compliance costs of PAYE for 1995-6, based on mail surveys completed by 1300 employers and follow-up in reviews with 310 employers.  The estimated total cost was £1.32 billion, or £**calculate** per employee.  This cost amounted to 1.3 percent of the PAYE and NIC revenue collected.  Notably, the compliance costs were highly regressive, in the sense that the per-employee cost was much higher for small compared to large firms.  The compliance costs for employers with 1-4 employees was £288, compared to less than £5 for employers with more than 5000 employees.  Tellingly, the study concluded that the high fixed compliance costs in some cases deterred small business owners from taking on an employee.  

On the regressivity, Sandford concluded that when small firms compete with large firms they are placed under a “state-created competitive disadvantage”  (Sandford, xxxx, pp. 200-1) that stems from the inability of small firms to pass on compliance costs as easily as large firms.  Sandford stated that the “inequity” of compliance costs for small businesses created a “seedbed for tax evasion.” (Sandford, xxxx, p.9)  

Based on the same data **check this** , Godwin (2001) estimated “cash-flow benefit” of the PAYE/NIC system, and concluded that for large employers it exceeded their compliance costs.  The cash-flow benefit arises because PAYE and NIC remittances are due about three and a half weeks after companies pay their employees, allowing the business that amount of time “to use the cash-flow generated from the PAYE system.”  (Farrell, p. 12)  That is, it refers to the interest the businesses receive in the period between when the taxes are “collected” from employees because they need not remit tax to the HMRC immediately.  It is, however, misleading to compare compliance costs with these cash-flow benefits, because the former is a real resource cost to the economy and the latter is just an opaque way that the effective tax rate is lower than otherwise.
  

 Chittenden et al (2005), based on questionnaires sent to SMEs confirmed the highly regressive nature of the compliance costs.

6. Corporation income tax
**Summarize details.**

The Large Business Office (LBO) was created in 1997 to facilitate centralized leadership, ensure greater consistency of approach, and increase industry awareness and specialization.”  When the two revenue departments merged, the LBO and the HM Customs and Excise equivalent became the Large Business Service; it handles the tax affairs of some 800 large entities, which provides about two-thirds of corporation tax revenues.

6.1. Tax shelters, transfer pricing, and tax havens
*Discuss recent controversies.  Substance versus form.  Generalized anti-avoidance rules.**

6.2.  Small corporations

Graduation.  LLC-like hybrid entities.


6.3.  Enforcement aspects
7. Value added tax
The Value Added Tax (“VAT”) is a form of consumption tax that is remitted by businesses in relation to business transactions where monetary or non-monetary consideration is deemed to be received.    Most business transactions involve supplies of goods or services. VAT is payable if they are supplies made in the United Kingdom (UK) or the Isle of Man, and by a taxable person, made in the course of a business, and are not specifically deemed to be exempt or zero rated supplies.
In the United Kingdom the VAT system is based upon the UK legislation ‘Value Added Tax Act 1994’ along with some additional statutory instruments which have the force of law.  The UK legislation is in turn governed by the EC Sixth Directive, to which all EU Members States must comply.  In addition, VAT is subject to case law, both decided within the UK and ultimately at the European Court of Justice.  Consequently, there are many influencing factors upon the current UK VAT legislation.
According to Adam and Browne (2006, p. 12), approximately 55 percent of households’ expenditure is taxable at the standard rate of 17.5 percent, 13 percent is zero-rated, 3 percent is taxable at the reduced rate of 5 percent for domestic fuel and power, women’s sanitary products, children’s car seats, certain residential conversions and renovations, and certain energy-saving materials), and 29 percent on exempt items.  Exempt goods have no VAT levied on the final good sold to the consumer, but firms cannot reclaim VAT paid on inputs; thus, exempt goods are effectively liable to lower rates of VAT (between 4 percent and 7 percent, depending on the firm’s cost structure and suppliers.)
According to HMRC (2005), there are approximately 1.8 million businesses registered for VAT; in 2004-5 they paid approximately ₤73 billion net VAT.

7.1. Registration thresholds
Only businesses whose sales of non-exempt and non-zero rated goods and services exceed the VAT registration threshold (60,000 pounds in 2005-6) need to account for VAT.  If these conditions are met these businesses are defined as taxable persons.  **Discuss voluntary registration.**  **Get data about registered versus total businesses, by size and sector.**

7.2.  Exempt and zero-rated goods and services

Once registered for VAT purposes, there are two types of businesses, those that are fully taxable and those that are partly exempt.  

A fully taxable business makes sale of only standard or zero rated goods and/or services.  This ensures that VAT must be accounted for on all sales (unless zero rated) but VAT may be recovered in relation to the majority of costs incurred.

Where a business is partly exempt, it makes both taxable sales and those that are exempt.  These types of businesses are more complex for a VAT perspective and generally the administrative burden in relation to these sales is more complex and time consuming.  A partly exempt business is required to monitor the use of any purchases as only those which are directly attributable to a taxable sale may be full recovered.  Those purchases that are attributable to both taxable and exempt supplies are subject to an apportionment calculation, hence the additional complexity associated with these types of businesses.
7.3.  Simplified schemes for small businesses
Since April, 2002, small firms (defined as those with total sales below 187,500 pounds and non-exempt sales below 150,000 pounds in 2005-6, excluding VAT) have had the option of using a simplified flat-rate VAT scheme.  Under the flat-rate scheme, firms are only required to account for VAT at a single rate on their total sales and give up the right to reclaim VAT on inputs.  The flat rate, which varies between 2 percent and 13.5 percent depending on the industry, is intended to reflect the average VAT rate in each industry, taking account of VAT on inputs, zero-rating, and so on.  This has been introduced in order to simplify the administrative burden for smaller firms.

For businesses which have a turnover between £660,000 and £1,350,000 (2005-06 rates) then an application can be made to HMRC in order to account for VAT annually.  The  annual accounting scheme enable a business to complete and submit just one VAT return a year (in comparison with the normal quarterly VAT return.  However, VAT is paid throughout the year in installments to prevent cash-flow difficulties at the time of submission.  The annual accounting scheme can be used in conjunction with the flat rate scheme detailed above. 
Note that small businesses are not exempt from PAYE/withholding, but they are exempt from VAT.  **Why is that?**


7.4.  Enforcement aspects



7.4.1.  Extent of noncompliance

According to an official estimate, the tax gap for the UK VAT in both 2003-4 and 2004-5 was 13.5 percent, down from an average of 15.7 percent in 2000-2003 and 16.8 percent in 2002-3 (HM Revenues and Customs, 2005, p. 44).  Their stated goal is to reduce this to no more than 11% by 2007-8.

The U.K. reports claim to have validated their top-down estimates with "bottom-up" estimates, but the details of this procedure are not published. According to a confidential study made in 2005 by the Forum on Tax Administration, a subsidiary body of the OECD’s Committee on Fiscal Affairs, only a few countries were prepared to make public their estimates of overall noncompliance, which ranged from 4.0 to 17.5 percent.  These estimates are generally based on “top-down” exercises, which compare actual revenues from the value added tax to a theoretical tax base and tax amount derived by examining consumption expenditure adjusted to account for factors that impact the base for the value added tax (for example, tax policy choices concerning goods that are exempt from the value added tax, or which pay different rates). 
One growing type of noncompliance is known as “missing trader intra-community” fraud (MTIC), or carousel, fraud.  The fraud involves goods imported VAT-free from other EU Member States that are sold through contrived business-to-business transaction chains in the UK, and subsequently exported. The tax loss occurs when the VAT charged on the initial sale of the goods in the UK is not paid to HMRC because the seller disappears. The purchaser can still reclaim the VAT, so the loss crystallises when the trader who exports the goods from the UK makes a repayment claim.  Some estimates have put the total loss of VAT from MTIC fraud within the EU at EUR50 billion annually.   **UK estimates?**  According to the UK's Office for National Statistics (ONS) **get cite**, almost ₤10 billion of the country's exports in the second quarter of 2006 were associated with MTIC fraud, up 50 percent compared to the first quarter.  Carousel fraud has now reached such proportions that it is apparently distorting the UK's trade data. Raw trade data suggested the UK's exports rose by 39 percent year-on-year in the second quarter of 2006, but when the ONS factored out possible MTIC fraud, the increase was just 12 percent. **Discuss recent changes in UK rules designed to combat the fraud.**


7.4.2.  Compliance costs

Hansford, Hasseldine, and Howorth (2003) studied the costs of VAT compliance for SMEs, based on questionnaire data from 1085 firms.  **Discuss their quantitative findings.**

8.  National insurance
National insurance (NI) began 1948 as a system of compulsory social insurance.  Workers paid compulsory contributions into a national insurance fund, thereby earning the right to receive certain (‘contributory’) social security benefits (unemployment and incapacity benefits, retirement pension, etc).Since then, however, substantial reform has eroded the link between NI contributions paid and social security benefits received, and moved the structure of NI much closer to that of income tax.  NI is payable on earnings (unlike income tax, which is paid on both earned and unearned income). There are four different classes of NI contribution.

Class 1 contributions raise by far the most revenue. There are separate contributions designated the employee and employer contributions, but both employee and employer contributions are collected through the payroll. They are payable by employees aged under retirement age (60) and by employers (regardless of age). They are, though, separate from PAYE (PAYE codes relate only to income tax: they do not indicate how much NI is due).

For both the employee and employer contributions, the level of contribution depends on employee earnings and is assessed on a weekly basis (unlike income tax, which is annual).  Employees earning above the lower earnings limit (LEL) – £82 per week in 2005/06 – build up entitlement to contributory benefits. No contributions are payable, however, until the primary and secondary thresholds are reached (PT and ST, the points above which employee and employer contributions are due respectively). Since 2001, these have both been aligned with the income tax personal allowance (£94 per week in 2005/06). Earnings between the PT/ST and the upper earnings limit (UEL) – £630 per week in 2005/06 – are subject to 11 per cent employee and 12.8 per cent employer NI contributions.
 Above the UEL, the employer rate remains 12.8 per cent, but the employee rate falls to 1 per cent. 

Class 4 contributions are paid by the self-employed, and work very much like Class 1 employee contributions: profits between the lower and upper profits limits (LPL and UPL) are subject to 8 per cent NI; above this, 1 per cent NI is due. The LPL and UPL are aligned exactly with the PT and UEL; the main difference is that Class 4 contributions are assessed on an annual basis, as it clearly isn’t practical to ask the self-employed to calculate profits every week. Class 4 contributions are collected via the annual self-assessment tax form.

There is no equivalent to Class 1 employer contributions for self-employed individuals; instead they pay Class 2 contributions. These are paid at a flat rate – £2.10 per week in 2005/06 – by those aged under retirement age whose earnings exceed the small earnings exemption (this is less than the LPL). Class 2 contributions are collected by monthly direct debit or quarterly bill.

Class 3 contributions are voluntary and are usually made by UK citizens living abroad in order to maintain entitlement to benefits when they return.

Since then, however, substantial reforms have been made, weakening the contributory link and moving NI much closer to income tax.

Aside from wide disparity in tax rates, the main differences today between national insurance and income tax are:

· NI is payable on earnings whereas income tax is paid on both earned and unearned income (unearned income includes income from investments, some benefits, pensions…)

· NI is assessed on a weekly basis; income tax depends on annual income

· Income tax treats earnings from employment and self-employment identically while NI does not

· The amount of NI payable is lower for employees aged 60 or over; no distinction is made for income tax

PAYE/NIC differences add to compliance costs and are a source of errors (and thus enquiries and penalties).
Those who are self-employed can be paid gross in the UK; those who are employees suffer withholding of income taxes through PAYE and NICs (and indeed cause their employers to pay substantial NICs).  The dividing line between the two has been the cause of many disputes and remains an area for attention by the tax authorities and also by employers, fearful of being caught out wrongly applying the rules and opening themselves up for penalties.  One defence mechanism here is for those using sub-contractors to require them to operate through their own service company, giving therefore a measure of insulation for the user of the services in that they can certainly treat the company as a contractor and thus pay it gross.  The response of the UK tax authorities was to try and police this arrangement by introducing the ‘IR35’ rules in 1999.  These became some of the most controversial provisions, not least because it threatened to cost many small businesses considerable amounts of tax but also because of the additional administrative burdens that were being imposed.

As far as the UK is concerned, this ‘responsibility to the withholding agent’ is very true in the employment arena.  The obligation to withhold falls on the employer;  if, for example, rules are wrongly applied so that an individual worker is mis-categorised as self employed when they should have been employed, even though they have paid their own tax as self-employed, that is still the situation where the putative employer is at fault.  HMRC will proceed against the employer and extract the tax and possibly penalties – indeed a recent case (Demibourne) has, slightly controversially, emphasized that they have a perfect right to do this.  Indeed, the tax authority takes the line, supported by Demibourne, that it is their job to collect the tax due from the employer;  what they will then do is remit to the individual any tax that they have potentially overpaid (in that the employer has now been found to be paying tax on their behalf).  The employer is now of course out of pocket, having originally paid the now employee gross;  they are in strictness entitled to recover the tax being repaid to the employee (or at least some of it) but achieving this may be practically rather difficult, given that no doubt the individual concerned has moved on to other activities.  What ought to happen in a practical, efficient situation is that credit is given by the tax authority for the tax paid by the individual when assessing the employers liability for such situations; whilst that at one stage happens, a change of practice, bolstered by Demibourne, has stopped that and, whilst potentially reducing HMRC’s administrative costs, has undoubtedly added to the employer’s compliance costs.

A key example in the UK is the various efforts made by the Revenue authorities in relation to the construction industry.  This has in the past been seen as a prime area of non-compliance, with considerable risks for tax revenues.  Thus, starting initially in 1974, procedures were brought in requiring those involved in the construction industry who were using the services of sub-contractors to withhold tax from them on making payments to them.  The fact that payments were likely to be made under deduction of tax was unattractive to many and so a considerable industry grew up to provide for gross payment to many sub-contractors.  The Inland Revenue began to think that the system was being abused, or was simply not as tight as it should be and this led to the launch of the new Construction Industry Scheme (CIS) in 2000.  Whilst this tightened the system and made if more difficult for those in the scheme to be paid gross, it also added considerably to the bureaucracy involved, requiring, for example, the exemption certificate granted to a company to be presented to the payer to achieve a gross payment.  Whilst that might be easy for a one-man-band, it was not particularly helpful for a business of considerable size that might accordingly need a director to spend a considerable proportion of his time shuttling round the country waving a certificate around.  Accordingly the system has been recast again, new procedures coming in from April 2007 which seek to streamline the system and make it more efficient.

9.  Other taxes
9.1.  Stamp duty

Stamp duty, in its primitive format was first introduced in 1694.  In recent times stamp duty has been fundamentally changed and in December 2003, stamp duty land tax (“SDLT”) was introduced.  SDLT is a tax levied upon transactions involving land and buildings.  Unlike its predecessors, there is no requirement for a document to be literally stamped.  SDLT is now a self-assessed tax and the liability of the tax rests with the purchaser.  The purchaser has 30 days from the date of any ‘notifiable’ transaction to complete the relevant documentation and make payment of any tax due to HMRC.
9.2.  Excise taxes
Excise duty is normally levied upon the production of goods rather than the sale.
9.3.  Customs Duties

Customs duties are required to be accounted for when goods cross international borders.  From a UK perspective Customs duty is governed by European law and along with the other European Member States a Customs Union has been formed.  Decisions associated with Customs Duty are made by the European Union which is located in Brussels.  In the UK HMRC administer and enforce this legislation.


Customs duty is applicable where certain goods cross an international border.  Goods transferred between member of the Customs union can be transferred without any Customs duty implications.  The amount of Customs duty payable will be dependent upon a number of conditions including the commercial arrangements associated with the importation, the type of goods, the place where the goods originate from and/or are manufactured, and any reliefs which are available to either reduce or eliminate the amount payable.

It is possible to defer payment of both duty and import VAT that is due through the use of a duty deferment account.  The use of this type of account allows payment of the import VAT and duty due to be delayed until the 15th day of the month following the date of importation (therefore to a maximum of 45 days).

9.4.  Capital gains tax

**Add a brief summary.**

9.5.  Inheritance tax
**Add a brief summary.**
III.  SPECULATIONS AND CONCLUSIONS
 10.  Looking to the future

10.1. Growth in difficult-to-tax services and intangible capital

Arguably, though, the move from taxes on physical goods and real estate to taxing income and profits is a move from, using the Hinrichs classification discussed in Section 1.1, a “stage 1” tax system to a “stage 2” tax system.  With the growth of electronic commerce, we are needing to move to stage 3 with tax authorities having a significant problem in adapting their operations (and in particular their control procedures) to the electronic age.

10.2. Globalization
EU constraints already are important.  Extrajurisdictional collection.  **Discuss prospects of a common European corporation income tax with, perhaps, formulary apportionment.**
10.3. Information technology growth
According to HMRC (2005, p. 51), in the past decade IT infrastructure has primarily responded to drivers of new services, such as tax credits, or new channels of service delivery (the first wave of online provision).  

The IRS recently announced its plan to mandate corporate e-filing, requiring businesses with more than $50 million in assets to e-file beginning next year when they file with Forms 1120 and 1120S for 2005. The e-filing requirements only apply to organizations that file at least 250 returns—including income tax, excise tax and employment tax—during a calendar year. Any tax-exempt organization with more than $100 million in assets must also file its annual information return, Form 990, electronically. In 2007, the IRS will lower the threshold for e-filing to include returns from companies and tax-exempt organizations with at least $10 million in assets. Private foundations and charitable trusts will also have to start electronically filing their annual information returns. The IRS expects more than 20,000 large corporate taxpayers and as many as 10,000 tax-exempt entities to be covered by the filing requirement by 2007.

What information is it appropriate for government to use to determine tax liability?  Can the government be trusted with personalised information?  Technology making new 'tags' possible

Impact of IT (cost of administration, security of IT systems, reducing avoidance/evasion, negative publicity caused by computing problems)
11.  Conclusions

**To follow.**
Table 1: Remittance Responsibility in the U.K. Tax System: 2005-6

	
	Receipts (£m)
	Remitted by business (£m)
	Proportion

	
	
	
	

	HMRC-administered taxes
	
	
	

	Income tax:
	
	
	

	    PAYE
	113,897
	113,897
	1

	    Self Assessment, net of repayments
	18,158
	0
	0

	    Other receipts1
	8,424
	4,369
	0.52

	    Tax credits2,3
	-4,653
	-4,185
	0.90

	    Other repayments2,4
	-4,984
	-4,762
	0.96

	National Insurance5
	85,656
	82,743
	0.97

	Corporation tax
	41,977
	41,977
	1

	Petroleum revenue tax
	2,021
	2,021
	1

	Capital gains tax
	2,879
	0
	0

	Inheritance tax
	3,259
	0
	0

	Stamp duties6
	10,892
	4,357
	0.4

	VAT
	72,882
	72,882
	1

	Other C&E taxes/duties/levies7
	47,965
	47,965
	1

	Subtotal
	398,373
	361,263
	0.91

	
	
	
	

	Non-HMRC-administered taxes
	
	
	

	VED
	5,000
	1,000
	0.2

	Business rates
	20,300
	20,300
	1

	Council tax
	21,000
	0
	0

	Other taxes and royalties8
	12,800
	3,840
	0.3

	Subtotal
	     59,100
	25,140
	0.43

	
	
	
	

	Total
	457,473
	386,403
	0.84


Notes (B means all remitted by business, 0.3B means 30 per cent remitted by business, I means all remitted by individuals):

1. The other receipts category comprises the tax deduction scheme for interest (TDSI) (B), other tax deducted at source (B) and others (I).

2. Repayments (tax credits and other repayments) were classified the same way as the tax they were repayments for, not according to how the repayment was made.

3. Tax credits comprise the negative tax part of WTC/CTC expenditure (0.9B), MIRAS (0.85B), LAPRAS (0.85B) and other (0.85B). The 0.9B for WTC/CTC was based on a guess of the number of self-employed recipients. The 0.85B for all other tax credits was derived from the proportion of gross income tax receipts remitted by business.

4. Other repayments comprises individuals (I), personal pension contributions (I), pension fund and insurance companies (I), charities (0.85B), overseas (I), PEPs and ISAs (0.85B) and other (0.85B). Again, all the 0.85Bs come from the proportion of gross income tax receipts remitted by business.

5. Class 1 National Insurance contributions (B), Class 2-4 contributions (I).

6. 0.3B comes from assuming duty on residential land and property is remitted by individuals, while duty on everything else (non-residential land and property, stocks, shares, debentures, etc) is remitted by business.

7. Other C&E taxes/duties/levies comprises (all B): fuel duties, tobacco duties, spirit duty, beer duties, wine duties, cider & perry duties, betting and gaming duties, air passenger duty, insurance premium tax, landfill tax, climate change levy, aggregates levy, and customs duties and levies.

8. 0.3B for other taxes and royalties is a guess based on thinking the congestion charge and TV licence fee may be included.

Sources: http://www.hmrc.gov.uk/stats/, http://www.hm-treasury.gov.uk/budget/budget_06/bud_bud06_index.cfm, authors’ calculations.

Appendix

What the Meade Report Said About Administration and Compliance


The Meade Report devotes some attention to administrative issues. Although it wouldn’t be quite fair to say that its consideration was an afterthought, it is true that the chapter entitled “Administration” was the penultimate one, before only the “Summary and Conclusions” chapter.  It dealt primarily with how the Committee’s proposals could be administered in practice.  The word “evasion” is not in the index, nor is “avoidance,” compliance,” or “noncompliance.”

Chapter 2 classifies the desirable characteristics of a good tax structure into six categories, one of which is “simplicity and costs of administration.”  It stresses that in a democratic society the taxing authorities should be accountable to the electorate at large, which can occur only if the typical taxpayer can comprehend clearly “the nature of the taxpayer’s liability.”  Consumption taxes might fare better than income taxes on knowing what is and is not taxable.  A wealth tax that involves continual valuation of assets that are not continuously bought and sold in a well-organized market do not fare well.  The taxpayer should also be able to “understand the purpose which it is intended to serve by choosing the particular form of tax.” (p. 19)  “A tax system cannot be simple and easy to understand unless it makes a coherent whole.”  The “tax system must be acceptable to the public, and simplicity of the system is necessary for acceptability.” As an example—compare the former “purchase tax” levied on consumption goods at the wholesale stage which was in effect a consumption tax, to a retail sales tax. 

The Meade Committee report also stresses that compliance costs must be considered, and are “often heavy and in many cases much heavier than the official administrative costs themselves.”  Low compliance costs occur when the tax system is “simple, straightforward, and precise.” 

One of the Meade Committee members, Cedric Sandford, had completed his seminal book on compliance costs in 1973 and, reflecting his expertise, the chapter on administration has an appendix on compliance costs.  It discusses the then-nascent literature on measuring compliance costs.  It concludes that compliance costs generate horizontal inequity and have a marked tendency to regressivity.  They fall disproportionately on the self-employed.  Regressiveness applies especially to firms because “there are substantial economies of scale in firms’ tax-remitting work.” (491)

The appendix to the Meade report chapter on administrative considerations discusses the issues that arise in the tradeoff between compliance costs and administrative costs.  It says (incorrectly), “if the take-up of real resources were the only consideration, then automatically the method which minimized total resource costs would be chosen.” (491) It then advances three reasons why administrative costs are better:

· Administrative costs, which are met by taxation, can be spread in a policy-determined way; in contrast, compliance costs have a regressive tendency.  So, administrative costs should be preferred on distributional grounds.

· Compliance costs are more likely to be resented by taxpayers, incurring difficult-to-measure psychic costs.  The resentment is especially high when the ratio of compliance costs to remittances was very high. 
· Administrative costs are more visible than compliance costs, and will be less likely “overlooked” by a government.

(491-2) “There must be a presumption that personal compliance costs, which are not associated with market transactions, are unlikely to be shifted.  The presumption is probably the other way with the compliance costs of firms, in so far as there is a basic level of compliance costs which raises costs for all firms; however, it is unlikely that the differential in compliance costs between the small and the large firm can be passed forward into price in a competitive market.  Thus tax compliance costs tend to reduce the profitability of small firms.”
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� Although Hinrichs (1966) points out that tax structure development began with direct taxes rather than indirect taxes.


� Slemrod (1996).


� The dividing line between illegal tax evasion and legal tax avoidance is blurry.  Under U.S. law, tax evasion refers to a case in which a person, through commission of fraud, unlawfully pays less tax than the law mandates.  Tax evasion is a criminal offense under federal and state statutes, subjecting a person convicted to a prison sentence, a fine, or both. An overt act is necessary to give rise to the crime of income tax evasion; therefore, the government must show willfulness and an affirmative act intended to mislead.  In the UK, **complete**


Some tax understatement is, however, inadvertent error, due to ignorance of or confusion about the tax law (as is some overpayment of taxes).  Although the theoretical models of this issue generally refer to willful understatement of tax liability, empirical analyses cannot precisely identify the taxpayers’ intent and therefore cannot precisely separate the willful from the inadvertent.  Nor can they, in complicated areas of the tax law, precisely distinguish the illegal from the legal.  


� **What is the origin of this term?**


� The social welfare function is also “anonymous.”  **Explain.**


� Whether the unit of analysis is an individual or a family may matter for administration and compliance issues because it has implications for whether the individual or the family is the appropriate unit of (say, income) taxation, which in turn has serious administrative implications.  Note that current income tax systems generally have the capacity to adjust tax liability for family circumstances, while most consumption taxes, such as VAT and a retail sales tax—do not.  The latter is a technological, rather than an inherent, limitation.


�  When distributional concerns enter, Slemrod and Yitzhaki (1995) distinguish between the MCF and the MECF.  **Explain.**


� The elasticity is defined as the percentage change in the tax base with respect to a percentage change in the tax instrument.


� Yitzhaki and Vakneen (1989) use the term "the shadow price of a tax inspector," which is the revenue collected by adding another tax inspector.  Note that the MECF is actually the reciprocal of the shadow price of a tax inspector.


� A good description of the properties of administrative cost can be found in Shoup, Blough, and Newcomer (1937), pp. 337-51.


� Note that a withholding system requires two information gathering systems and might generate incentives for the withholding agent to evade the taxes it collects, or to collaborate with withholdees in withholding less than required (Yaniv, 1988 and 1992).  


� For example, the return to informal activities might be lower than otherwise because the facility of tax evasion is facilitated.  Similarly, if a particular sector has higher-than-average compliance costs, this deterrent to entry might cause a higher-than-average pre-tax return, which to some extent offsets the higher compliance costs.


� See Slemrod (1996).


� In terms of the MECF model, this has a straightforward interpretation.  Imagine there are two tax instruments: the rate of a flat-rate income tax, and an enforcement parameter.  The MECF of the two instruments are interdependent, because the MECF of the income tax rate is lower, the higher the setting of the enforcement parameter; this occurs because the behavioral response to the higher rate is lower, the higher is the enforcement parameter.  More enforcement lowers the MECF of raising the income tax rate, and therefore makes it more attractive than otherwise.


� See Slemrod and Kopczuk (200x).


� Akerlof (19xx) is the seminal article on the use of tags in tax, and other, policy.  To see the potential efficiency benefits of tagging, imagine if having blue eyes were (positively) correlated with ability, and therefore well-being.  Levying a tax on blue-eyed individuals would help to achieve a progressive distribution of the tax burden and require less reliance on more distorting tax instruments such as graduated income tax rates.


� An irony of this is that the assignment of burdens is unknown due to the uncertainty of the incidence of taxes.  What can be known are the statutory distribution of burdens, and the pattern of remittances.  





� See also Sadka and Tanzi (1993), who argue in some situations for a presumptive tax on assets as a substitute for an income tax.


� In some VAT systems, firms with turnover below the threshold are allowed to voluntarily register.  **Explain why they might want to.**  Keen and Mintz (2004) and Zee (2006) develop models of the optimal threshold.


� The wide variety of presumptive taxes used in the developing world is nicely surveyed in Tanzi and Casanegra de Jantscher (1989) and in Rajaraman (1995).


� Kaplow (1994, 1996) addresses the equity and efficiency issues involved in making this tradeoff.


� Some conservative legislators in the U.S. have introduced into Congress a bill entitled the “Cost of Government Awareness Act,” which would eliminate withholding and instead require individuals to pay income taxes in monthly installments.  





� Like all economics models that are highly stylized, it is not meant literally in the sense that each taxpayer sits at his or her desk and solves a constrained maximization problem.  It does suggest that individuals (and firms, in a slightly different way—see below) weigh the potential gains and costs of evasion, considering the chance of being caught.  The relevance of the model is ultimately an empirical question, resting on what patterns of behavior are explained best by elements of the deterrence model such as the chance of a given act of evasion being detected and penalized. 


� One exception is Chen and Chu (forthcoming), who investigate corporate tax evasion with a standard principal-agent model in which a risk-neutral owner of a firm hires a risk-averse manager.   


� In France, there is withholding for social contributions but not for personal income tax.  In Switzerland aliens in possession of a work permit are subject to withholding.  As of 2001, France raised 8.0 percent of GDP in personal income taxes, and Switzerland raised 9.8 percent, compared to the OECD average of 10.0 percent.


� In Austria, France, and Portugal, the tax withheld is the final tax.  


� The most recent US effort to enact withholding on interest and dividends was the Tax Equity and Fiscal Responsibility Act of 1982.  The withholding provisions were repealed before they took effect.  “Backup withholding” at a rate of 20 percent applies to taxpayers who do not provide identification numbers to payers, was enacted in 1983.





� Two more countries have it when the taxpayer does not provide a taxpayer identification number to the payer.


� The employee will accept a lower wage rate in the expectation that the employer is remitting taxes on his or her behalf.


� GAO, 1989, Tax Administration: Information Returns Can Be Used to Identify Employers Who Misclassify Workers


� Withholding for business income tax is discussed in Soosa (1990).


� Bird (2002).


� For example, they assert that, for sales tax on final goods, businesses are responsible for “collecting and remitting” the tax, although the statutory liability lies with the consumer: “If the business does not collect the tax, the business still is responsible for remitting the tax liability.”  They contrast businesses collecting tax with businesses withholding tax by saying: “Unlike the tax collection responsibility, if an insufficient amount is withheld, the employee is responsible for paying the difference.”


� In addition, to the extent that past years' returns may be audited, the relevant probability is the probability of audit over a number of years rather than in a single year.


� Scholz and Lubell (1998).


� Scholz and Lubell (2001), in an experimental setting, find that the level of cooperation in certain settings declines significantly when penalties are introduced, suggesting that the increased deterrence motivation did not compensate for the change in decision frame brought about by the penalties.


� Daunton (199x) makes this point.


� Paying taxes in excess of the remittance that is one's utility-maximizing interest can be considered a voluntary contribution to government.  


� Kang and Rockoff (2006) discuss the World War I experience, while Jones (1996) discusses fiscal propaganda during World War II.  





� These percentages exclude underreporting associated with nonfiling.


� Christian (1994) presents this evidence, and Slemrod (forthcoming) discusses the caveats, which include the fact that the TCMP results do not account for the noncompliance of business entities, which are more germane for higher-income individuals.  See also Bishop, Chow, Formby, and Ho (1994).


� Note that Erard (1997) concludes that a large fraction of noncompliant reports may be unintentional.


� Christian (1994, p. 39).


� These findings are similar to the survey results analyzed in Cloyd (1995) and Cloyd et al., (1996)


� Although see Kopczuk and Slemrod (2006), who sketch a modeling strategy based on the importance of monitorable arms-length transactions among firms and between firms and employees.





� Quoted in Barr, James and Prest (1977, p. 24, from The Economist Sept 11, 1943, p. 357).


� Hill (1894, 416, 427).


� Soosa (1990).


� Lent (1942).


� The UK numerator includes all staff of national contributions agency, and the US revenue base includes social contributions.  The US ratios differ from IRS-published ratio of 0.45 because of the use of “net” and not “gross” collections.


� How overhead costs are allocated is critical to this assessment.  





� The description of PAYE is taken from Adam and Browne (2006, p. 7-8)


� Inland Revenue Commissioners, Report for the year ended 31st March 1977, 1978, Cmmd,. No. 7092, at 28.


� Couples could elect for the tax credit to go to a self-employed or non-working partner, in which case, the tax credits were paid directly.


� This is based only on � HYPERLINK "http://www.hmrc.gov.uk/employers/amendment-notices.htm" ��http://www.hmrc.gov.uk/employers/amendment-notices.htm�!.


� In fact, some changes made to the system of awards would have increased the number of amendment notices that had to be sent out.


� A fundamental difficulty with trying to use the tax system to provide in-work support is that the tax system is based around individuals, but support is paid to low income families.


� This is in contrast to the way that student loan repayments work: HMRC notifies employers when to start making deductions, but employers are responsible for calculating the amount that should be taken off. This is possible because student loan repayments depend only on individual income.


� The same issue arises with regard to “vendor discounts” in many U.S. states’ retail sales taxes.     These discounts are offered by some states for the prompt remittance of sales tax by retail establishments.  These discounts are sometimes justified as compensation for the compliance costs incurred by the retailers.  But if the discounts were just equal to a fraction of the tax liability, their effect would be identical to a statutory reduction in the tax rate.


� There are certain purchases where recovery of VAT is never allowed, for example where business entertainment is incurred.





� These rates are for individuals who have not contracted out of the State Second Pension; contributions are lower for individuals who have contracted out.
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