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EDITORIAL NOTE

We are pleased to present firat 2018issue of the Journal of Tax Administration which once
again contains a geographically dispersed and methodologically diverse set of papers. We are
grateful to all contributors to this issue, both authors and reviewers.

In this issue we present four resgaarticlesin the first paperJames Alnpresents a fascinating
analysis of the costs of setting up a new tax administration in Kuivegtsecond paper, el
Slemrod and Tejaswi Velayudhan, explores firm tax remittance in India, providing important
evidence from a developing country that its remittance rates are very similar to those arising in
OECD countries despite significant differences in the composition of tax reviem¢hird paper,

by Zvika Afik and Yaron Lahaus concerned with transferiping, developing a model that sheds
light on the costs of entering into advance pricing agreemBmsfourth paper is bi¢alliampkos

and Kotzamanivho examine the economic impact of variations in the rate of Value Added Tax in
Greece

A new featuren this issue of JOTA ia Commentary section, which provides a space for both
academic and neacademic writers to share their views on aspects of tax administration, without
full peer review. In the first commentary, Amerandu Nandy and colleagues etpggpetential

for adopting an inheritance tax in India, observing that with advancement in technological capacity
in tax administration such a move is more feasible than previously. The authors caution against
assuming that the introduction of inheritartes will be easy or even successful in reducing
inequality in the absence of other measures. The second commentary by Eleanora Johanna Kuiper
and Marjin Janssen provides insights into how tax related data can be harnessed for the benefit of
taxpayers, anthdeed society. They draw on the conceptual tools from wealth management to
explore such an innovation.

Finally, this issue contairseveral review pieces. Antoine Malézieux provides an extremely useful

guide to tax evasion games, bringing together a&weéshge of studies to provide an overview of

the design of experiments to better understand the phenomena. Edidong Bassey reviews a recently
published book by the IntBur opean Or gani sation of Tax Admi |
Business Model$ Chdlenges and Opportunities for Tax Administrations. Finally, a group of
scholars from the University of Exeter provide a review of recently published literature from a
variety of sources.

Lynne Oatsk Nigar HashimzadéManaging Editork
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WHAT ARE THE COSTS OF A NEW TAX ADMINISTRATION?
THE CASE OF A PERSONAL INCOME TAX IN KUWAIT

JamesAlmt

Abstract

This paper assesses the viability of introducing a new personal income tax (PIT), focusing on the
administrative costs of new tax. | first present a methodology for calculating thieranstartup

costs and the ongoing administrative costs of a new PIT. | then apply this methodology to the
specific case of Kuwait. | estimate that the fysar total administrative costs of a new PIT tax
administration in Kuwait range from Kuwaiti dingk§WD) 46.8 million to KWD 90.9 million (or

from USD 154.4 million to USD 300.0 million), depending on how the construction costs are
financed. However, after the initial construction costs are incurred, | find that the annual total
administrative costs ad PIT fall significantly to about KWD 50 million (or about USD 164
million), regardless of specific financing methods, and then rise at an annual rate of less than 6
percent per year to reach KWD 82.0 million (or USD 270.6 million) by year 2020, drivietyma

by labor force growth. | also estimate that the likely revenues of a new PIT far exceed these
administrative costs, even if the PIT is imposed at low rates.

Keywords: Public administration, tax administration, administrative costs.

INTRODUCTION

Nearly all oitrich countries in the Middle East and beyond are heavily reliant on oil revenues to
finance their government expenditures. Especially in the countries included in the Cooperation
Council for the Arab States of the Gulf, typically referredasothe Gulf Cooperation Council
(GCC) countries, oil revenues have financed between 70 and 95 percent of total government
expenditures during 2012016, with noroil tax revenues generating only a minor share of
revenueg. With the decline of oil pricesni recent years, these countries have experienced
significant fiscal problems. These problems, together with uncertain long term prospects for oil

! Tulane University. Please address all correspondence to: JameBepartment of Economics, Tulane

University, 208 Tilton Hall, New Orleans, LA 70118 (emalim@tulane.eduphone +1 504 862 8344; fax +1 504
865 5869). | am grateful to Malise Madura for help on the calculationsliaregersions. This paper began after a
request from some individuals in the Kuwait Ministry of Finance to consider the effects of introducing a personal
income tax. The Ministry was most interested in the costs of a new tax administration and thel egpentees for

the new tax. It was also interested in constructing various models to estimate the subsequent effects of a new tax on
such variables as employment, savings and investment, the trade balance, inflation, foreign investment, gross
domestic prodct, and the like. Ultimately, the Ministry decided not to proceed on the project. However, the initial
discussions were intriguing, and they led ultimately to this paper.

2These countries include: the Kingdom of Bahrain, Kuwait, the Sultanate of Oman, Qatar, the Kingdom of Saudi
Arabia, and the United Arab Emirates (UAE).
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based revenues, have led them to consider alternativailnbased, revenue sources. Although
GCC countriehave sometimes experimented with traditional tax instruments over the years, these
experiments have typically been shiived.® At present, there is virtually no personal income tax

in any GCC country, despite its nearly universal presence in other iesuatound the world.
Indeed, international organizations like the International Monetary Fund (IMF) have begun calls
for the transition from an celbased to a noenil-based tax system, and GCC countries themselves
are starting to respond to these célls.

A crucial issue in these considerations is the cost of establishing a new tax administration. There
is a substanti al theoretical |l iterature on d
reforming existing tax structur@sThere is also darge litgature onthe many administrative

aspects in the design of ta%escluding a growing literature that estimates the costs to the
gover nment of administering the taxes .{often
However, there is little resedron what it would cost a country, with virtually no festing tax

system, to build one totally from scratch. Taaministrativecost of a new tax administration is

clearly a crucial consideration for GCC countridsre generally, the administrativestof a new

tax administration is a central issue for any government contemplating the introduction of a new
tax. Even so, there is little systematic analysis of these administrative costs.

This paper assesses the viability of introducing a new persa@mhetax (PIT) in one GCC,

Kuwait. | first present a methodology for calculating the-tmee startup costs and the ongoing
administrative costs of a new PIT. | then apply this methodology to the specific case of Kuwait. |
believe that this methodology,hen applied to other countries, has the ability to generate useful
measures for the overall administrative costs of a new tax administration.

| estimate that thérst-yeartotal administrative costs of a new PIT tax administration in Kuwait
range from Kwaiti dinars (KWD) 46.8 million to KWD 90.9 million (or from USD 154.4 million

3 For exampleSaudi Arabia introduced various forms of income taxes in 1950 on nationals andtiomals, but

the taxes were quickly reformed to exclude nationals and in 1975 income taxes on foreigners were suspended. Also,
Kuwait introduced a corporate tax in 1955, and then other GCC countries followed suit, including UAEa&amd Om

in the early 1970s. Heever,corporate taxes in the GCC countries were redsabdtantially during the first decade

of the 2% century, largely to encourage foreign direct investment. The

4 For example, see Harrison (2010), International Monetary Fund (2011, 2015), M&@&bak;, and Shukurov

(2015). Also, Kuwait approved the introduction of a corporate income tax in 2016, along with other measures

designed at collecting additional taxes. To date, these reforms do not appear to have been put in place.

5 See Auerbach (1985)\uerbach and Hines (2002), and Boadway (2012) for discussions of optimal taxation.

6 See especially the seminal wetky Goode (1981), Bird @89), and Bird and Gargera de Jantsche1992).

Also, see Slemrod (1990), Alm (1996), Slemrod and GillitzefL420and Keen and Slemrod (2017) for discussions

that incorporate foptimal o tax administration consider
"Not e atdmetnifst rati ve c ooveraliivo paerea toinn gy cpdesdiscuseetdyftEvaes x at i on .
(2001, 2003),ltefi 0 p e r a t iofragatianarestypisally defined to include both the costs to the government of
administering the taxes(t he fAadmi ni strative costsodo) and the costs t«
icompl i arkiseussionsoftsoperating costs of taxation go back to Smith (1776) and hisrfaxims of

goodtax practice €.g.,equity, certainty, conveniencand economy), of which the latter three clearly emphasize the

operating costs of the tax system. Measurement of thesatimgecosts haattracted significant scholarly attention

since the pioneering wolky Haig (1935) anaspeciallyby Sandford (1973)Vaillancourt (1989), an&andford,

Godwin, and Hardwick (1989). For insightful discussions of much of this literaturags@gEvans (2001, 2003).

Note also that are other costs of taxation, notably the efficiency costs of taxation. Both compliance costs and

efficiency costs are discussed later.
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to USD 300.0 million) depending on how the construction costs are finditmadever, after the

initial construction costs are incurred, | find that Hreual administrative csts of a PIT fall
significantly to about KWD 50 million (or about USD 164 million), regardless of specific
financing methods, and then rise at an annual rate of less than 6 percent per year, to reach KWD
82.0 million (or USD 270.6 million) by year 2020,\#n mainly by labor force growth. | also
estimate that the likely revenues of a new PIT far exceed these administrative costs, even if the
PIT is imposed at low rates.

INSTITUTIONAL BACKGROUND °

Kuwaitisahighi ncome count ry wargedtoiltebeprettvismmelofdh® lgest i x t h
exporters of oil productswith estimatedreserves of about 2Obillion barrels (U.S. Energy
Information Administration, 2016 Crude petroleum, natural gas, and other@tedactivities

account for the marity of gross domestic product, export revenues, and government revenues.
Other than petroleum and gas reserves, Kuwait has very few natural resAdjaesncy to the

Persian Gulf hated to minor developmentf a shrimp and fish industryDue to limiied natural
freshwater resources and virtually no arable land, any other form of agricultural production is
impossible(U.S. Central Intelligence Agency, 2012)

In 2010, Kuwait had a GDP 86,633.7 millionKuwaiti dinars (KWD) (or USD 117,591.2); GDP
percapita was KWD 10,225 (or USD 33,743), making Kuwait one of the highest income countries
in the world. Theextraction of crude petroleum and natural gas aceouiar51.5 percent of total

GDP. Other economic activities comprising a significant part of @izRided manufacturing (5.3
perceny, financial services (14.percen}, transport, storage and communications (&8&eny,

and pubilc and social services (15.6 percetly wa i t 0 sverevalugdatrKWb 14.9 million

in 2010, 90 percent of which camigom petroleum. mhports totaledKWD 5.7 million, consisting
primarily of intermediate and consumption gootise largest imports were food and beverages,
industrial and construction supplies, clothing and other manufactured goods, and vehicles and
parts.

Government revenues for the 2009 to 20®diqu totaled KWD 17,687.0 million (or USD
58,367.1), at almost 50 percent of GDP. Ne&dypercent of these revenues came from oil
receipts, which are collected through the fully governrosviied Kuwait Petrolem Corporation
(KPC). The KPC and its subsidiaries control virtually any oil or naturairgkeded activity in the
country, ranging from resource extraction to marketing refined products to foreign buyers.
Additional revenue was generated by custom datiesfees, electricity and water services, and
transrt and communication servicéBotal government expenditiwef KWD 11,2500 million

(or USD 37,125.0)ncluded salaries, purchase of goods and services, construction projects, and
other untassified tansferable payments.

The midyear population of Kuwait for 201@as 3,484,900 of which nearly 70 percent were
immigrants The primary sources of immigramase India, Egypt, Sri Lanka, Bangladesh, Syria,

8 The Kuwaiti dinar (KWD) isamong the highest valued currency units in theldvdrhe exchange rateetween the
KWD and the U.S. dollar (USD) is currently 1 KWD = 3.3 USIDd has been at about this level since 2010.

® Unless otherwise indicated, all statistical information comes from various annual publications of the Kuwait
Centual Statistical Bureau.
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Iran, and Pakistar-rom 2000 to 201,the averagannual population growth rate was about 2.8
percent The increase in tat population over this period walue primarily to increasing growth
rates of the no#uwaiti population.The growth of the Kuwaiti population has been relatively
stable.

The supplyof labor & largely dependent upon the inflow ofdamn workers. In 2010 there were
over 1.7million non-Kuwaitis, agel5 and older, in the lzor force, compared to about 3880
Kuwaitis. On average Kuwaiti workers have much higher levels of educatiban foreign
workers.The 20 Census reported that over half of foreign workers were either illiterate or only
able to read and writélon-Kuwaiti workers are concentrated almost entirely in the private sector,
primarily in construction, retail, and setei occupationsand asignificant number work as
domestic servant®r private householdS he vastmajority of Kuwaiti workers haveompleted
secondary school at the lea#tist as foreign workers work almost entirely in the private sector,
Kuwaiti workers dominate the public sector. Public sector employment is much more appealing
due to higher wages, fewer work hours, and generous benefits and pensions. For over a decade,
the government has passed measures, such as job training and subsidized besrefasyage
Kuwaiti employment in the private sector.

METHODOLOGY

There is to my knowledge no systematic empirical research on calculating the costs of establishing
an entirely new tax administration. These costs can be usefully classified iatinerapital

costs required to construct a new tax administration facility and that are part of thep gthase,

annual ongoing administrative staff salary costs of operation, and annual ongoing maintenance and
capital costs that are associated with the famility.'° The onetime capital costs are mainly the
construction costs of a new tax administration facility; the annual ongoing staff costs of operation
are mainly salaries for the PIT staff; and the ongoing capital costs are associated with depreciation
expenses and salary costs of maintenance staff. Following standard terminology, | refer to these

three components of costs as the total nadmi

scenarios to estimate the total administrative costs, in whiekcdhstruction costs of a new
buil ding are fully paid in the initial year
construction costs are financed by borrowing
separately.

| make several aseptions in my estimation methodology. First, | use the characteristics of tax
administrations from 27 Organisation of Economic@ueration and Development (OECD) and

15 norOECD countries as baselines for determining the staffing requirements of a new tax
administration in Kuwait, using information largely from the OECD (2015), with wage costs
estimated using data from the International Labor Organization (ILO) and the Kuwait Central
Statistical Bureau. Second, | use construction cost estimates from téneational Facility
Management Association (IFMA), again supplemented with the relevant wage information. Third,
these construction cost estimates also allow me to estimate ongoing depreciation expenses, and |
supplement these depreciation expenses WithAl estimates for maintenance staff requirements
(together with wage information) to estimate ongoing maintenance staff costs.

(

ONote thattheone i me capi t al costs have been called ficommencem

sometimes ef erred t o as fir ed Qodwireand Hacdwick (1989).for diseussiols a n d f o
8
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Finally, | total all costs to generate my estimates of the costs of a new tax administration, again
distinguishing these estinest by the method of financing the construction costs. | also estimate
these costs over a@ar time horizon, using estimated rates of labor force growth as drivers of
the costs.

Consider each of the main cost components, and the ways in which | aperzgiohe estimates.
Onetime Construction Costs

| estimate the construction costs of a new facility by first estimating the total number of square
feet necessary for the staff size and then applying respenific construction costs. The U.S.
GeneralServices Administration (GSA) asked the Ufice of Real Property Management
Performance Measurement Divisiém conduct a survey in order to estimate a benchmark for
optimal workplace size and utilization (U.Sffice of Real Property Management Penfi@ance
Measurement Divisign201]). Data on workspace use and size was collected from numerous
public and private organizations, and then disseminated to identify standards for specific types on
the basis of USF and RSF measurements for a domestic pubbmization. | estimate
construction costs usingponds Mi ddl e Easts thndiiboknas tompiledtby o n
Franklin (2005), which provides approximate estimates for the construction of different types of
facilities by unit of area. Note that these msties include base, preliminary, overhead, and general
costs, and do not reflect any unpredicted costs, availability of resources, or professional fees.

More precisely, the benchmark for a domestic government organization from the GSA analysis is
190 abue square feeto (USF) or 218 Arentable
workspace allocations for different administrative positions are shown in Table 1. An
administrative staff of 3027 therefore requires 575,130 USF or 659,886 RSF of workspsce.

the RSF figure in the estimates.

Table 1 Workspace Allocation for Domestic Government Institution, by Staff Position

Position Usable Square Feet (USF) Configuration
Executive 400 Private office
Director 300 Private office
Manager 200 Privateoffice
Supervisor 120 Private office
Technical 120 Private office
Support Staff 80 Cubicle

Clerical 48 Cubicle

Source: Office of Real Property Management Performance Measurement Division (2011).

Again using estimates fro®p o n 6 s M Cahstrucdon Easts Handbogthe cost per square
foot for office facilities is KWD 70.42, so my estimate for the construction costs of a new building
with 659,886 RSF is KWD 46.5 million.

| consider two alternative scenarios for these construction costs. In one scenario, | assume that the
government pays all construction costs in the initial period. In a second and perhaps more realistic

9
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scenario, | assume that the government borrows @aodimthe construction costs, at an annual cost

of 5 percent.

Annual Ongoing Administrative Staff Salary Costs

Table 2 Number of Registered PIT Taxpayers Per Administrative Staff for OECD and Non

OECD countries, 2010

Country
Australia
Austria
Belgium
Canada
Chile

Czech Republic
Denmark
Estonia
Finland
France
Germany
Hungary
Iceland
Ireland

Israel

Italy

Japan
Korea
Mexico
Netherlands
New Zealand
Norway
Poland
Portugal
Slovak Republic
Slovenia
Spain
Sweden
Turkey
United Kingdom
United States
Argentina
Bulgaria
Cyprus

India
Indonesia
Latvia
Malaysia
Malta
Romania
Singapore
South Africa
Average

Source: OECD (2015).

Citizens
(millions)
21.96
8.36
10.79
33.74
16.76
10.51
5.52
1.34
5.34
62.63
81.90
10.02
0.32
4.46
7.23
59.75
127.51
48.75
107.55
16.45
4.32
4.83
38.15
10.64
5.42
2.04
45.93
9.30
71.90
60.93
307.01
40.13
7.57
0.80
1,199.06
231.55
2.26
27.76
0.42
21.47
5.01
49.32

Labor Force
(millions)
11.5
4.28
4.80
18.43
7.45
5.29
2.92
0.69
2.70
28.51
41.70
4.20
0.18
2.20
3.02
24.97
66.17
24.39
45.40
8.78
2.32
2.59
17.28
5.58
2.69
0.95
23.04
491
71.90
31.24
155.54
16.40
3.20
0.40
467.00
113.30
1.19
11.38
0.18
9.33
3.03
17.38

Registered PIT
Payers (millions)
20.63
6.30
6.80
30.00
7.72
3.90
4.60
0.75
5.20
36.40
26.80
4.69
0.26
3.10
0.62
41.80
23.69
5.23
23.60
8.64
5.72
4.40
17.42
7.00
2.56
1.02
19.46
7.40
23.81
31.30
258.20
0.93
0.64
0.29
32.65
12.70
0.88
8.86
0.26
6.10
1.62
5.54

10
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Total Staffing
(millions)

21,910
7,761
14,931
39,757
3,995
15,533
7,680
878
5,595
72,814
112,291
15,182
97
6,105
5,618
33,584
56,216
19,779
26,129
30,707
6,038
6,434
60,401
11,055
5,686
2,470
27,755
10,419
41,341
70,700
92,577
23,206
7,976
855
42,108
31,825
4,300
9,942
396
25,387
1,712
14,751

Registered PIT
Payers/Staff

941.6
811.8
455.4
754.6
1932.4
2511
599.0
854.2
929.4
499.9
238.7
308.9
2680.4
507.8
110.4
1244.6
421.4
264.4
903.2
281.4
947.3
683.9
288.4
633.2
450.2
413.0
701.1
710.2
575.9
442.7
2789.0
40.1
80.2
339.2
775.4
399.1
204.7
891.2
656.6
240.3
946.3
375.6
680.3
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| estimatethe number of staff required to administer a new PIT by using comparative data from
existing revenue bodies in OECD and +©@BECD countries, as estimated by the OECD (2015).

See Table 2. Using staffing and taxpayer information for OECD andOi@®D countris, |

estimate that the average number of registered personal income taxpayers per tax administration
staff member is 680.3, with substantial variation across countries. Table 2 shows population and
tax administration characteristics for the 42 countries.gach country, | calculate the number of
registered PIT payers per administrative staff member, and this average ranges between 40 and
2800. | assume that the potential PIT tax base of Kuwait is the total number of employed workers,
which is about 2.1 rlion people. The most similar countries in the sample, in terms of the number

of registered PIT taxpayers, are Slovenia (1.02 million), Singapore (1.62 million), Slovak Republic
(2.56 million), and Ireland (3.1 million). The proportion of PIT payers paff smember ranges

from 413 in Slovenia to 946 in Singapore, leading to the conclusion that similarities in population
do little to indicate what would be the most appropriate staffing size. Therefore, | use the overall
average across all 42 countries6860.3 registered PIT taxpayers per staff, as a baseline. For the
2.1 million potential taxpayers in Kuwait, the administrative staff would require about 3027
employees.

| then estimate the annual salary costs for the administrative staff by differentiating staff members
by function and vocation using cressuntry comparisons, and then applying reegpecific wage

rates. Across the 42 comparison countries, staff is elividto five broad categories: audit (32
percent), client account management (30 percent), debt collection (10 percent), corporate
management (15 percent), and all other functions (12 percent). Account management refers to all
activities requiredtomaintan a t axpayer 6s account, such as
withholding; corporate management deals with all overhead costs, including information
technology.

| obtain regional wage and salary rates from the International Labor Orgamigat®) (2012)

and the Kuwait Central Statistical Buredil.ne OECD benchmark of 32 percent auditors implies

the tax administration would need to hire at least 982 accountants, each with annual earnings of
about KWD 11,050. | assume that client accountagament and debt collection require only
clerical staff, that corporate management requires central government executive officials, and that
all other functions are performed by information technology (IT) specialists. This implies the
hiring of 1227 offi@ clerks each earning KWD 5931 annually, 364 IT specialists each earning
KWD 15,925 annually, and 454 executives each earning KWD 14,056 annually. The total annual
administrative salary costs are KWD 30.3 million. A breakdown of administrative salaryscosts
shown in Table 3. According to recent OECD (2015) estimates, aggregate salary costs, on average,
account for 70 percent of all administrative costs. Therefore, total annual administrative costs
should be about KWD 43.3 million.

11 See also International Labor Organization (2016).

11

r



Journal of Tax Administration Va1 2018 Cost of a new administration

Table 3 Annual Administrative Salary Costs by Occupation

Number of Individual Annual Wage  Aggregate Annual Wage

Occupation Employees or Salary (KWD) or Salary (KWD millions)
Accountants 982 11,050 10851

Office Clerks 1,227 5,931 7277

IT Specialists 364 15,925 5.797
Executive officials 454 14,056 6.381

Total 3,027 46,962 30,307

Source: hternational Labor Organizatiq@012).

Annual Ongoing Maintenance Costs: Salary and Depreciation

The International Facility Management Association (IFMA) (2008, 2016) benchmark for the size
of facility maintenance staff is one fialme employee for every 47,000 RSF. Therefore, a facility

of the estimated size needs at least 14timleé maintenanceneployees. The maintenance staff
would be required to fulfill a number of responsibilities, such as routine repairs and janitorial work,
each requiring different skills. | assume that 3 electricians, 3 plumbers, 3 repairmen, and 3 cleaners
will be hired, eah earning annual salaries of KWD 4712.5, KWD 2437.5, KWD 2892.5, and KWD
1706.3, respectively. Maintenance staff therefore costs KWD 11,748.8 annually.

As for capital depreciation costs, | estimate these using a depreciation rate of 2.5 percent per year
based on the assumption of straijhé depreciation and a tax life of 39 years.
Growth over Tme

| simulate changes in the costs over aytear period. | use IMF data from 2004 to 2009 to find an
average annual employment growth rate for domestdamign workers in the years past 2010.

The average rate of growth of the labor force between 2004 and 2009 was 4 percent, and Kuwaiti
and norKuwaiti employment grew at respective rates of about 3 percent and 5 percent. These
growth rates are assumedré&main constant, and are then used to project employment levels up

to 2020. The changes in employment are in turn used to determine the yearly change in the size of
the PIT administrative staff, the associated salary costs, and total administrativesstisyryhe

change in size of the administrative staff is also used to estimate how many additional square feet
of office space would be needed, which necessitates additional construction costs, additional
maintenance staff costs, and additional depretiatkpenses. In all cases, | assume that the labor
force growth rates remain at 3 percent and 5 percent over tjieat(period and that regional

salary rates and construction costs also remain constant over this time. All values are expressed in
constan?010 KWD.

RESULTS

Recall that | use two scenarios to estimate the total administrative costs, in which the construction

costs of a new building are fully paid in the
which the construction costs arefanced by borrowing (ABorrowing

each scenario separately.

12
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Scenario 1 (Full Payment)

The total administrative costs of a new PIT are estimated in 2(K\W/Bt90.9 million (or USD
300.0 million). These costs are broken dowifoHlews.

With an initial administrative staff of 3027 employees, the-fjesir salary costs at&NVD 30.3
million, which translate to total firgtear administrative staff salary costs of KWD 43.3 million on
the assumption that the OECD average of 7@eydrfor administrative salary costs to total
administrative costs holds. A new facility of 660,000 rentable square feet costs KWD 46.5 million
to build. This facility also requires KWD 11.7 thousand in firsar salaries for the futime
maintenance entgyees, and KWD 1.2 million in depreciation expenses

Therefore, totafirst-year (or 2010) administrative costs ak&/D 90.9 million (or USD 300.0
million). See Table 4.

Table 4: Scenario 1 (Full Cost$) Annual Costs of PIT Tax Administration, 20102020
(KWD thousands)

Administrative  Construction Maintenance Depreciation

Year Staff Salaries Costs Staff Salaries  Expenses Total Costs
2010 43,295 46,467 12 1,162 90,935
2011 45,927 2,409 13 1,222 49,571
2012 48,699 2,537 13 1,225 52,474
2013 51,617 2,671 14 1,228 55,531
2014 54,690 2,813 15 1,232 58,750
2015 57,927 2,962 16 1,236 62,141
2016 61,335 3,120 17 1,240 65,711
2017 64,924 3,285 18 1,244 69,471
2018 68,705 3,460 18 1,248 73,431
2019 72,686 3,644 19 1,253 77,602
2020 76,880 3,838 20 1,258 81,996

Source: Calculations by author.

Given the huge initial capital construction expenses of KWD 46.5 million, this fistii/ear
administrative cost figure considerably overestimatesiimeial or ongoing, administrative costs

of a new PIT administration. The growth of these costs overy@aOperiod is more representative

of these annual costs, and these are also shown in Table 4 along with Figure 1. Once the initial
construction costs arejl, theannualsalary costs of administrative staff and maintenance staff,
along with annual depreciation expenses and additional construction costs required by a growing
administrative staff, is onl[KWD_49.6 million (or USD 163.7 million) in 2011. Thiannual
administrative cost estimate grows accordingly over time, rea¢tivib 82.0 million (or USD

270.6 million) in 2020.

13
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Figure 1: Scenario 1 (Full Cost$)Projected Changes in Costs, 2010 to 2020 (KWD thousands)
Source: Calculations by author.

Scenario 2 (Borrowing)

The main difference between Scenarios 1 and 2 is in the initial 2010 costs. With borrowing rather
than full payment of construction costs, the 2B&frowing costs are KWD 2.3 million. The other

cost components are the same as im&ce 1, so theadtal first-year administrative costs now
becomeKWD 46.8 million (or USD 154.4 million). After 2010, the total costs in the two scenarios
are very similar. See Table 5 and Figure 2.

Table 5. Scenario 2 (Borrowing) Annual Costs of PIT TaAdministration, 2010 to 2020
(KWD thousands)

Administrative  Borrowing Costs  Maintenance Depreciation

Year Staff Salaries Staff Salaries  Expenses Total
Costs
2010 43,295 2,323 12 1,162 46,792
2011 45,927 2,444 13 1,222 49,605
2012 48,699 2,571 13 1,225 52,508
2013 51,617 2,704 14 1,228 55,564
2014 54,690 2,845 15 1,232 58,782
2015 57,927 2,993 16 1,236 62,171
2016 61,335 3,149 17 1,240 65,740
2017 64,924 3,313 18 1,244 69,499
2018 68,705 3,486 18 1,248 73,457
2019 72,686 3,668 19 1,253 77,627
2020 76,880 3,860 20 1,258 82,018

Source: Calculations by author.
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Figure 2: Scenario 2 (Borrowingj) Projected Changes in Costs, 2010 to 2020 (KWD thousands)

DISCUSSION

These estimates indicate that the initfaist-year administrative costs of new PIT tax
administration in Kuwait range from KWD 46.8 million to KWD 90.9 million (or from USD 154.4
million to USD 300.0 million), depending on how the construction costs are financed. However,
after the initial construction sts are incurred, thannual administrative costs of a PIT fall
significantly to about KWD 50 million (or about USD 164 million), regardless of specific
financing methods, and then rise at an annual rate of less than 6 percent per year, driven mainly by
labor force growth.

These estimated administrative costs are clearly a principal component of the relevant economic
costs of a new tax administration, but they ignore some additionalicestd benefiti
considerations that are relevant to a new tax adtratisn.

Quantifying Some @hefits of Taxation

The benefits of a new PIT are of several types. One benefit is the reduction in the variability and
uncertainty of a tax system heavily reliant on a single source of revenues. Further, with a
progressive @ structure, a PIT is inate elastic, so that its revenues grow over time relative to income.

A PIT can also be used to redistribute income in ways consistent with societal prefe@dnpeshaps

most importance, these benefits include the revenuea #idt would generate.
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The revenues depend on the specific features of a PIT. Purely for illustrative purposes, | specify a
particular tax rate and tax base structure, and | then use the most recently available economic
information to estimate these revesty?

Specifically, | assume that a flat rate tax of 5 percent is enacted. Given the absence of detailed
individual information, | assume that there are no personal exemptions, deductions, or exclusions.
| include only employed persons in the tax basestimate average annual income using the
Kuwait 2014 Annual Statistical Abstract and the Kuwait 2013 Household Income and Expenditure
Surveypublished by the Central Statistical Bureau of Kuwait, in which all income information is
differentiated by nationy. | assume that income subject to taxation is the sum of gross current
income, gross current transfers, and-penodic revenue, and | estimate the annual tax liability

for an average Kuwaiti and nd€uwaiti worker using a 5 percent flat rate tax ag@gpko income?3

| assume that foreign and domestic workers are treated exactly the same, so that all annual income
earned in Kuwait is taxes at the same rate regardless of nationality. Finally, | assume full
compliance with the PIT.

| then multiply the werage individual liabilities by the total number of Kuwaiti and kawaiti

workers to calculate the potential PIT revenues. | also simulate the growth of these PIT revenues
over time, using the same assumptions as in the cost simulations, where all KiW&/are
converted to constant 2010 KWD. Note that is straightforward to estimate the impact of, say, a 10
percent (or a 1 percent) flat rate PIT simply by multiplying the estimates of a 5 percent flat rate
PIT by 1 (or by 1/5). Note also that it is stiaifiprward to estimate the impact of a kkanfull
compliance rate.

The revenue estimates are presented in Table 6. These estimates indicate that the revenues from a
5 percent PIT far exceed even the fiyetir costs of the PIT. | estimate the reveraiesPIT would

be KWD 858.4 million (or USD 2.8 billion) in 2010, relative to the higher of the estimated 2010
administrative costs of KWD 90.9 million (or USD 300.0). Both costs and revenues increase over
time, but the increase in PIT revenues far excekdsincrease in costs. By 2020, estimated
revenues arkWD 1.4 billion (USD 4.6 billion), while estimated costs are KWD 82.0 (USD 270.6
million). Even a much lower 1 percent flat rate PIT would generate in 2020 revenues (KWD 293.4
million, USD 968.2 millon)) far in excess of costs (KWD 82.0, USD 270.6 million). Note that

these estimates say nothing about the incidence of the PIT, although it seems likely that the burden
will fall largely on the individual worker, at least if the worker is Kuwaiti.

12 Note that the Kuwait Ministry ofinance issued a draft PIT law in 2005, with a progressive rate structure of: 2.5
percent for KD 1 to KD 10,000; 5 percent for KD 10,000 to KD 50,000; 10 percent folOkiD®to KD 250,000;

15 percent for KD 250,000 to KD 1,000,000; and 20 percent for greater than KD 1,000,000. This PIT law was never
enacted.

13 Gross current income includes net incdineen wages or salary, business activities, financial assets, and non
financial asset$sross current transfers consist of any transfers from the government or elsewhere.
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Table 6 Projected PIT Revenues with a 5 Percent Flat Rate Tax (KWD thousands)

Year PIT Revenues
2010 858, 399
2011 900,917
2012 945,612
2013 992,599
2014 1,041,999
2015 1,093,939
2016 1,148,553
2017 1,205,981
2018 1,266,372
2019 1,329,882
2020 1,396,676

Source: Calculations by author.
Quantifying Som@®ther Costs of TaxatiorCompliance Costs arfficiency Costs

There are also additional aspects of the costs of a new tax administration. One added cost is the
Acompl i ance c o sthedcoste incurted kyatdaxpagers,in complying (or in not
complying) with their tax obligations. There is now a large and growing literature that attempts to
estimate these costs using a variety of methods, generally distinguishing compliance costs by type
of taxpayer (e.g., individual versus business, small business versus large business, and the like)
and by type of tax (e.g., personal income tax, corporate income tax, value added tax, and the like),
and also distinguishing between the compliance coskettaxpayer versus the compliance costs

to society. According to a recent survey by Evans and-Wam (2014), this research concludes
(among other things) that tax compliance costs are significant and high, ranging from 2 percent to
10 percent of revengseand from 2 to 6 times administrative costs, depending on the specific
features of the ta¥. These compliance costs will depend closely upow the tax is designed.
Forexample if a selfassessment systemuslized, thenindividual taxpayerswill bearmuch of

the costs of the systerBimilarly, if the system is badly designed with high levels of uncertainty

then compliance costs may be higher tbtrerwise.

Even so, the compliance costs of a new PIT seem likely to lie at the lower end of theategstim

in large part because the new PIT is likely to rely heavily on employer withholding of taxes. For
example, Evansand Tratham ( 2014) =esti mate that the ATaxp:
a payasyou-earn (PAYE) income tax are significantly loweaththe compliance costs of other

taxes (e.g., capital gains tax, valagded tax, goods and services tax, fringe benefits tax, wholesale

sales tax, business income tax, prescribed payment system, and the like), roughly 2 percent of tax
revenues?®

Using ths estimate of the compliance costs together with the estimated revenues of a PIT, a PIT
that generated KWD 858.4 million in 2010 revenues would also create compliance ¢0MB of
17.2million (= 0.02 X KWD 858.4 million), or USD 56.7 million similarlyhé¢ MEB costs would

rise in 2020 toKWD_27.9 million (= 0.02 X KWD 1,396.7 million), or USD 92.2. These

14 Also, e Evans (2002003) for useful surveys of this work.
15 For more detailed estimategesalso TraNam, Evans, Ritchie, and Walpole (2000).
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compliance costs are significant if relatively small. Of course, a PIT that required individuals to
calculate and file individual tax returns woulshpose higher compliance costs, likely by a
magnitude of 2 to 3 times these estimates ((Nam, Evans, Ritchie, and Walpole, 2000).

Another added cost of taxation is the distorting effects of a new PIT, although these efficiency
costs may be offset bydgecline in the efficiency costs of the current system ebaded revenues.
These distorting effects are best measured by
as the additional efficiency cost of a tax that is created in raising an adtidlar (or other unit)

of revenues. To my knowledge, there are no estimates of the MEB of a PIT in Kuwait, for obvious
reasons. However, one can get an approximate magnitude by looking at estimates of the MEB of
a PIT and of other taxes in other cousgr For example, in a classic study Ballard, Shoven, and
Whalley (1985) use a computable general equilibrium model to estimate the MEBs of the major
U.S. taxes. Their calculations indicate that the MEB of a PIT ranges from 0.163 to 0.314,
depending uporabor supply and savings elasticities, which suggest that each $1 of revenues from
the PIT generates efficiency losses of about 16 to 31 cents. They also calculate that the MEB of
specific excise taxes is generally quite low, in the range of 3 cents nifor each additional

dollar of excise tax revenues, while the MEB of a general consumption tax is very high, in the 26
to 39 cents range.

As a rough and illustrative estimate of these efficiency costs, consider the higher MEB estimate of
a PIT from Rallard, Shoven, and Whalley (1985), or 0.314, together with the estimated revenues
of a PIT. A PIT that generated KWD 858.4 million in 2010 revenues would then create large and
significant MEB costs oKWD 269.5 million (= 0.314 X KWD 858.4 million), or UB 889.4

million; similarly, the MEB costs would rise in 2020 kWD 438.6 million (= 0.314 X KWD
1,396.7 million), or USD 1, 447.4 million. Even so, however, the estimates of Ballard, Shoven,
and Whalley (1985) also suggest that the MEB costs of a nem&ywell be morer-less offset

by a reduction in the MEB costs from a reduction irbaised revenues that would be allowed by

the new PIT, depending on the specifics of the oil tax reduction. @stienates of the MEB of
taxation generate broadly similgesults (Browning, 1987; Dahlby, 2008).

CONCLUSIONS

Overall, these many estimates indicate that the overall costs of a new PIT in Kuwait, even including
compliance costs and efficiency costs, are likely to be far outweighed by the additional revenues
of the tax. Of course, several considerations suggest caution in the use of all of these estimates. On
the revenue estimates, reciprocal tax agreements that exempted foreign workers would reduce
significantly these revenue estimates. Indeed, according touwait Ministry of Finance (2010),

Kuwait has certified double taxation agreements with 47 countries. Further, the lack of detailed
statistics on personal income in Kuwait may lead to the underestimation of the size of the tax base
and potential revenueRevenues from the PIT are calculated using only average annual income
levels for domestic and foreign workers. This sample excludes all persons earning taxable income
exclusively from sources other than employment, such as financial activities or tagal es
Domestic and guest workers are treated equally in the estimates, but the potential for foreign labor
supply to fluctuate each year could cause the size of the tax base also to vary from year to year.
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Indeed, there is some evidence to suggest thavdhl might affect the inflow of labor (Harrison,
2010)16

The administrative cost estimates should also be used with caution. These cost estimates are
heavily reliant on the OECD characteristics used to determine PIT staffing needs. In particular, the
number of PIT taxpayers per staff member is a very general assumption, and the reasons for
variations in staffing are numerous and seldom observable. Factors ranging from population
density to educational attainment to the political regime can affect théawaystems look. The

cost estimates are also heavily reliant on wage estimates that may not reflect current labor market
conditions. Finally, the composition of the administrative staff by occupation cannot be accurately
predicted because hiring decissomill be made on an individual basis and at the discretion of the
employer, and the estimates of workspace allocation are also based upon country averages that
may not apply to Kuwait. Even so, | have examined the robustness of the administrative costs
edimates to variations in the major staffing assumptions, and | do not find significant effects on
the estimates. Also, the compliance cost and efficiency cost estimates are based on restrictive
assumptions that may not fully apply to Kuwait.

Finally, it may well be that there are alternative taxes that are less administratively costly and more
revenue productive. Although almost no Kuwaiti workers are illiterate, over half of the guest
workers are illiterate. When taxpayers are unable to read or writ@dth@istrative costs of
collecting income tax information are greater (Riezman and Slemrod, 1987). Also, other taxes may
have lower administrative costs. For example, Kenny and Winer (2006) model the gravitation of
countries towards that the types of tsutleat will incur the lowest administrative costs. They find

that countries that specialize in international trade will tend to use trade taxes, and countries with
high population will tend to use property taxes. They also find that countries that rely bea

oil production are more likely to rely on néax revenues sources, a result entirely consistent with
current GCC country practicés.

Indeed, there are concerns that develofpirgg developed countries may find it increasingly

difficult to impose a broaebased global PIT, given such considerations as factor mobility, transfer
pricing, and offshore financial centers, all of which are related to the broad notion of globalization
and most of which reduce the ability of a taxes imposed on inconemévaje revenues (Alm and
Wallace, 2006). These forces suggest that a more scheduler income tax, such as the one | consider
here, may be a more appropriate strategy. However, moving toward any PIT, even one based on a
scheduler system of wage taxationadtme when these globalization forces are increasing may

well be a risky fiscal strategy.

Despite these cautionary notes, | believe that my methodology uses plausible, realistic, and indeed
conservative assumptions, along with the most reliable datalleaiThe resulting estimates
provide consistent evidence that the likely revenues from a PIT in Kuwait far exceed the initial

16 For example, in 1988 foreign workers and investors in Saudi Arabia threatened to exit the country in response to
an income tax proposal in Saudi Araliaoponents of the policy believed that implementing the tax would set a
precedent that the other GCGunitries would be inclined to follow. However, the proposal was eventually dropped.
When the proposal was revived in 2002, it generated the same vehement opposition, leading the Saudi government
to the official conclusion that it was unfair to tax any dwesrker.

17 See also Gordon and Li (2009).
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and ongoing costs of the tax administration, even when compliance costs and efficiency costs are
considered. It is now up the Kuait government, as well as the governments of other GCC
countries, to consider diversifying their tax systems.
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DO FIRMS REMIT AT LEAST 85% OF TAX EVERYWHERE? NEW
EVIDENCE FROM INDIA

Joel Slemrodind TejaswiVelayudhak?

Abstract:

In this note, we present new evidence about firm tax remittance in India, and discuss the
remarkable similarity and prominence in the role of businesses in tax remittance in very different
tax systems India, the United States and the United Kingdom. Prevstudies of developed
countries have concluded that firms remit the great majority of taxes: 83 percent of taxes in the
U.S., and 87 percent of taxes in the U.K. A recent OECD working paper estimates the share for a
sample of 24 OECD countries, and firadsunweighted average of 89.7 percent. The proximity of
these estimates suggests an emerging fArul e o
developing countries, where the tax structure and administrative capacity varies substantially from
developedcountries. We find, somewhat remarkably, that in India firms remit about the same
fraction of total revenue as in the U.S., U.K., and other OECD counr&Tepercent of the total

tax revenue collected by the central and state governments. This is émehewugh the
composition of tax revenue in India is very different from that of the U.S., U.K., and throughout
the OECD.

1. INTRODUCTION

Richard Bird stated, AThe key to effective ta
the modern econom i s the <corporation [é]o0 (Bird, 20
incorporated, are not only directly taxed (e.g., through corporate tax), they also act as withholding
agent (e.g., for salary income of employees) and remitters (e.g., for salecemeadi@xes). As a

result, firms remit far more in taxes than their actual tax liability. In this note, we present new
evidence about firm remittance in India, and discuss the remarkable similarity and prominence in

the role of businesses in tax remittancthree very different tax systermsndia, the United States

and the United Kingdom.

Note that our discussion uses the wachittancewith a distinct meaning, the deposit of tax with

the government. This is distinct from who the statute says the fawis 0 , and distinct
bears the burden of a tax. In the case of a retail sales tax, for example, even though the retail firm
remits the tax, it is generally assumed that much of the economic incidence falls on the consumer.

In the case of alaborctnome t ax, the tax is fAono the emplo

! University of Michigan
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may be remitted by employers because of withholding requirements. In this note, we focus only
on tax remittance by firms, not the incidence of taxation.

Previous studies of developeduntries have concluded that firms remit the great majority of
taxes: 83 percent of taxes in the United States, and 87 percent of taxes in the United Kingdom. A
recent OECD working paper estimates the share for a sample of 24 OECD countries, and finds an
unweighted average of 89.7 percent (Milanez, 2017). The proximity of these estimates suggests
an emerging Arule of 85,0 but notably absent
tax structure and administrative capacity varies substantialy fleveloped countries.

In this paper, we present the first such estimate for a developing country, India. We find, somewhat
remarkably, that in India firms remit about the same fraction of total revenue as in the United
States and United Kingder87 perent of the total tax revenue collected by the central and state
governments. This is true even though the composition of tax revenue in India is very different
from that of the United States and the United Kingdom.

Who remits matters. Under conditionsaoimplete observability of characteristics that determine
tax liability, the identity of the remitter is irrelevant for the revenue, efficiency, or economic
incidence of a tax. However, given key aspects of real tax systparticularly evasion and nen

trivial administrative and compliance costs, this irrelevance breaks down (Slemrod, 2008). In the
case of personal income tax, for example, withholding by the employer or the originator of
dividends and interest payments, has at least two advantagesudeseadministrative and
compliance costs. Instead of relying on each individual employee to correctly and truthfully
estimate and remit their tax liability, a human resources department can take advantage of the
economies of scale from applying the samewedge to multiple identical employees. Second,

it provides a thireparty check on reported tax liability. Evasion in the personal income tax subject
to withholding would require collusion between the employee and the employer, which is more
costly than risreporting in the absence other sources of verifiable information.

In sum, because most economic activity flows through businesses, firms play a key role in
improving the efficiency of tax collection by reducing administrative and compliance costs, and
gathering verifiable information.

2. REMITTANCE BY FIRMS IN DEVELOPED COUNTRIES

Christensen, Cline and Neubig (2001) and Shaw, Slemrod and Whiting (2010) follow similar
methodology to estimate the proportion of total tax remitted by businesses intiée &tates and

United Kingdom, respectively. Both studies classify theaselployed as a nebusiness and focus

on remittance as opposed to statutory tax liability. Christensen, Cline and Neubig (2001) focus on
the role of corporations in tax collectias opposed to necorporate businesses like (pass
through) Subchapter S corporations or partnerships. The two studies first estimate the proportion
of tax remitted by business in individual tax categories used by each cowdrgonal income

tax, properny tax, sales tax and so on. Then the proportion of total tax remitted by businesses is a
weighted average of the fraction remitted by firms in each tax category, weighted by the
contribution of each tax category to total tax collection.
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Categories wheréhe tax is imposed directly on the business (e.g., corporate taxes) or that are
remitted through withholding by firms, like PAYE in the United Kingdom, or through taxes such

VAT that are not designated as taxessdieono bu
classified as 100 percent remitted by firms. Others where the firm is clearly not the remitter, such

as income taxes fasmietstsengnt br dyg ht-dnipyadntdel vi d u e
classified as wholly unremitted by businesses.

Some cass are more ambiguous. In the United Kingdom, for example, one ambiguous category
i's that of Aot her receiptso undecategories atane t a x,

deduction scheme for i nterest i nccbanlel, fdthleer d
category. In the first two subcategories, Shaw, Slemrod and Whiting (2010) claim that the
withholder i s the business i n most -citeg@myess . The

wholly remitted by individuals. Weighting by the rilee revenue importance of each of the-sub
categories, Shaw, Slemrod and Whiting (2010) estimate that businesses remit 58 percent of taxes
under the fAother receiptso category. Through
percent of national surance contributions come from businesses, and that businesses remit 20
percent of Vehicle Excise Duty (VED).

In the United States, Christensen, Cline and Neubig (2001) estimate that payroll taxes, property
taxes and personal income taxes are at least partially remitted by firms. 95 percent of payroll taxes
and 80 percent of personal income taxes are remittedisipdsses, while about 42 percent of
property tax is remitted by firms.

The recent study by the OECD uses data from the OECD Revenue Statistics database, which
collects information in standardized revenue categories for their sample. This data is sofgalem

with information from surveys sent to the member countries, which further broke down revenue
from certain ambiguous tax categories into the portion remitted by business. Unlike the earlier
studies it includes the sedf mp | oyed as a rmdeuuwliketeesearliercstudies and h e
our own analysis of India, where there is no reliable data on the identity of the remitter the OECD
study |l eaves some portions of tax revenue as
individuals.

The OECD study also makes the distinction between the share of taxes that are both remitted by
business and are the legal liability of businesses, and the share that is remitted by business but
where the legal liability falls on others. To compare to our estisnas well as those of the earlier
studies of the United States and the United Kingdom, we take the sum of these two business
remitted categories. As a share of the allocable tax collection, the unweightedrizdy average

of firm-remitted taxes is 89 Fercent, ranging from as low as 67.5 percent in LuxemBaoras

high as 98.5 percent in Chile. The United Kingdom comes in at 90.8 percent, and the United States
at 97.3 percent. To calculate lower and upper bounds to these ratios, we can assigrethe ent
unallocable portion to nehusinesses or to businesses. This generates an unweighted average of
between 78.8 percent and 91.1 percent.

3 France also has a lower than averageesbf firm remitted taxes (about 85 percent of total allocable tax
collection). It is also the only one of the 24 countries in the OECD sample without withholding by employers on
personal income tax. However, France was about to introduce withholdingame tax in 2018 but has postponed
by a year to 2019, which will likely raise the share of tax remitted by firms substantially.
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3. FIRM REMITTANCE IN INDIA

We present the first estimate of fiyrtakisgia r ol e
similar approach to that of Christensen, Cline and Neubig (2001) and Shaw, Slemrod and Whiting
(2010) in Table 1. Firms remit a surprisingly similar proportion of total tax collettabout 87

percent in India. As did the earlier studielsut not the OECD study), we exclude satfiployed
professionals from the definition of a firhWhere the extent of firm remittance is uncertain, we

make the most conservative assumption about the share remitted by firms.

We compile data on tax collectég the Central and State government revenue bodies between

fiscal years 1992014, separately for each tax instrument. For each of these tax instruments, we
estimate the proportion of total revenue that is remitted by firms. Some taxes like the corporate

tax, VAT, excise and customs are fully remitted by firms. Others are fully remitted by individuals

-li ke the Aprofessions tax.o0o Tax instruments
remitted by both firms and individuals, in varying propamt. For these instruments, we estimate

the proportion remitted by businesses using available information on tax collection by type of
taxpayer. The details of this estimation are provided in the data appendix.

Some smaller categories, such as stamp duties, are partially remitted by firms, but the proportion
of firm remittance is apparently very small and is difficult to pin down, that we classify them as
being remitted fully by individuals.

The distinction beteenasele mpl oyed i ndi vi dual and a Afir mo
example, a sole proprietor who is registered
who is registered under the service tax is treated as an individual. Thigibinerés especially

relevant in India, where sole proprietorships and small firms are more prevalent than in OECD
countries. We try as best we can, given the limitations of data, to decide which side of the ledger

to place these small firms based on whsnattersi the extent to which the entity can act as an
information aggregator or provide a thjpdrty check. For this reason, VA®&gistered sole
proprietors are tr e-tatxregteradgprofdssionalsasedotwhi | e ser v

#1n the case of the VAT, excise, and customs, we cannot distinguish sole proprietors, so implicitly VAT remittances
of thesetaxes by sole proprietorships are considered to be made by firms.
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Table 1: The Roleof Firms in Tax Remittance in India, Fiscal Year 254

Receints Share of Proportion
( IOm n) Total Remitted by
Central Government Taxes Revenue Business
Corporate Tax 4,289,250 20.80 1.00
Personal Income Tax 2,583,260 12.53 0.60
Other Direct Taxes 11,030 0.05 0.00
Customs 1,880,160 9.12 1.00
Central Excise 1,881,280 9.12 1.00
Service Tax 1,679,690 8.15 0.70
Other Indirect Taxes 124,190 0.60 1.00
State Government Taxes
Taxes on Income 53,879.8 0.26 0.00
Agricultural Income Tax 1,614 0.01 0.00
Taxes on Professions,
Trades, Callings & Employment 52,265.8 0.25 0.00
Taxes on Property and Capital
Transactions 1,005,292.5 4.88 0.00
Land Revenue 103,396.3 0.50 0.00
Stamps andRegistration Fees 889,728 4.32 0.00
Urban Immovable Property Tax 12,168.3 0.06 0.00
Taxes on Commodities and Services 7109526.8 34.48 1.00
Sales Tax 5,218,532.8 25.31 1.00
State Excise 941,601.2 4.57 1.00
Taxes orVehicles 410,292 1.99 1.00
Taxes on Goods and Passenge 203,657 0.99 1.00
Taxes and Duties on Electricity 266,125.3 1.29 1.00
Entertainment Tax 21,559.3 0.10 1.00
Other Taxes and Duties 47,759.2 0.23 1.00
Total 20,617,559.1 100 87.35
Note $1 4 65 and Al A& 81. We make the conservative as:¢
remitted by individuals and that sedfmp | oyed i ndi vidual s, professionals are

calculations based on ddtam Economic and Political Weekly Research Foundation (EPWRF) India time series,
http://www.epwrfits.in/index.aspx
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Figure 1 shows that the proportion of total tax collection remitted by firms in India has shown a
moderate but steady decline from 91 petée 1998 to about 87 percent in 2014. This is largely
because of the rising relative importance of personal income tax and service tax, which feature
mixed firm remittance, and the relative decline in customs and excise tax collection, which have
complee firm remittance. Personal income tax rose from 9 to 13 percent of total tax collection and
service tax rose from close to zero percent to 8 percent of total tax collection between 1998 and
2014. Over the same time period, customs and excise duty dedten@dtically from 44 to 18
percent of total tax collection, as India lowered tariffs to liberalize trade.

Figure 1:

Remittance by Firms, Income Tax, Customs and Excise Collgction,
Fiscal Years 192014 3
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Figure 2 shows the contribution of the various types of tax instruments to total tax collection in
India. The five categories startifpm the bottom (up to and including the large deep blue shaded
area) are wholly remitted by firms. The share of revenue from these categories steadily declines
from 1998 to 2014, as customs and excise contribute a smaller share to overall tax colleetion.
green region represents service tax collection and the orange represents personal income tax
collection, which are only partially remitted by firms. These two categories contribute an
increasing share of total tax revenue mainly due to the risingriemue of service tax. Service

tax collection has increased from 1 to 10 percent of total tax collection over the same period, while
personal income tax collection has remained unchanged at about 12 percent of total revenue. Over
this time period, the seice tax base was expanded to cover almost 200 services from the initial
three that were covered. Taxes on property, state taxes on income and other direct taxes levied by
the national governmentremitted entirely by individualshave remained an approxately

constant proportion of total tax collection over the entire period. Taxes on commaodities, entirely
remitted by firms as well, have also stayed steady as a constant proportion of total tax collection.
Corporate taxes increased as a proportion of taxatollection from about 10 percent in 1998 to

20 percent in 2014.
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Figure 2:

Contribution of Tax Instruments to Total Tax Collection in India,
19982014
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In sum, the small decrease in the share of total tax collection remitted by firms comes from the
substantial decline in the contribution of customs and excise taxes and the relative increase in the
contribution of the service tax, which is only partiakynitted by businesses.

4. SODIFFERENT, AND YET THE SAME

Some readers will undoubtedly be struck by the fact that the extent of firm tax remittance is about
the same in India as it is the United Kingdom and United States, in spite of the vast differences in
the economic environment and other aspects of theytgms. In this section we inquire further

into this phenomenon. Because we consider theesgiioyed as nebusiness remitters and
attempt to divide all tax revenue into the portion remitted by business and others, our estimates are
more comparable to thaf Cline, Christensen, Neubig (2001) and Shaw, Slemrod, Whiting (2010)
than to the OECD.

One striking contrast between the United States and United Kingdom on the one hand and India
on the other hand, shown in Table 2, is the difference between t@twas of personal income

tax remitted by firms. Firms in the United Kingdom and United States remit over 80 percent of
personal income tax, while firms in India remit only 60 percent of personal income tax.

5 This is estimated as the proportion of income tax remitted bxcnor por at e taxpayers as ftax
i.e. tax withholding. This is a conservative estimate becaos€orporatetaxpayers can also include partnerships,

which remit tax directly (not through withholding). However, we do not have an estimate of tax deducted at source

for noncorporate, nopartnership taxpayers.
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Table 2 A Comparison of the Role of Firnis Tax Revenue Collection in the United States,
United Kingdom and India
Proportion Remitted by Business Share of Country's Total Tax Revenue

Tax us UK India us UK India

Personal Income Taxes 0.80 0.82 0.60 41.64 30.28 12.53
Capital Gains Tax * 0.00 * * 0.78 *
Corporate Income Tax 1.00 1.00 1.00 8.84 9.12 20.80
Payroll Taxes/

National Insurance 0.95 0.97 n.a. 24.53 17.96 0.00

Property Taxes 0.42 0.49 0.00 9.34 8.89 0.56

Stamp Duties n.a. 1.00 0.00 0.00 2.76 4.32
Sales Taxes/ VAT 1.00 1.00 1.00 8.23 15.92 25.31
Excise Taxes 1.00 n.a. 1.00 6.05 0.00 13.69

Service Tax n.a. n.a. 0.70 0.00 0.00 8.15
Estate Taxes 0.00 0.00 0.00 1.42 0.73 n.e.g.
Other Taxes n.a. 0.94 0.98 0.00 14.33 14.64
Indirect n.a. 0.94 1.00 0.00 14.33 14.33

Customs n.a. * 1.00 # * 9.12

Tax on Vehicles n.a. 0.20 1.00 0.00 1.05 1.99

Petroleum Tax n.a. 1.00 n.a. 0.00 0.44 0.00

Other n.a. 1.00 1.00 0.00 12.84 3.22

Direct n.a. n.a. 0.00 0.00 0.00 0.31
Total Taxes 83.74 87.74 87.35 100.0 100.00 100.00

*. Indicates categories that are included in the aggregate but for which disaggregated amounts are nc
Capital Gains Tax collection is included under personal income tax collection reported for the U.S., Ci
included under "indirect tax" for the U.K.

#: The United States collects some customs but Christensen, Cline and Neubig (2001) do not provide
on this category.

U.S. figures are from Christensen, Cline, Neubig (2001), U.K. figures are from Shaw, Slemrod, Whitin
Indi an estimates are for t&% med&Aud &n the vy

However, in India personal income taxes are a much smaller proportion of total tax collection.
Personal income tax is about 12 percent of total tax collection in India in 2G40 percent in

the United States and 30 percent in the United Kingdom. While firms in India remit a lower
proportion of income tax collection, Indian tax revenue also relies less on personal income tax
revenue.
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On the other hand, taxes on commoditiesratuch more important in India, a tax category where
firms remit nearly all the revenue. State VAT, excise and other forms of taxation on commaodities
and services represent about 33 percent of total tax collection in India in 2014, while central taxes
on ommodities (customs and excise) are about 20 percent of total tax collection. Together, these
forms of commodity taxes account for over half of Indian tax revenue. In contrast, sales tax and
VAT are just 8 percent of total tax collection in the United é&tand 15 percent in the United
Kingdom.

Is the similarity in the aggregate firm remittance ratio a coincidence, or is there something more
fundamental involved? These differences could be partially driven by the difference in amenability

to firm remittance. Gordon and Li (2009), for example, suggest that the ease of enforcement and
reliance on the formal financial sector can explain many features of developing country tax

systems. Tax systems rely more heavily on revenue from instruments that areeadmce. As

the amenability of firm remittance increases, tax revenue from that instrument is higher because
enforcement is relatively less costly.

One reason for the increase in revenue is that remittance by businesses increases the likelihood of
truthful reporting. Take for example, the stark contrast in evasion ommsglioyed income (64
percent) and income from salaried employees (1 percent) in the United States. As the proportion
of salaried employees increases, compliance is higher and thexeforeuld expect tax revenue

from personal income tax to be higher.

Increased amenability to remittance by firms also increases revenue from that tax instrument
through a second channel. Tax authorities broaden the base and increase the tax rataas well o

a tax becomes easier to enforce. Dusek and Bagchi (2016) exploit the staggered introduction of
withholding in personal income tax by U.S. states to find that introduction of withholding led to

an immediate and permanent increase in tax collection byt&d percent. Because of this
increase in tax collection efficiency, state governments also raised the importance of the income
tax as a tool for tax collection. The share of income tax in total tax collection increased by 19
percent Jensen (2016) sh@show the rise in personal income tax collection has tracked the
growth in salaried employees across countries and over time. He shows how government policies
designed to increase the share of employees has a causal impact on state income tax collection.
Besley and Persson (2014) also show suggestive evidence that increases in the size of government
(tax to GDP ratio) occurred at the same time as the introduction of income tax withholding and is
correlated with improvements in financial markets and forraabn. Improvements in
amenability to remittance by firms not only raises the reliance on certain tax instruments, but raises
overall tax collection as well.

These findings are consistent with the patterns we observe in the tax systems of the thiee.countr
Amenability to firm remittance is much lower in the personal income tax in India than in the United
States or United Kingdom. On the other hand, withholding is in some respects more expansive in

I ndia than in the Unit eadt Sstoautrecse 0 Rrud geusi rfeosr wiit!
on salary but also on interest income, dividends, payments to contractors, life insurance payouts,
rent, payment for professional services, and a few other payments. Even so, salaryi iacome

S This is despite their finding that ancreased demand for government revenue motivated the introduction in
withholding, which also drove the increase in corporate and sales tax rates at the same time. The authors suggest that
this points to an increase in reliance on the gains in efficieniogdme tax collection.
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important source ahcome that is subject to withholdingomprises about half of total reported
gross income compared to 70 percent of total adjusted gross income in the United®States.
Accordingly, the statutory income tax base in India is more limited than in the United States and
United Kingdom; it excludes all agricultural income and has a high exemption threshold at the top
decile of the income distribution (Jensen, 2016). Incorradtes are also lower in India. The
highest marginal tax rate is 30 percent in India compared to 39.6 percent in the United States and
45 percent in the United Kingdom.

5. FIRMS IN INDIA VERSUS THE UNITED STATES AND UNITED KINGDOM

Of course, even thobdirms play a similar role in all three countries, India has a much lower tax
to-GDP ratio. Are firms more efficient intermediaries in the United States and the United Kingdom
than in India?

Two things distinguish firms in India relative to the typidaleloped countri the predominance

of cash transactions and the extent of many small informal firms. Most employment in
manufacturing in India is in firms with less than 10 workers (Hsieh and Klenow, 2014). The
advantages to firm remittance through imf@tion aggregation and reduction in administrative
and compliance costs are therefore more limited in India.

Transactions in cash are widespread, which limits the paper trail and other information useful to
tax authorities. It has been estimated thap8itent of all consumer transactions in India take
place in casf.Low level of digitization of returns and lack of coordination between multiple tax
authorities also limit the potential of information generated by businesses. For instance, if the
customsauthority does not share information with a state VAT department, the paper trail
generated by a sale by an importer cannot be used apé#niydverification of reported costs. Not

only is amenability to firm remittance lower in India for taxes likegkesonal income tax, firm
remittance also does not provide the same level of information and compliance advantages as in
the United States and the United Kingdom.

6. THE OTHER 15 %

Given the substantial advantages of firm remittance, it is perhapsssugptiat governments
collect 15 percent of their revenue directly from individuals. The tax categories that rely on
individual remittance share a common feaiutiee tax base is highly observable or to some extent
selfenforcing. A large portion of theevenue in this 15 percent category comes from taxes on
immovable property. Another large category is stamp duties, which are taxes on various
transactions and legal documents. A large portion of stamp duty revenue comes from duties on

7 https://www.irs.gov/uac/sdiax-statsindividual-statisticaitablesby-filing -status Table 1.3 for 2014.

8 The threshold foriccme t ax i s set guite high at 0.25 million (a
201314). There are only about 71 million individuals of working age who are regular wage/salaried workers in non
agricultural industries, earning an average ofabo0t. 1 mi I I i on ($1547) a year, out o
million.

9 http://fletcher.tufts.edu/~/media/Fletcher/Microsites/Cost%200f%20Cash/IBGC%20WP13
01%20Cash%200utlook%20India.pdf.
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sales, particularlyfoproperty. Nonp ay ment of these stamp duties
ability to enforce their property rights.

CONCLUSION

We are not ready to declare a Aruleo of (at |
the fraction of taxes reitted against real GDP per capita, we really now have just two distinct

points, one for India and one cluster for most of the OECD countries. An infinite number of
polynomials fit these two points and, even if we restrict ourselves to secdedpolynomals,

we cannot rule out either ashaped or inversed-shaped relationship. Of course, the

relationship could be more complex than this.

More data points for the developing world are needed. The calculation of the fraction of taxes
remitted by firms is1ot conceptually complex. For example, it does not require one to classify
taxes into ultimately somewhat arbitrary categories, such as consumption versus income,
business versus ndrusiness, direct versus indirect. Nor are the data requirements pdsticula
onerous. Once we have more data points, we can begin to understand the relationship of the firm
remittance ratio not only to the level of per capita real income, but also to other country-and tax
system characteristics such as sectoral composition.
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DATA APPENDIX

|. Estimate of Income Tax Remitted by Firms

Compliance Audit Reports (various years) by @omptroller and Auditor General of India present
personal income tax collections from Roorporate taxpayers by mode of payment, that is,
whether it was remitted directly as part of ssd6essment, advance tax collection or tax deducted
at source (TDS)The only mode remitted by firms unless the taxpayer is a firm themselves is TDS.
Under the TDS rules, certain entitiesostly firms- are required to act as withholding agents for
personal income tax. The proportion of income tax collected under T@% riorcorporate
taxpayers has averaged around 60 percent between 1998 and 2014.

The category of ncoorporate taxpayers also includes partnership firms. Ideally, we would want
to know the proportion of income tax collected through TDS fromaurporate nonpartnership
taxpayers. Because this figure is unavailable, 60 percent is actually a lower bound on personal
income tax remitted by firms.

We estimated the share of personal income tax remitted by businesses as the share of revenue
comi ng fDedu ditTeadk 'This inBludesincome tax withheld by employers as well

as tax on interest income, capital gains or dividends that are withheld and remitted by firms. In
20112012, approximately 59 percent of personal income tax was collected asdizotedi at

source.

Il. Estimate of Service Tax Remitted by Firms

Service tax can be remitted by firms and individual taxpayers. However, the breakdown of service
tax collection by type of taxpayer is not publicly available to the best of our knowledge. T
estimate the proportion of service tax remitted by firms, we make use of the fact that individuals
are only required to remit the tax quarterly, but firms are required to remit monthly. Figure 3 plots
in blue monthly service tax collections between figears 2010 and 2015. In the month following

the end of each quarter (July, October and January), there is a spike in service tax collection. There
is also a significant spike in March but we exclude March, which we discuss later.

The spike in the months of July, October and January is plausibly due to individuals making their
guarterly payments. Assuming that the payments we see in all other months (aside from March
and April) are from firms, we impute the collection from firmguty, October and January as the
average of collection in the two adjacent months. That is, we impute collection from firms in July
2010 as the average of collection in June 2010 and August 2010. The orange line in Figure 3 shows
the collection from firmsvith these imputed figures for the quaregrd months.

The collection from individuals is estimated as the difference between actual collection in the
guarterend months and the imputed collection. The estimated collection from individuals is
remarkablystable at about 30 percent of actual collection in these months. We therefore make the
assumption that firms remit 70 percent of service tax collected. Because the service tax comprises
only about 8 percent of total revenues, some divergence from an arfputeremittance share

would not have large effects on the overall estimate of the firm remittance ratio.

! Table 1.6, Report of the Comptroller and Auditor Generalief Ind
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March is the last month in the last quarter of the financial year. The largest spike occurs in this
month and is plausibly because payments for annual contracts might be received in this month.
This could be true for firms and individuals. If firms are mdékely to remit most of their tax

owed at the end of the financial year (which is a more relevant concept for firms rather than

individuals), then our assumption of 70 percent remitted by firms would be an underestimate.

Figure 3:

Monthly Net Service Tax Collection, FY 20005
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[ll . Union Excise

The union excise tax, also known as the central excise tax, is levied on thefyaio@uction. It

is collected at factory gate for manufacturing firms only. Therefore we assume that the union excise
tax is fully remitted by firms.

IV . State Taxes on Incomé Agricultural Income and Professions Tax

We treat selemployed professiomlo, whi ch forms the bul k of ta:
Aindividual so rather than fAfirms.

V. Taxes on Property and Capital Transactions

Most of the revenue in this category comes from stamp duty. We have the breakdown of stamp
duty revenue by sourdgype of document/transaction) in one sta#éndhra Pradesh from 2010

to 2015. We use the patterns in this state as a proxy for all other states. The data reveals that 88
percent of stamp duty revenue comes from sale of property. Other major categogits and
mortgages. It is impossible to distinguish whether these property transactions are made by
individuals or firms and therefore we assume that these taxes are entirely remitted by individuals.
These comprise only 4.32 percent of total revenu@9i415.
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PRACTICAL VALUATION OF RISK TRANSFER IN ADVANCE
PRICING AGREEMENTS?

Zvika Afik and Yaron Lalav®

Abstract
A recently published paper argues that Advance Pricing Agreements adopting the Comparable
Profits Method or the Transactional Net Margin Method, overlook the risk transferred from the
tested party (subsidiary) to the party relateth&otransaction (parenta shift caused by fixing
the profitability of the tested party. In this paper, we propose a practical implementation
methodology to estimate the model parameters and discuss the theoretical and practical reasons
for our proposedhethod. Finally, we also provide numerical examples demonstrating the miss
allocation of profits and taxes. According to our examples, fixing the profitability level of a
manufacturer equals a shift of 0.5% of its profitability, while fixing the profitsbof a
management entity means a shift of 0.85% of its profitability. These amounts can be significant
on aggregate levels.

JEL classificationsG38, K29, K34, M42

Keywords: Transfer Pricing, Advance Pricing Agreement, Risk Valuation, Multinational
Enterprise, Intercompany Transaction.

1. INTRODUCTION

An advance Pricing Agreement (APA) is a letlegm agreement signed between at least one

tax authority and a Multinational Enterprise (MNE) according to which, both sides agree on
the future pricing of a crodsorder intercompany transaction for a specifiechber of years.

As long as the MNE prices its related transactions according to the APA, the tax authority
agrees to accept this price as the armés | e

n

The pricing of intercompany transactions (sometimes refeocedd s fAr el at ed tr an

Ainternal transactionso) is called ATransf e
internal reasons, TP influences the profitability of the parties to the transaction. When both
related parties reside in differetax jurisdictions, it can affect tax revenues. For this reason,

TP regulations around the world require crbesder intercompany transactions to be priced

at armbés Il ength (as if the transaction was

Naturally, any crosborder transaction involves at least two tax authorities. Therefore, it is
possible that when setting a transfer price, while the MNE is in compliance with TP regulations
in one jurisdiction, it is not in compliance in other jurisdictions. In such casdviE may

elect to sign a unilateral APA (UAPA) with one tax authority, a bilateral APA (BAPA) with

1 We wish to thank Reuven Axonah, Kimberly Clausing and Michael Durst for helpful and invaluable
comments. All mistakes if madei are solely ours.

2 Senior Lecturer of Finance, Department of Business Administration, Guilford Glazer Faculty of Business and
Management, BeGurion University of the Negev, P.O. Box 653 B&reva 84105, Israel. Phone: +9%52
9107098. Fax: +97%8-6477691. Emailafikzv@som.bgu.ac.ll

3 Corresponding author. Senior Lecturer of Finance, Department of Business Administration, Guilford Glazer
Faculty of Business and Management, Eamrion University of the Negev, P.O. Box 653 B&trava 84105,

Israel. Phone: +9784-9107098. Fax: +978-6477691. Emailylahav@som.bgu.ac.il
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two tax authorities, or a multilateral APA (MAPA) with more than two tax authorities for a
transaction that is between more than two entities.

TPregulabns around the world are similar and ba
related transactions should be priced as if the parties to the transaction are unrelated. Usually,
TP documentation compares either prices or profitability. When dataiistdgathe taxpayer

can comply with TP regulations by showing that the transfer price is similar to that of
comparable transactions made between unrelated parties. Alternatively, if data on prices of
similar transactions is not available, the TP docuntemavould compare the profitability of

one entity (the Tested Party) to a range of profitability levels of similar companies that operate

in the same industry, engage in the same activities, and bear similar risks.

It is common knowledge among TP préotiers that most related transactions are unique, in

the sense that comparable transactions are hard, if not impossible, to find. Examples are the
transfer of rights to use certain intellectual property, or the sales of some patented device, or a
pharmacatical formula. Consequently, in most cases of TP documentation, the chosen method
for the analysis is based on a comparison of profitability rather than prices. For the same reason,
profit-based comparison is also applied in most APAs. While a contengousiuannual) TP
documentation analyzes transactions that were already made in the past, an APA locks the
future profitability level of a chosen tested party for the duration of the agreement.

Afik and Lahav (2014) argue that this practice contradi@strar més | engt h appr
such fixing of a company profitability level for a number of years is analogous to a free
insurance policy that eliminates the risk of incurring a loss. TP regulations require that the
comparable companies bear the samesristirn by the tested party. When searching for
comparable companies, TP analysts cannot find firms that are protected from profitability
fluctuation risk because such risk can be avoided only by entities that entered a long term APA.
Suchfimscannot,afour se, be used as comparabl e compa
trades because they are involved in intercompany transactions.

This inconsistency is settled by the model suggested by Afik and Lahav (2014). Building on
their work, in this paper wshow how to practically apply the model and estimate its
parameters. We also provide two numerical examples that demonstrate the practicality,
importance, and effect of the model.

Other papers also suggest modifications to APAs. Tomohara (2004) exafiniency losses

and proposes that tax authorities negotiate in order to split tax revenues between jurisdictions.
Broomhall (2007) criticizes the dependence on the past performance to determine future prices
and suggests a moving average as a meas$ym®fitability. Broomhall also suggests linking
performance of the tested party to its parent or to relevant stock indexes. Finally, Felgran et al.
(2009) propose that transfer prices for APAs would be adjusted during economic downturns.

The rest of theaper is structured as follows: Section 2 presents transfer pricing regulations
and APAs, Section 3 describes the profit fixing valuation model, Section 4 presents the details
of the model parameter estimation, Section 5 demonstrates the model appbcatiwo
examples, and Section 6 discusses the results and concludes.
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2. TRANSFER PRICING REGULATIONS AND ADVANCE PRICING
AGREEMENTS

TP regulations change from country to country, as each structures its own regulations based on

its financial needs andn its political and industrial structures. However, most countries
implement either the U.S. regulations as specified in section 1.482 of the U.S. department of
treasury regul ations (AU. S. Treas. Regs. 4
Multinati o n a | Enterprises and T a X Admini strati
Gui d e I*“These 8o Jets of regulations specify several methods available to the MNE to
document the appropriateness of its transfer prices. Used both in APAs and in
contemporaneousocumentation, these methods can be divided into two groupsrelated

(i.e., the Comparable Uncontrolled Price/Transaction, the Cost Plus and the Resale Price
methods) and profitelated (the Comparable Price Methiodr CPMi and the Profit Split

Method). Since most related transactions involve proprietary products or services, the most
common method used is the CPM/TNMMccording to these two methods, at least one side

to the transaction (the tested entity) should earn a profitabilitySlthalies within a range
corresponding to similar companies that engage in similar activities, operate in similar
environment and bear similar risks as the tested entity.

The first official APA was signed in Japan by the Japanese National Tax Associatioh (NTA
in 1985. Soon to follow were the tax authorities of the U.S. (IRS) in 1991, Canada (CRA) in
1994, and Australia (ATO) in 199%According to annual reports published by the U.S. APA
program, the number of APAs in the U.S. is increasing annually. Thistisurprising,
considering the complexity inherent in navigating ciossder tax issues. Indeed, the main
advantage of entering an APA lies in its main objectieereduce the costs and risks associated
with tax compliancg A taxpayer that signs an APensures a transfer pricing arrangement
accepted by the tax authority (and therefore free from risk of dispute by the tax authority) for
several years, as long as the taxpayer follows the requirements laid out in the APA. In addition,
the tax authorityusal | ' y agrees to a o6roll back, & whereb
for the fiscal years during which the taxpayer negotiated its APA. This is highly advantageous
to taxpayers who agree to enter the APA program as a result of an existing audth bo s
case, the tax authority would most likely agree to the taxpayer's request to apply the APA to
the audited period. De Waegenaere et al. (2007) show that MNEs are more likely to enter an
APA when the tax difference between jurisdictions is relativégi land the amount of tax
subject to double taxation is relatively low.

However, this is not the only advantage. It is possible that a taxpayer would be audited by more
than one tax authority. In such cases, occasionally what is adequate for one daityasth

4 See Internal Revenue Services (2006) and Organisation for EconosojgeCation and Development (2010),
respectively.

5The CPM is specified in the U.S. Treas. Regs., while the equivalent, almost identical, Transactional Net
Margin Methodi or TNMM 1 is specified in the OECD Guidelines.

® Transfer pricing regulations specify several profit level indicators (PLIs)opkeating margin is the ratio of
operating profit to revenues. The Net cost plus ratio is the ratio between operating profit and total cost (cost of
goods sold and operating expenses). Return on assets is the ratio of operating profit and total aBsetg. The
ratio is the ratio of gross profit and operating expenses. Regulations also allow other unspecified PLIs when
appropriate.

” See Borkowski (2000, 2008) for historical review of APAs.

8 This is known among TP practitioners involved with APAs, anthireged in several papers, e.g. Felgran et
al. (2009) and Fan (2008).
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insufficient for another. By signing either a BAPA or MAPA, the taxpayer can avoid this
problem. Another advantage is that the APA changes the relationship between the tax authority
and the taxpayer, who work together during the preparation dARe Such collaboration

with the tax authority can be highly beneficial to the taxpayer when it is audited by another tax
authority. In addition, the taxpaéingprotess r i s Kk
during which the taxpayer carnllsbpt out without scrutiny by the tax authority.

There are also inherent disadvantages to arranging an APA. First, the process is long and costly.
The economic and business analyses are much more rigorous than the average annual
documentation, and corgpgently, they demand more resources such as manpower and the use
of proprietary databases. Second, because of this strict analysis, the taxpayer is more exposed
to the tax authority, as it reveals more confidential information such as production expenses
and the real values of intangible assets, among other closely guarded information. Although
the tax authority is obliged under the APA not to use this information in other cases, there is
always the fear that it will be used inappropriately by the tax atghim future audits.
Additionally, there is always a chance that the tax authority will disagree with the transfer
pricing method suggested by the taxpayer. Under these conditions, the taxpayer can always
choose to withdraw from the program, but in dangit forfeits the money and effort it already
invested in the program.

The American and Canadian APA programs issue (separately) annual reports documenting the
activity of each program. According to the U.S. annual report of 2015 (issued on March 31,
2016), a total of 2,147 applications have been filed since the program was initiated in 1991,
including 183 APA applications filed in 2015. Since 1991, 1,511 APAs were executed, of
which 110 were executed during 2015. Of this total, 539 are UAPAs, 958 BAPAs14
MAPAs. On the other hand, 211 applications were either revoked, cancelled or withdrawn
since 1991, 10 of them during 2015. The difference between the numbers of submissions and
executions indicates how much time it takes, on average, to exedAanmccording to the

2015 report, APA execution takes on average 34 months, while the average duration of an
actual APA is about seven years.

According to the U.S. report, 81% of the covered transactions in the APAs executed during
2015 were analyzedsing the CPM as the transfer pricing method. Adjusting for the number

of APAs executed over the years means that approximately 1,746 entities were given profit
guarantees o6for free6 for an average duratio

3.AMODEL OF PROFIT MARGIN GUARANTEE

In this section, we briefly describe the model of Afik and Lahav (2014). The model is based on
an MNE with a local parent company and a foreign subsidiary. To avoid TP compliance
conflicts, the parent agrees to enter into an APA progvdimthe tax authority, and the two
sides agree to use the CPM/TNMM as the transfer pricing method and the profit margin
(defined as EBITA divided by revenues) as the PLI.

After negotiations, the MNE and the tax authority agree on a profit margimatthe foreign
subsidiary will earn annually in the nekfiscal years. Any deviation from this PLI at a given
yeart to, say,— — will result in a cash transfer between the two related entities to regain
—. Fixing the profitability level of the suliBary, the parent absorbs the operating margin risk
originally faced by the subsidiary. This transfer of risk can be considered as a hidden benefit
(1) that should also be priced. Instead of earrin@n each unit of local currency revenues,
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the subsidry should earr— 1, wheret represents the premium (a fraction of each dollar of
revenues) that the subsidiary ¢ WAwmadndtothaay f or
APA:

® - — — -

whered ist h e s u btetal cbst mauryed in the tested transactdns the transfer price,

—is the uninsured s ub sd asitha ampunsthe pgreatrpays to thegy mar
subsidiary at the end of yetato achieve the fixed profitability levéf. To beable to fix its

operating margin and avoid risk, had it dealt with a third party, the subsidiary would be willing

to pay a premium) , and the profit margin of the subsidiary would then be:

(2) _ —_— - = = — 7
Now, each relevant cash flow is discounted with a properadifksted discount rate. Starting

with a single period model, becaus@and— are fixed by definition and—is a stochastic
outcome, the present value of the APA cfistv results int!

(3)

wherei is the riskfree rate, and is the riskadjusted rate appropriate for the random future
profit, and can be estimated by:

(4) (o N B B R

wherei is the market expected return and ®é D A j, , i is the returns on the
subsidiary stocks, ang is the variance of the market retufdsRearranging Eq. (3), the
premium can be calculated as folldws

y

(5) T—

Extending the model td periods, the annual premium in a mydériod model is:

9 The model assumes that the subsidiary provides a proprietarmediate good or serviemd that its

sole customer is the parent company.

10| the operating margin of the subsidiary is higher than the agreed value) them

11 Formally both sides of equation (3) are multiplied by one unit of revenues, thus the equation represents
an equality of discounted cafibws and not of rates.

2i{should formall y be the relative changes (returns:e
believe the best practical proxy is its equity returns. See more details of beta estinfa¢ioctioin 4.

13 The model allows the targeted operating riracg the APA to be different than the average historical

operating margins of the subsidiary by settihng O—  Y—whereY—represents any deviation from

the expected value.
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(6) - — Y-

The term in the brackets of Equation (6) is the market risk fagtBiH. We elaborate on this
measure and analyze its sensitivity to its components ie#gp A.

Since by definition APAs are loAgrm agreements, instead of setting a prenfuffor each
periodt, an equivalent constant premium (ECP) is:

(7) + B > B —

where'Y is the expected revae of the subsidiary for peridd* If revenues are expected not
to change significantly over time, the ECP becomes:

(8) T B

4. PARAMETER ESTIMATION

To apply the model presented above, all of its parameters and variables must be estimated and
set. As explained above; has to conform to a comparable industry benchmark. How¥éver,

is somewhat particular to the specific subsidiary, as it is thereliite betweer— and the

expected profit of the firn©® — . Unless there is a valid argument otherwi®e,— can be

assumed to be equal to the subsidiaprefitability in recent years. However, when a
technological or a market structural chargyearifiable and clearly affec@—, t hen an ar
length valuation must deviate from the historical average.

This section discusses the financial variables, nantely,, andi hof Equation (6). The
financial literature often treats thaistimation as trivial and avoids discussing the ambiguity
and uncertainty involved in their practical use. The following discussion, except where
specified otherwise, is based on Damodaran (2810).

Choosingw

The market return affects two variable€iquation (6), the market risk premium ( i ) and

I . As additional information is generally not available (and in accordance with the CAPM),

is the expected market return. Whether it should be the global wealth return or an alternative
return kas been discussed at length by the research community. For example, Fama and French
(2004) provide a perspective on the CAPM, including prominent examples of its tests over the
year s. Roll 6s critique (1977) r adialsoetmdrl®elu bt s ¢

1410 calculatet , it is sufficient to estimate the rate of annuarde in revenues, as long as it can be
estimated in advance, at the time of signing the APA.

15 Damodaran (2010) discusses at length the pros and cons of the selection of each component and its
estimation and includes references to prior research and emhpividence to support the discussion and
recommendations. Repeating the details and depth of Damodanran (2010) is obviously beyond the scope
of this paper.
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proxy efficiency. Bounds on the deviations from exact CAPM pricing were developed based
upon the relative efficiency of the proxy (i.e., its distance inside the-wre&nce frontier).
Examples of this analysis include Shanken (1987) aamdil and Stambaugh (1987, 1995).
Prono (2009) extends this research. Additional research evaluate the definition of the market
portfolio. For example, Jagannathan and Wang (1996) investigate a conditional model of the
CAPM (as opposed to a static modeljiadd the effect of human capital to the market portfolio
proxy. We adopt the most popular benchmark widely used by practitioners and academics, as
explained above. An often accepted proxyiforis the return on a large index such as the
S&P5001°

While the backwards estimation of beta is based on historically available data, the forward
market premiumi( i ) remains an unsolved puzzle. Historically, experts of the academic
and pr accomnmunitiesnhave anissed in their predictions. Thercr e nt icommo
knowledge is that the premium is around-@%, yet even this range has no solid scientific

basis, and opinions about its validity vafyA proper replacement to the above guesses is a
forward-looking implied market premium, such as the one suggested by Damodaran (2011),
who estimate a market risk premium of 5.2%.

Estimating 1

To estimate beta, the common practice in research, andtbé&enoice of practitioners is to

use Equation (4) with an appropridte!® When the subsidiary stock is traded (and liquid
enough), its returns seem the most suitable proxy for its operating profits for the calculation of
beta. When the subsidiary's citadata is not available or is improper, the most suitable proxy

is the stock of a comparable firm, whose operating environment and size are similar to those
of the subsidiary.

Bloomberg calculates beta using weekly returns of the tested asset and th@03&&st recent

two years of data (this default can be changed to suit user preference). Bloomberg and other
beta providers, such as BARRA, quote an adjusted beta, which is a weighted average of
Equation(4) estimate and 1. They justify this adjustmenth®y expectations that in the long

run, a specific firm beta tends to revert to the market beta which equals 1 by definition.

The estimation of beta is usually very noisy. The standard error is often similar in magnitude
to that of the estimated beta ifséh corporate finance and valuation, since the time horizon is
often 510 years and even longer, the practice is to use five years of monthk aiah is

what we recommend for the APA case.

To reduce the noise in beta estimation, as an alternaiivesing Equation (4) directly,
Damodaran (2010) suggests using instead the average beta of related firms (of the same
business sector, with similar characteristics). Because typically, the set of comparable

18 1n certain situations (see, for example, Damodaran 2010) a particular market index mayrée a mo
appropriate proxy to the market portfolio. However, often such a choice requires additional adjustments to
the expected market premium. These cases are beyond the scope of this paper.

17 A perspective on the diversity of opinions about this matterddable in Fernandez et al. (2011a and
2011b). The first summarizes a survey on the U.S. market premium and the second explores the market
premium demanded in 56 countries

18 Estimates for the implied market risk premium are availabletigt/pages.stern.nyu.edu/~adamodar/
195ee, for example, Bodie, Kane, and Marcus (2009)
205ee, for example, Fama and French (2004) and Damodaran (2010).
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companies is relatively small and in line witlonemon transfer pricing practices, we
recommend using the median beta, estimated for the subsidiary proxy firms, from the set that
is used to form the benchmark profitability. This practice is a solution to most cases of APAs,
where the tested party is noaded and its beta cannot be directly estimated.

Choosing »g

For estimating the historical beta using Equation (4), we adopt the common default choice of
4- or 13week U.S. Thills, that are highly liquid and whose data is easily accessiblel For

in Equation (6), we match the maturity of the ffske rate with that of the cash flows,

following the suggestion of Damodaran (2010), and use Ul®nts with 510 years to

maturity. When the S&BO00 (index or sutindex) is noi  and when the cuency is not
denominated in U.S. dollars, other Hske rate benchmarks should be considered.

5. APPLICATION EXAMPLES

To illustrate risk transfer valuation under the presented model, we use the hypothetical example

of a U. S. car maonuffatchergar €d MtUB) I thltatdo, owns s
the world. For two related transactions, US Inc. is interested in entering into an APA with the
relevant tax authorities. The first transac
Canadiandnsi di ary fACanada I nc. 06, a manufacturer
The second is the provision of management s
US I nc. (Athe management transact i oxnudsgs. Il n

the CPM in both transactions. Furthermore, the firm agrees that in both transactions, the tested
party will be the subsidiary (i.e., Canada Inc. and UK PLC in the auto parts and the management
transactions, respectively), and the profit leveldattr will be the operating margin. For both
APAs, the most recent five years of available financial data is used and the duration of both
APAs will be seven years. To ensure availability of financial and other data, and to include
some fAcont rweadeiyears 20a8y16 farrdata.

Table 1a: the manufacturing transaction

Annual and multiannual interquartile ranges and median values of profit margins based on the
companies comparable to Canada, Inc. (the first list of Appendix B). Standardateidgiresented ir
italics.

Fiscal Year Quartile 1 Median Quartile 3
2006 2.3% 3.2% 6.3%
2007 0.1% 3.3% 6.7%
2008 -2.2% 3.9% 6.9%
2009 -1.8% -0.4% 2.2%
2010 2.5% 3.8% 5.6%
20062010 -0.3% 2.5% 4.9%
(2.2%) (1.8%) (1.9%)
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Table 1b: themanagement transaction
Annual and multannual interquartile ranges and median values of profit margins, based on con
comparable to UK, PLC (the second list of Appendix B). Standard deviation is presented in itali

Fiscal Year Quartile 1 Median Quartile 3
2006 4.1% 6.0% 9.9%
2007 4.8% 7.6% 12.1%
2008 4.4% 7.6% 12.2%
2009 2.0% 6.1% 7.1%
2010 1.6% 4.2% 6.3%
20062010 3.2% 6.3% 7.2%
(1.5%) (1.4%) (2.7%)

In the search for comparable companies, the parent found six Canadian auto parts
manufacturers comparable to Canada Inc. and 22 UK management firms comparable to UK
PLC?2! The lists are presented in Appendix B. Tables 1a and 1b present interquartile ranges
and median operating margins for each year for Canada Inc. and for UK PLC, respectively.
Beginning with the auto parts transaction, the six companies listed in AppenuiveBa
median profitability {-) of 2.5% and a median beta of 127The five'year Tbond rate is
0.917%?2% and the market risk premium is assumed to be 5.2%, as explained above. Hence, for
Canada Inc., th&RF of the Canadian auto parts manufacturer.@302. Assuming that the
expected profit of Canada Inc. resembles the median profitability (Tt , substituting into
Equation (6), we calculate the annual premium for the sgganAPA (Table 2).

Table 2: Annual Premiums of severyear APA examples.

Premiums that should be deducted from the profit margins of Canada, Inc. (Auto part
of UK, PLC (Management) each year if it enters into an APA with US Inc. ECP (last
column) is the equivalent constant premium for the sgeam APA, assuming constant
yearly revenues over the duration of the APA.

t 1 2 3 4 5 6 7 ECP
Tt (Auto parts) 0.14% 0.28% 0.40% 0.52% 0.64% 0.74% 0.84% 0.50%
T

(Management) 0.23% 0.46% 0.67% 0.88% 1.08% 1.27% 1.46% 0.85%

To complete the above example, assuming a constant revenue stream, we use Equation (8) to
calculate its flat rat&CP, which is 0.50% for Canada Inc. This means that for the purposes of
the APA, the actual profit margin of Canada, Ine- §hould be 2.00% and not 2.50%, an
adjustment that increases the profit of the U.S. parent accordingly. In terms of tax revenues,
the tax authority of the US parent would collect from it higher revenues, on the expense of the
revenues that should have bestiected from the subsidiary.

21 For comparable companies in the auto part tititeg we searched Compustat North America using

SIC code 3714 for companies headquartered in Canada. For comparable companies in the management
transaction, we searched Compustat Global using SIC codes 874X for companies headquartered in the UK.

In both ®arches, we excluded companies that did not have financial information available for the last five

fiscal years or that showed operating losses for more than three years within the last five fiscal years. With
regards to the UK management set, we couldindtfinancial information for two companies, therefore

we excluded these companies form the final set. See Appendix A for more detalils.

2Al ternate Fuel Systems (see Appendi x B) was acqui
available sincenid-2 0 1 0 and thus we exclude these compani eséb
23| ate December 2011 (source: Yahoo! Finance).
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Similarly, for UK-PLC the median profitability-) is 6.3% and the median beta is 0.743.
The fiveyear Gilts rate is 1.06%,and the market risk premium is assumed to be 5.2%, as
explained above. Hence, for URLC, the MRF of the UK management firm is 0.9632.
Assuming that the expected profit of LILC resembles the median profitability— 1,
substituting into Equation (6) we find the corresponding annual premiums for theysaren
APA (Table 2). Again, we assume a stant revenue stream and use equation (8) to find the
ECP (0.85%) for the UKPLC severyear APA. This effectively reduces the tRLC profit
margin from 6.3% to 5.45%, the relevant tax impact of which would be felt by its U.S. parent.

These premia seem significant to us and merit the attention of the regulator, the taxed firms,
and their tax consultants.

DISCUSSION AND CONCLUSIONS

We limit our discussion and examples to simple setups to avoid cluttering the exposition with
special aicumstances and ramifications. However, real cases may not be as simple as the
examples above, instead requiring special consideration. In this section, we discuss a few
examples showing the potential complexity of APA management.

In the first case, in hich the tested party does not reside in a developed market, APA
considerations should address issues such as the marginal investor (and the type of portfolio
held by the marginal investor). This may lead to beta estimation using a specific market, with
country specific ri sks, w hferreee 0e vreant et hoef rteH e
government bonds may not be riske. In such cases adjustments for country risk and
currency are required.

The second case is when the guarantor is not a diversifiestor, and it is agreed by the firm
and the tax authorities that the risky payoffs should be discounted appropriately, accounting
for the total risk, including the idiosyncratic risk of the busirféss.

The third case is subtle, as it links the APA witthh e t est ed party's capit
beta depends on its leverage, and as such, the financing decisions of the subsidiary affect the
premiumt. In our examples, we assumed that the tested party's leverage is similar to that of its
peers. Wherhe financial leverage of the tested party diverges from that of its peer group, or
when the parent and subsidiary can easily modify the leverage, the capital structure of the tested
party should be considered. Therefore, when our model is used, resgagochetitioners, or

transfer pricing analysts may suggest relevant adjustments to account for and even to benefit
from this issue.

Like any model, especially in economics and finance, it relies on its underlying assumptions
and the accuracy of its varias. To avoid trivial and tedious discussion of these sensitivities,
we prefer to present a practical numerical example. However, we also provide the mathematical

24 We deleted Ashley House PLC, Brainjuicer PLC, Hasgrove PLC, Jelf Group PLC, Office20ffice PLC, Styles

& Wood Group PLC, and Tribal Groud-E due to the short histories of their stock prices and Atkins PLC and

Penna Consulting PLC due to questionable I iquidity, n
successive months. For beta estimation, we use the short rate (3 months) Uitngmidrond yield (monthly

data fromhttp://www.bankofengland.co.)land comparable firm stock and FTSE data from Yahoo! Finance.

25 sourcenhttp://makets.ft.com/research/Markets/Bonds

26 This parallels the cost of equity of a private firm that is owned by an undiversified investor. In such cases the
proper beta is the market risk beta divided by the correlation of the sector with the market.
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expressions for the sensitivity of the premitito its various parameters in Appendix A. Wéh

— is a negotiated variable and based onesthblished practices followed by practitioners

and accepted by the tax authorities, the estimation of beta is notoriously noisy and thus requires
special attention.

For a broad perspective about beta@fer to Damodaran, who collects a wide variety of useful
data, process it and posts useful results on his websiting his extensive beta calculations

of 7,480 firms we calculate a large sample mean and its plus/minustantaredeviation

range of [082, 1.45F8 We use this range to calculate respective ECPs of 0.37% and 0.6% for
the autepart firm and 0.93% and 1.52% for the management firm. Such a simple analysis may
provide tax authorities and practitioners with a useful range of ECPs to sulistiaiiaclaims

and agree on values that are founded on facts despite the noise and uncertainty of the specific
parameter values.

This paper sheds light on an economic aspect of APAs which seems to have been ignored by
researchers and practitioners uatiik and Lahav (2014). They show that in addition to the

high cost of an APA, negotiating profits in advance creates an obscure expenditure to the parent
company. Fixing a future profit margin of a subsidiary is an insurance policy whose cost is
overlooked Obviously, such a service that the parent provides its subsidiary for free is not an

i nternal matter o f the MNE under the ar mods
concern policy makers and regulators. While Afik and Lahav (2014) seem to besthe fi
raise this iIissue and to provide an economic
insurance to the parent company, the current paper focuses on the practical implementation of
the model and its parametersod estimati on.

As of this writing,unlike similar intercompany services such as loans and guarantees, the cost

of profit level insurance is ignored, meaning that one country is gaining tax revenues at the
expense of another. This paper presents a methodology to practically apply Afilalzand L
(2014) model for pricing such a servbasecke, adh
methods are used. However, critics may argue that the pricing of such a service is negligible
and therefore not worth the analysis effort. There are #tmswers to this argument. The first

lies in the amounts. We provide two examples that show the opposite. Neglecting the cost of

the profit fixing service results in shifts of pretax profit from one country to another of 0.5%

and 0.85%. Hence, significandiditional tax revenue can potentially be collected from such

profit increments. To enforce our point, we cite the research of Clausing and Lahav (2011),
who computed the foreign taxable income of 5
aggregate fieign taxable income was approximately $202.6 billion during fiscal year 2007,

which means an average foreign taxable income of approximately $4 billion per company.
Assuming a premium of 0.5%, the transfer of taxable income was approximately $20.3 million
Assuming an effective tax rate of 35% (if, for instance, the parent resides in the U.S. and the
subsidiary is abroad), the additional tax revenue to the IRS would have been approximately
$7.1 million per company per year. We are aware that MNEs do testieto APAs for all of

their intercompany transactions, yet APAs will likely involve at least the most important, and
therefore larger, transactions, thus resulting in a material tax revenue effect.

21 http://www.stern.nyu.edu/~adamodar/New_Home_Page/data.html

28 These values are for levered beta. It is likely that management firms are only slightly levered and thus their
betas are lower than this range. The mean of the large sample is 1.134, it ialgrvegjghted average, unlike
the market beta which is a value weighted average.
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The second answer is tax uncertainty which MNEs fateMarch 2017, the International
Monetary Fund (I MF) and the OECD issued a r
about tax uncertainty and its impact on crbesder trade and investment (at their September

2016 summit in Hangzhou, China). The IMEOD report (OECD and IMF, 2017; henceforth:

Athe Reporto) acknowledges the tax wuncertail
trade and investment. The Report suggests four remedies: (i) reducing complexity of
legislation; (ii) increasing congency by tax administrations; (iii) creating effective dispute
resolution mechanisms; and (iv) reducing tax uncertainty on the international level. Of all these
four ideas, only the last one seems practical, and the first step to reduce tax uncertainty
acording to the Report is to engage in early resolution procedures such as APAs. The Report
therefore acknowledges the role of an APA as a procedure aimed at reducing the risk of
uncertainty. In economic theory, this role should be priced.

Finally, of partcular interest is economic recession periods. From time to time, economies
enter into periods of distress, in which many companies incur losses that may even result in
bankruptcy. Some of these companies are potential comparables of tested entitie®M an A
conducted a few years back. While the ar mods
would also experience lower profits or even incur losses like their comparables, their APAs
protect them from losses and this protection is backed by tharities?®

The valuation model of Afik and Lahav (2014) and our application methodology rely on
financial theory and conventions that are widely used and accepted by academics, investors,
accountants, and economic and business consultants aneumdrld. It is straightforward and

when needed may be quite easily adapted to fit the specific settings, exhibiting a flexibility that
is essential for APAs as these are factual and often depend on the interpretations of the
negotiating parties.

Thiswork leaves a few open issues that need further study such as those we list in the beginning

of this section. However, we believe that the methodology presented in this paper is appropriate

for many intercompany transactions around the world, and we egmboth MNES, policy

maker s, regul ator s, and transfer pricing pr
length approach and to promote the accuracy and reliability of the tax systems.

29 Interestingly, during contracting years, when filing for an APA, tax authorities may request that the
interquartile range of profit level indicators consist of previousertian recent years, arguing that financial
data from the recession years are not representative efdomgprofitability.
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APPENDIX A: SENSITIVITY OF THE PREMIUM TO ITS COMPONENTS

To complete the exposition of the model in Equation (6), we now analyze its properties using
simple comparative statics. We first define a market risk (adjustment) fAB#6as follows:

i 0 YO

Since MRF affects the derivatives in Equations (ii)(vi), it deserves a closer look. The
expression in Equation (i) is the riflee discount factor over the risk adjusted discount factor
(appropriate for the expected profits of the subsyiaHence, in a world of riskeutral

investorsp 'Y'O pandt Y—The same result is obtained when T1i(i.e., the profit risk

is uncorrelated with the market risk and is therefore perfectly diversifiable by large investors).

In this case, it does not warrant a risk premium above the determiistithe case df Tt

is that in which the subsidiary prafihedge the market risk, thereby reducing the risk of the
parent (and of an ar mos |l ength diversified
Naturally, we relate to the vastly common cases whererresulting inmt 0 YO p.

The following are simple aotial derivatives of Equation (6) usidgRF for convenience. We
start with the effect o~ on the premium:

ii. _— P 0 YO P T

When0 YO p (i.e., riskneutral investors or fully diversifiable profit riskjdoes not depend

on —. Otherwise, in the common cadgpositively depends oa- because a higher profit
margin implies higher expected annual payments on behalf of the parent. This dependence,
however, increases MRF decreases.

Sincebi s a fAnoi syo eitsestimation emethod deserives spedahaltdriton.
Equation {ji) describes the influencejofon the premiunii it is positive and diminishing with

I . In addition, higher levels of also increase the effect ofon the premium for reasons
discussed above.

i — o0— Y— 0 YO

The market premium ard product affects the valuation formulas (5) and (6), and their
related sensitivities are similar:

V. — ———— 00— Y——0YDO

! see, for example, Damodaran (2010) and our discussion below on parameter estimations and practical
implantation matters.
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The higher the risk premiumn i is, the higher the systematic risk to the parent, and
therefore, the premium requirement is higher. As expected, this connection is increasing with

I and with the target profit margir-.On t he ot her hand,

free rate is negative. This sensitivity is included here for completeness:

V. — — ¥Y——p OYOD p

The sensitivity of the premium to the time horizon is described in Equéi):

vi. — — Y—x &Y' YO

t he

pr emi

In normal circumstances) 'Y O p and thust increases as grows. The rate of increase

depends off .
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APPENDIX B: LIST OF COMPARABLE COMPANIES

Manufacturing (Canada)
Alternative Fuel Systems (AFX.V)
Automodular Corp (AM.TO)
Linamar Corp (LIMAF)

Magna International Inc (MGA)
Pacific Insight Electronics (PIH.TO)
Wescast Industries (WCSTF)

ouhrONED

Management (UK)

Management Consulting Group*
Interior Service Group PLC (ISG)
Savile Group PLC (SAVG)
Serco Group EC (CRP)

Christie Group PLC (CTG)
Huntsworth PLC (HNT)

Mitie Group PLC (MTO)

Mears Group (MER)

. Penna Consulting PLC (PNA)
10. Atkins PLC (ATK)

11.Parkwood Holdings*

12.Tribal Group PLC (TRB)
13.Mouchel Group PLC (MCHL)

14. Office20ffice PLC (OFF)
15.Begbies Traynor Group PLBEG)
16.Jelf Group PLC (JLF)

17.Driver Group (DRV)

18. Altitude Group PLC (ALT)

19. Styles & Wood Group PLC (STY)
20.Hasgrove PLC (HGV)
21.Brainjuicer Group PLC (BJU)
22.Ashley House PLC (ASH)

©CoNou,rwWNRDT

* missing ticker and stock price data. We did not include these companies as
comparales.
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AN ALTERNATIVE PROPOSAL FOR VAT ON CONSUMPTION IN
GREECE

G. Kalliampako$ and E. Kotzamai

Abstract

It is well established thatreductionin consumption VAT rates during an economic crisis,
followed by the introduction of a single VAT rate rather than multiple ratay

significantly increase tax revenues through improved collectability of VAT due to increased
consumptioras well ageductionof tax evasion and avoidandehis paperpresens the

economic impacbn theGreek economypf the establishment of a basic VAT rate20 per
centfor most consumr goods and servicewith a reduced VAT ratef 10 per centor

certain socieeconomially importart goods and services.

Keywords: VAT rates; consumption; elasticity of demand; tax revenue; Greece

INTRODUCTION

VAT has been aajor issudn Greekfiscal reforms in recent years. Successive increases in
VAT ratesfollowing the countrgs entry into financial surveillance programmes, combined
with a decline in household incomesving to recessionhave resultedin a considerable
reductionin government revensgefrom VAT (Skintzi, 2015) Consumptionhas dropped
dramatically while tax evasion and avoidand®eve increased (Artavanis, 2015). Several
studies (Hakim, 20Q9Bye et al, 2003 OECD, 2010aHall, 2005 Boeters et al., 2006
Artavanis, 2015Hellenic Parliament, 2015) show thatreductionin VAT rates duringan
economic asis, followed by the introduitin of a single VAT rate (witla few exceptions for
essential goodsnay significantly increase tax revenuesthout increasing the tax burden.
This can be achievethrough improved VAT collectabilityesulting froma subseqgent
increase in consumptioas well as by broadening the VAT base, lowering administrative costs
and reducingax evasion and avoidance.

In this study, we present the economic impatiGreeceof the establishment of a uniform
basic VAT rateof 20 per cat (rather than the existing 23 per cefu) most consurmr goods
and servicesyith a reduced VAT ri& of 10 per cenfor certainsociceconomically important
goods and service¥ arious compensation measuneightbe adoptedor thosdikely to suffer
most from the suggested VAT reforiior example as a result bigher VAT ratesor abolition
of exemptionsbut thesearebeyond the scope tiis study.

We applytwo alternative scenariofgconomi® andfisociab), usinga combination of socio
economiccriteria such as the elasticity of demand, the level of social preference, the degree of
competitiveness and the share of constgnods in household budgeiMe conclude that VAT

! National Observatory of Athens, Lofos Nymphon, @GR810 Athens, Greece; on provisional leave to the
Hellenic Parliament, Vas. Sofias 2, @R021 Athens, Greece.

2 Ministry of Finance, Karagiorgi Servias 10, GR562 Athens, Greece; on provisional leave to takedic
Parliament, Vas. Sofias 2, GR021 Athens, Greece.
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revenus from the suggested reformiould result ina quite significant incr@seon current
(2014) VAT revenug with a lowertax burden for the majority of consumers.

PROBLEMS OF THE CURRENT VAT SYSTEM IN GREECE

The current (204) VAT systemconsists of a basic rate 28 per centa reduced rate of 13 per
cent, and an oveedwed rate 06.5per cenfor certain essential goods the Aegeaihslands

all VAT rates have been further reduced by 30 per cent, although this reduction was partially
removed in 2016 and will be totally removed by the end of 20h&.available data ggest

that successivEAT rate increasesntroduced ovean shortperiod oftime (from 1%, 9% and

4.5% in March 20100 23%, 13% and 6.8%6 in November2011) wereintended to increase
public revenus Howeve, as shown in Table, VAT revenue$ave not onlyailed to rise but

have actuallyfallen by 21 per centover the last five years (Skintzi, 2015). Thmgy have
resulted fronreduced consumptiaswingto higher prices and thpostcrisisrecession, as well
ashigher tax evasion and avoidance.

TABLE 1: TAX BASE AND REVENUES FROM VAT

Category (amount 2010 2014 @ 2014/
Taxable individual income 100.6 64.0 -36%
Taxable corporation income 15.1 9.9 -34%
Total taxable income (tax base) ~ 115.7 73.9 -36%
GDP® 226.0 177.9 -21%
VAT revenue’ 16.0 12.7 -21%

Source! www.gsis.gr 2www.cnn.gr > “Eurostat
(http://ec.europa.eu/eurostat/web/natiematounts/data/databdse

In 2010, he reported total incomfeom both individuals and corporatiewwas 0 115. 7 bi |
while in 2014 it .Wastheledustion ir tiedar base@rthe ldsfive | i o n
yearsof changesdndespecially increases) in VAT ratess 36 per cenf much higher than

the 21per cenfall in GDPoverthe same period (Table€Co |l umn o 2014/ 2010) ,
aloss of revenue due primarily to tax evasion and avoidanc@atigf to recession. This is

supported by other studies (Artavanis, 20Q0&CD, 2016a). Since VAT revenai@ccount for

aboutseven per cerdf annualGDP andarethe largest source of tax revesadter insurance
contributions, their efficient collection is crucial to impmayt he countryds con
budget.

Onemethodof measuring the efficiency of VAT collection, which focuses on the effectiveness
of compliance and collection (compliance efficienag)o calculae the VAT gap. The VAT

gap is the difference between actWéAT revenus (VR), calculated by Eurostat, andet
potential income from VAT (VAT total tax liability, VTTL), measured by tiaional accounts

and the current structure of VAT rates. The VTTL is calculated by mapping information on
standardand reduced rates and exemptions onto available data on didhlintermediate
consumption. The VAT gap is usually expressed as a percentage of VTTL. The higher the VAT
gap, the highea ¢ o utax ewvagi@nsbankruptcies, late payments and avoidance (Skintzi,
2015).According to data from the European Commissioari®neet al, 2014, 2015), the
average/AT gap in Greece between 2000 and 2010 wase2&enior 2.8per cenof GDP)
However,since2011 when the current VAT rates were applietiagincreased to an average

of 32 per cent(or 3.5per centof GDP), aespiteanimprovement in 2014Roniatowski 2016)
owingto a significant falin VTTL together with tempordiy higher tax compliance (Bank of
Greece, 2016)The EU average is less than hhlat of Greece, at arourdd per cent
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An alternativemethodof measuing VAT collection efficiency, used by the OECD, ts
calculake the VAT revenueatio (VRR). This is defined as the rabbrealised revenues from
VAT to potential incomes from VATwhen applyinghe basic VAT rate t¢the potential tax
base. The difficulty with VRR liee1 determiing the potential tax base, althoughsiusually
expressed athe difference between final consenexpenditure and actual VAT reversue
Essentially the VRR combines policy efficiendy.e. the amount that could theoretically be
collected if the basic VAT rateereapplied across the tax base in the absence of reduced VAT
rates and exemptiopand compliance efficiencf.e. the amount that could theoretically be
collected by the state if all AT werecollected. If a country has a very low VRR (close to
zero), this means either that reduced VAT ratedanegapplied in many casesr thatthere

are many exceptions to the basic VAT ratethatthere is a failure in the collection of VAT,

or a combination of all three (Skintzi, 2015). For Greece, the VRR in 2014 was 0.37, well
below the averagef 0.56for OECD countris(OECD, 2016b). A studgythe Bank of Greece
(2014) show that low efficiencyfor VAT in Greece comparedith other OECD contries is

due largely to the considerable number of exemptmkexceptions from the basic rate.

From both methods, it is evident that Greece has a significant VAT collectability problem
(OECD, 2016a), resultinpan annual average | oss of 0U7.5 bi
(Skintzi, 2015). To improve the situation, a series of interventisngquired,including
mandatory use of electronic transactions, enhanced tax assessment mechanisms, fiscal stability
and reduction of the tax burden by selecting the most appropriate (lower) tax rate (Hakim,
2009 Bye et al., 2003Bank of Greece, 2016J.he latter seemgarticularlynecessargince,
intuitively, duringtimes of recession the ability to pay taxes decrsass predicted by the

Laffer curve which relates income to the tax ratecreasing tax rates beyond a certain point
begins to have the opposite effect on government revemaasly due toreducedeconomic

activity and increased evasiostudies offiscal policy on tobacco products in Greece
(Foundation for Economic and Industrial Reseafl14 Center of Planning and Economic
Research2014) show that the rise in tax rates was followed by a reduction in government
revenus and, above alla huge ise in smuggling. Similar results occurrédllowing a tax
increase on heating oirherefore the appropriate economic polidyringtimes of recession

is to reducerather thanincrease the tax burdeiThis argumentis also supportedy the
internationaliterature (Hakim, 2009Bye et al., 2003Artavanis, 2015).

Moreover,strengtheningonsumer confidends as important astructural reforms, since tax
evasion is not a cause but a resula&dck of confidence in the state (Wintrobe & Gérxhani,
2004 Hayoz & Hug, 2007)A so-called fitax consciousneésdevelofs in countries where
governments use taxpayemmoney on merit, rationally and in the intesesf society. A
straightforward way to accomplish this in Greecéoiadopt a stable taxation systenthwa
uniform tax rate.

CHANGES IN CONSUMPTION DURING RECESSION

To determine the impaof the propose¥ AT reformon consumption and, more generatiyg,
the economyour primary data sourcés the Household Budget Survey of the Hellenic
Statistical Autlority, spanningthe period2010 2014 (HSA, 20102014). The impact of the
financialcrisis on the consumption of various products andces by Greek households (see
Table 2 and FiguresAland B) depends on changes in preferencesingatirectly tobasic
consumer needs amat the micro levelthe price elasticity of demangce (p).
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TABLE 2: CHANGES IN HOUSEHOLD CONSUMPTION (201@2014)

o 2 0VAT . ]
CATEGORY 2010 (2011 P012 R013 R014 010 (2014) | U(p) | +¢
Food 18.0 195 R0.1 [RO04 [R0.5 (13.9 13 0.5+0.1
Housingheatingvaterfelectry ) 7 o6 h3g h37 h3a a5 paaz P40l
icity 0.2+0
Transport/fuel 135 |13.2 128 {125 [12.7 5.9 13/23 82 f 8'1/

1.1+0.1/

Hotels/restaurants 10.7 [10.4 9.8 9.6 9.8 8.4 6.5/13 17+07
Various goods& services [10.4 [10.0 [9.5 9.3 9.2 115 23 0.8+0.3
Health/medicine 6.4 6.3 6.4 6.9 7.2 12.5 13/6.5 82 f 8/
Clothing & footwear 7.2 6.2 5.8 5.8 5.9 -18.1 23 0.9+0.1
Durable goods 6.7 6.0 5.8 5.6 5.0 -25.4 23 1.3+0
Iée|sure/culture/books/theatr 17 17 45 16 h 7 o 53/13/6.5 éi f 8/0.6 +0/
Communications 4.0 4.0 4.2 4.1 4.1 2.5 23 1.6 0
/Alcohol/tobacco 3.5 3.6 3.8 4.2 4.0 14.3 23 1.1+0/0.4+0
Education 3.3 3.5 3.5 3.4 3.5 6.1 0 0.4+0.1

Notes: values given are thercentage contribution of each category to total annual consumption; sde = standard
deviation error

According tobasic economic theory, theice elasticity of demandlescribes the ratio of the
percentage change in the quantity demanded of a good to the percentagercharmgee.

By introducing into our analysite inverse elasticity rufewhich assumes that demand for
each god depends only on its own price, wencludethat the rate at which a commodity is
taxed should be inversely proportional to the absolute value of its elasticity of demand. Thus,
goods with low elasticities of demand should be taxed relatively highilycourse, the
application of this ruléo every different kind of good or service (as suggested by economic
theory) is not administratively feasible; therefore, the application of different elasticities to
broader categories is more efficient

The last column oTable 2 shows the elasticity démand asnabsolute (positive) number,

with pricesdrawn fromaverage elasticitiesstablished byarious studiessgeAppendix).The

calculated error is the standard deviation error derived from relevant statistical Trrecyif

le (p)| < 1, the deand is considered inelastic, i.e. the quantity demanded of that good will
decrease (increase) less than the corresponding increase (deorgag®)ce while if |e (p)|

> 1, the demand is considered elastic endnges in thguantity demanded vwamore than

price change Goods that haveeroelasticity of demand are completely inelastic, i.e. whatever

the change in price, they will still have a steady dem@mé sucpood i s medi ci ne
(p)| = 0.1) as shown in Table 2.

Note that for the majaccategoryfiHousingheating/water/electricitypresented in Table 2, two
different elasticitiesre adopted: one the average of the elasticities of stlassewith a 23
per centVAT rate (housing and heating) and tht@er is theaverage of the elastties of sub
classewith a 13 per cenVAT rate (water and electiity). These elasticities are given in the
last column of Table Z'here are alsdifferent elasticitiesor differentVAT rates ontransport
and fuel, the provision of health services amedicines, hotels and restauraiatsd the major

3 The inverse elasticity rule is also called the Ramsey rule for optimal excise taxation and is often followed in
designing tax policy (Selim, 2007)
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categoryfiLeisure/culture/books/theatréhe latteris subject to theverreduced VAT ratef
6.5%0). On theother hand, items in the fAlcohol/tobacco categoryhave very different
elasticities,eventhough the VAT rate is the same 28 thisrelakesto consumer behawio
trends with respect to these goods.

Based on the datshown inTable2 @1 umn o@ 2014/ 2010, which de:
change in the contribution of each category to totadsumption for the period 2012014
comparedwith consumption in 2010the proportion of household budgets spentbasic
consumer goods (food, housing and health) increased as consumption shifted to these necessary
categorieof goodsowing to reduced aailable income Suchbehaviar would be expected

given their low elasticity of demandwith the price reductionresulting fromthe recession
leadingto an increase in quantity demanded. The relatively large percentage increase in the
proportionof thefiAl cohol/tobacco category in the average household budget (14.3% greater

in 2014 than atthe beginning of the crisignay be becausehis categoryis viewed asa
substitutefor some luxury goods dor psychological reasons reilag to the prolonged crisis
(higherunemploymentlower income). Some goods and services with increased significance

in the family budget remained almost unchanged (transport, leisure, communications and
education), while the shaoé consumptiorof other goods decreastmllowing the economic
downturn. Of all goods and services, thdisatincreasedn valuefrom 2011 onwards were
housing (CPI change 13m) andfAlcohol/tobacco (CPI change 8/m) (HSA, 2015).

Figures A and B represent changén the proportiorof various categories of consumption
by the average household for the period 2@014.Consumption trensifor several categories
of goods changed significantly. Figuréd Ehows the five largest categories of goods a
percentage of total household consumptusir(gvalues from Table 2)This showghat the
curve for iHousingheatingivatervelectria t goge above thdéiTransport/fued curve since
housing services acquired greater importance in the household budgeh@enecessary
commoditythantransport sesices, while thdiFood curve steependokecausdéood accounted
for a greater proportion dhe household budget.

Figure B presend the remaining consumption categories from Table 2 (witbwer
contributiors to the household budgetThe categorie$iClothing & footweab andfiDurable
good® fell dramaticallyduringthe period under investigation (as secondary and more flexible
goods), while health services increased their contributidhe household budget (as more
essential goods).
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FIGURE 1A: % CHANGE IN MAIN CONSUMPTION CATEGORIES (201i®014)
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FIGURE 1B: % CHANGE IN REMAINING CONSUMPTION CATEGORIES (2010 i
2014)
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The observed shifh householdconsumption prioritiegrosefrom the beginning of the crisis
(2010), leading to a considerable lashousehold income, while the increasé/AT rates
after 2011 and the subsequent increas®icesled to furtherdeterioraion.

Useful conclusiongelating to changes IWVAT rates and consumptiooan be drawnby
investigating fluctuatios in VAT rates applicable torestaurants to identify the relevant
elasticity for that particular sector. The high VAT rafe23 per centfor restaurant services
lasted for almost two yearantil in August 2013 the rate returned to @& cent The sharp
change in this sector, combined with consumer preferehadsan impact othese services
The relevanfinancial results are described in detaylArtavanis (2015)who shows that the
increase in VATonrestaurantdgluring therecessioralso affetedtax revenus,owingto higher

tax evasion and avoidance aadhift in consumption to substitute goods and services. In
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contrast, the reduction tthe VAT rate from 23 to 13®er cented to farlowerrevenue losses,
indicating an increase in consumtidue to falling prices and impregd VAT complianceby
entrepreneurs.

Focusng now on the most important category of household budgetsfiRbed category
Table 3 presesthe various food subategoriess a percentagd the major categoryor the
period 2010 2014. This showsthat for the most important stdategories for the average
household, the trend either incredgflour/breadcereals) orremainedalmost unchanged
(meat, dairy, vegetables, oils), whilee proportion ofome other subategoris thatmight be
consideredo befiluxuryo goods (fish, soft drinks, sugar and sweets) tdiidelecline Overall,
this supports the intuition thdtiringa recession, consumptioy the average househatifts
toward more appropriate oiiaccessible food. Similar conclusionsan be drawrfrom the
elasticities of demandl{p)|shown inTable 3 for the various food sutategories, showing that
the proportion ofmore elastic foosl (e.g. fish, fruits)in the household basketduced
significantly betweer 2010 and 2014.

TABLE 3: CHANGES IN HOUSEHOLD FOOD CONSUMPTION (2011P014)

2 0 VAT o

FOOD 2010 (011 [R012 (2013 2014 ?;01(()) (2014) | U(p) | +s
Meat 23.2 [R3.0 229 [R29 P27 |22 13 1+0.1

Dairy 17.0 17.2 17.9 18.1 18.1 6.5 13 0.5+0.1
Flour/bread/cereals 14.0 {144 149 {157 [15.7 [12.1 13 0.5+0.1
Vegetables/potatoes 11.8 (1.7 (117 (1.7 {118 [0 13 0.6+0.1

Fish 7.9 7.9 7.5 7.1 7.2 8.9 13 0.7+0.1

Fruit 7.6 7.6 7.6 7.1 7.1 -6.6 13 0.7+0.1

Fats and oils 5.6 5.6 6.0 6.0 5.9 5.4 13 0.5+£0.1

Sugar and sweets 5.4 5.3 4.7 4.5 4.6 -14.8 13 0.4+0.1
Mineral water/soft drinks (3.9 3.7 3.2 3.1 3.1 -20.5 13/23 [0.5+0/0.5+0.1
Coffedtea/cocoa 2.0 2.1 2.0 2.2 2.2 10.0 23 0.2+0.1
\Various food 1.6 1.5 1.6 1.6 1.6 0 13 0.9+0.2

Notes:values are given for the % participation of each-category in total food consumption; sde = standard
deviation error

Two important observationsan be madevith respect to Table 3. The first involves the
fAFlour/bread/cereatssub-category, which in the literature &ssociatedvith very different
elasticities of demand for each goskeAppendix), ranging from 0.1flbur/bread to 0.9
(cereals) and 1.%érious foods The reason for this is thparticipants irelevant studiebave
exhibitedconsiderablelifferences in eating habits, resultimglarge variations in demand for
the products concernei,the pattern of Gr eek ¢ odicatestnagr s 0
these foodstuffs (especially flour and bread) are ineldsteever, given a lack ofeliable
studies to support this, the weighted average elasticity ddéOtbe fiFlour/bread/cereatssub
categoryis used in this studyn view ofthe much greategroportionin the more inelastic food
sub-category(flour and breald The second point concerns fiidineral water/soft drinkssub
category FFom 1 Septembe2011, soft drinksweretaxed athe 23 per cerWAT rate, sotwo
weighted average elasticitiase calculateddepending on th¥’AT rate Theseareusedlater
whenconsidering theconomidmpact

b ¢
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FIGURE 2A: % CHANGE IN THE MOST BASIC FOOD SUBATEGORIES (2010
2014)
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FIGURE 2B: % CHANGE IN THE REMAINING FOOD SUBCATEGORIES (2010
2014)
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Figures A and B present the changing curvies the various sutategories of food for the
period 20102014 with respect to the total food consumption of the average household. From
2011 onwardshigher VAT rates on fooevereapplied (13%rather thanl1%),andtaxes on
certain food sulzategories (soft drinks, cofféedcocoa) and restaurant servicaagedirom

13 to 23per centThus, there wersharp dropin consumption ofiMineral water/soft drinks

and ASugar and swedis(nonessential goods) and a less significant decreas@igho
consumption (expensive foodyith a shift to a greatgrroportionof household expenditumn

the subcategorief fiFlourbreadcereals (necessary and cheap consumer goods) and to a
leser degreefDairyo and fiFats and oil8 (more staple foods). One exception is the
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ACoffedtedcocoa sub-category which exhibited resistant behawiq despite theise in the
VAT rate. However this can be explained by their almost inelastic demand (elasticity of
demand-= 0.2, seeTable 3andAppendix).

PROPOSED DISTRIBUTION OF PRODUCTS AND SERVICES BETWEEN VAT
RATES

In Greecejn 2014 (year of reference) the basic VAT rat@3 per centapplied to car services

and transportation, telecommunications, house construetnohalcoholic beverages. The
reduced VAT rateof 13 per centwas applied to food, restaurants, eleatsic water, public
transportatiorandmedical equipment, while medicine, hotels, books, newspapers, magazines
and theake ticketsweresubject to the overeduced VAT ratef 6.5 per cent Therewerealso
exceptions/eemptions from VAT for several goods and servioésyhich the most important
werethe AEducatiom category (excepted fromhe basic VAT rate) and diplomatic missions,
international orgamsations, charity events, cassaambling, national TV/radio andogtal
services (exempted from taxation). The lattex described in detail in the Taxgenditure of

State Budget 20186.

Reformingthe existing VAT regime tancrease=conomic and social benefits, combined with
wider structural reforms of the economy, wla result inincreased stateevenus andfewer
distortions in consumsrpreferences (Mirrlees et al., 2QBorselliet al, 2012) and enhande
tax awarenes$y citizens This study proposes the transfer of most corsugoods and
services (including sific exceptions/exemptions) to a basic VAT ratt@0 per centand of
certain sociallysensitive items to a reduced VAT rafelOper cen{describedn detailbelow).

The suggested VAT rates of 20 andpEd centareselected on the basis of being close to (but
not exceeding) the current average VAT Yate the one han(since a largereductionwould
probably generate unwanted distortions in both consumer and business prefeegncast
reducing the respdue revenues on the other hand (since a basic VAT rate below 19% or a
reduced VAT rate below 9%ould lead to lower reveng It should be mentioned thatr
analysis integratethe VAT changesthe elasticity impact on modified consumption and the
resuling revenuesfrom each category of consengood.Thus the results of this studyre not
significantlyaffectedby the fact that goods markets in Gredo@ot workunderconditions of
perfect competition.

The main advantages of adopting a uniform be&¢€ rate, lower than tle currently prevailing
rate (23%), are the following (Hakim, 20Q9DECD, 2010aBoeters et al., 2006 rtavanis,
2015 Hellenic Parliament, 2013irrlees et al., 20L10ECD, 2010Db):

Increased consumption through lower prices and braaesumer base

Reduced evasion through better compliance

Less distortion of household consumption decisions resulting in increased prosperity
Reduction of administrative burden through simplification of the tax system
Lowertax burden on the weakest sogabups though lower prices on basic

consuner goods and services

1 Improvedbusiness and general economic climatehl{@longterm).

E

4 http://www.hellenicparliament.gr/UserFiles/c8827¢8%94fbb-8eabaebdc768f4f7/9391377.pdf
5 The current (2014) average VAT rate is estimated to3oget cent.
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Conversely, there are some drawbacks to the adoption of a basicratdTor example
(Hakim, 2009 Hall, 2005 Boeters etl., 2006 OECD, 2010b):
1 Possible reduction in public reversfeom special cases (mainly inelastic items on
which the rate is reduced)
1 Loss of competitiveness of certain products and services thediraeatlyin a special
status of exemption or lower VIAandwould lose this advantage with the single tax
1 Possible distortions due to uneven distributiotheftax burderacrossvarious social
groups.

However,following Artavani® ( 2study®r) restaurantsand in combination with other
parallel measureso improvec i t i t@e comdliance, revenue la@ssfrom migrating
(primarily inelastic)goods taa lower VAT ratewould arguablybe much less than estimated.

At this point it should be mentioned thate arenot suggestg a tax revenu@eutral reform.
We intend to increase public revesusy improving VAT collectability and compliancand
to reduce the tax burden by introducing lower VAT rates for most households, since the
suggested VAT reformnvould resultin reduced rates for 7fer centof total consimption of
goods/servicesWe do not ignorehe factthata few categories of goods and servieasuld
lose the lower (or exempted) VAT advantdgiven for competitive or social reasonsrthat
the (suggested) higher VAT ratesght cause distortions ioonsumes preferences. For these
cases, additional measures such as income subsidiesialrtparntefund (Hakim, 2009 Hall,
2005 Boeters et al., 20Q6Hellenic Parliament, 2013Remeta et al., 2015jor examplefor
medicine/health or educational servicegght be adopted t@ompensatéhe social groups
most affectedTheseare not considered in this study.

Several studiedoth in Greece (Hellenic Parliament, 20H5A, 2010 2014 Foundation for
Economic andrdustrial Research, 201lBNEMY, 2013) and internationally (OECD, 2010a
Hall, 2005 Boeters et al., 200&.echene, 2000have shown that if the main goal is to increase
revenus, the prevailing economiopinionis that VAT ratesshould be increaseah luxury
consuner goods which are more inelastic in demarehd reduceé on the most necessary
and/or elastic goods. Indeed, relevant economic yhpoedictsthat the more elastic the
demand curve for a product, the lovtbe proportionof tax borre by consurers However,
several aspects reilag to the significance of some goods in household budgspecially for
the weakest social groups (food, medicine, eanfl, thecompetitiveness and growth potential
of specific services and goods (e.g. tourism, adfical products) should also be considered.
According to related research (Remeta et al., 2RiZovet al, 2015) more efficient targeting

in terms of lower taxatigrshould address socialBensitive goods/services other than those
relaing to limited household types (e.g. book$his is becausew-income householdderive
greater benefihanthe highest income groufr®m reductios inthe prices of necessary goods
and services, since the former consume the highest proportion of their income on such goods.
Therefore in order to select the goods to be included in the reduced VADfrateper cent
thatwill result in moreeffective VAT collection and increased social impact, the following
criteriashould be taken into consideration.

1. Social sensitivity (goods preferrednainly by poor households)

Goods andservices prefered bypoor households should have reduced VATsaienake
them affordablewhile not significantlya f f e ¢ t i n g ecbnomicsopplortunhitiéss 6
thereby indiredy redistributng the tax burdemo benefit socially weakousehold.

6 See Tables 6 and 7.
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2. Elasticity of demand to price

As previouslymentioned demand for ansuner goods wih high elasticity of demanid
subject to greatezthange at a given change in price relative to stlserincluding tese in
the reduced rateill result in much greatdrouseholddlemandand hencéncreased revenge
3. Participation in the household budyet (basket) for 2014

For goods preferred by most households, integration of the reduced VAT regime will result in
increasd consumption with a simultaneous widening of the tax base, thus leading to
increased revense

4. Competitiveness and growthperspective

Goods and servicalatare highly competitive anare insectors with high growth rage
should be included in the reduced VAT scheme in ordprdserveheir competitive
advantage and increase exports, consumydiath hence public revenués example is the
current situation of overeduced VAT rates for the Aegetslands.

Our socieeconomic modelusestee | i gi bi |l ity criteria uao tran
preferences into a more efficient VAT colleet system, thus presentingetimpact of the
suggested VAT reforron the economyBased on the categories of goods reported in Table 2
and the above comments, congungoodsare dividednto three descriptive categories, B
and C.Category Acompriseshe more preferred goods toibeluded in the reduced VAT rate
of 10 per cent which fulfil all the abovementioned criteriaCategory B involesineut r al 0
goods andCategory C includsless preferred good$hus, the classification is as follows:
Category A
High social sensitivity
Large contribution to household basket in
Elasticity of demalastcgdods)y (high el asticity
High competitiveness and growth perspective

Z

Category B
Moderate social sensitivity
Medium contribution to howuld¥)hol d basket in

Elasticity of demand O 0.5 and < 1
Moderate competitiveness and growth perspective

Category C

Low social sensitivity

Small contribution to household basket in 2014 (< 5%)

Elasticity of demand < 0.5 (low elasticityinelastic goods)

Low competitiveness and growth perspective

Finally, preference for various consumr goodsare rankedoy addingthe effects of each
eligibility criterion to a totakligibility index (El)andselecting appropriate weighting factors
for two different scenariosThese scenarios are selected to describe (qualitatively and
guantitatively, agxplainedlater) the general purpose of this reform of VAT rdtesn two
diametrically oppositgerspectiveseconomic benefits in terms of increasing government
revenus(Saenario Il economic)and social justice and prosperity throwdhir redistribution

of weighings (Scenario 2 social).

Scenario 1 (economic)Weighting factors for E&re50 per cenfor elasticity of demand, 25
per cenffor share of goods in the ha®ld basket in 2014, Ier centfor degree of
competitiveness and Y&r cenfor degree of social sensitivity.
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Scenario 2 (social) Weighting factors for Eare50 per cenffor degree of social sensitivity,

25 per cenffor degree of competitiveness, fiér cenfor share of goods in the household

basket in 2014 and Iger cenfor elasticity of demand.

The ptal Elis calculated bynultiplying the weighting factofor each scenarieconomic or

social) bythe respedte category (A, B or C) by applying to the latter the correlafon Z 3,

B 2z 2 a nadd then addgihefour subproducts, resultingn afinal rankingfor the

two scenarios. The classification of consumer goods with respect to the degree of social
sendgivtyisbased on the poorest hi@adlid e boojunckisnd opt i or
with the time value of certain public goods for Greek fasihealthieducation). Thudpr
exampleusingthe data from TableR or t h e 0 Fresuldimthedadotviegg or vy

Scenariol (economic)

Elasticity of demand = 0.5 Y moder at e Impact®athecogemlt iydexB Y

= 50% * 2 Y 1

Participation in the household basket= 13. 9% Y hi gh Y Category A
overall index = 25% * 3 Y 0.75

Degree of compefitveness Y high Y Category A Y I mpact
Y 0.45

Social sensitivity Y high Y Category A Y | mp
Y Total eligibility index =1 + 0.75 + 0.45 + 0.3 25

2nd scenario (social)

Social sensitivitttt hi gh Y Category A Y I mpact on the o
Degree of competitiveness Y high Y Category
Y 0.75

Participation in the household basket = 13.9
overallindexc 15% * 3 Y 0. 45
Elasticity of demand = 0.5 Y moderate Y Cate

* 2 Y 0.2
Y Total eligibility index = 1.5+ 0.75 + 0.45 + 0.229

The classification of consumer goods for each critesiadithe overall El for scearios 1 and
2 are presented in Table 4. To select appropriate casfmrthe reduced VAT ratef 10 per
cent from the last column of Table 4 referring to the El sekectcategories of goods/services
with an El of 2.5 and above, since e are clos to the categoryA classification
correspondingwith more preferred goods. Thus, we conclude that fiReod and
fiHotels/restauranés c a t drgo scénaris 1 (economic) arfiFood from scemrio 2
(social)shouldbeassignedhe reduced VAT ratef 10 per cent

To further limit the categories of goods to be included in the reduced VAT rate, we focus on
thei F o catemory, which has the largestiBIboth scenariosndthe largest sharef the
household budgetind also includsa variety of productgonsideredo be fluxuryd which

might be transferred to the basic VAT raté 20 per cent In this way,incomedependent
distortions inhouseholgreferences associated wittod consumption can be further reduced,
since a rich household presumablyableto allocate more money to bung fish or sweed, as

well as maximsingthe potential economic benefits.
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TABLE 4: CLASSIFICATION OF CONSUMER GOODS BY ELIGIBILITY CRITERIA

. Proportion of 3 Social ELIGIBILITY INDEX

CONSUMER GOODS U ( p ) lhousehold bask(CompetltlvenessSensi,[ivity1 5
(2014)

Food B | ) ) 5 29
Housi.n_g/heatingwater/ C | C J 1 7 b 3
electricity
Transport/fuel B/C (64] (64] 2.3/1.8 2.2/2.1
Hotels/restaurants (00] I C !1.9
\VVarious goodgservices b (o4] C (o4] 1.9 1.8
Health/medicine C (00] (00] I 1.6 2.4
Clothing & footwear b [09] C B 1.9 1.8
Durable goods B B C 2.4 1.6
'ée'surE/ culture/booksftheatr |y~ | B/ /B [C 2 2/1.8/1.41.5/1.6/1.3
Communications C C (64] 2.1 1.7
/Alcohol/tobacco / C [C B C 2.2/1.2 [1.5/1.3
Education C C C I 1.2 2

To calculate the respective EIl for the food -salbegories, we apply the previous eligibility
criteria, afterallocating them t@ategories A, B and @reviously use@sgeneral categories of
consunergoods. The basic difference is that almost all foodeatbgories have elasticities of
demand smallethanor equal to 1 gpart fromsome special cases, s&ppendixfor more
detail) therefore food subcategoriesvith elasticities of demand exceeding @re classified
in category A thosewith elasticities of demand between 0.4 andifl.¢ategory Band the
mostfinflexibleo foods (elasticities of demand smaller than Grtrategory CThe proposed
classificatiors for each sukrategory depending orelasticity, social sensitivity, shacé the
household basket and competitivenese,shown in Table 5.

TABLE 5: CLASSIFICATION OF FOOD SUBCATEGORIES BY ELIGIBILITY
CRITERIA

. Participation in N Social ELIGIBILITY

FOOD SUBCATEGORY U ( p jhousehold basketCompetitiveness Sensitivity INDEX
(2014)

Meat (69] 0]
Dairy b I
Flour/bread/cereals b I
\Vegetablegpotatoes b (69] A
Fish B b C C 1.8 1.3
Fruit B b A 0] 2.2 2.3
Fats and oils b b I 2.3 -I
Sugar andsweets b C C 0] 1.6 1.6
Mineral water/soft drinks b/ BC B C 1.5 1.4
Coffegtealcocoa C C C 0] 1.1 1.5
\Various foods C C C 2 1.2

Applying the same methodologs for the food sukrategories used above (for the main
categories of consuen goods),looking atthe last column of Table 5 corresponding to the
calculated EIl for the twascenariosthe fiMea, fDairyo and fiFlour/bread/cereatssub>
categories for scenario 1 (economic) andfDairyo, fFlour/bread/cereats
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fiVegetablefpotatoed and fiFats and ibs0 for scenario 2 (sociaBhould be allocatetb the
reduced VAT ratef 10 per cent

Table 6 preserd the proposedclassificationof consuner goods/servicest the20 per cent
(basig and10 per cenf(reduced VAT ratesbased orthe two alternativescenarios discussed
above together withexpectedevenus (in millions of U). The total VATrevenugor 2014 is
taken from Eurostafhttp://ec.europa.eu/eurostat/web/natieaatounts/data/databgsandis
recalculatednd confirmed by multiplying théAT rateby thecorrespondingurnoutfor each
goodor servicein thetotaltax basef 2014 whichis estimatedat 473.9billion (Tablel). This
expenditures distributedper categorysubcategorydepending orcorrespondinglatafrom
Tables2 and3 andthe turnoutdor eachcase Instead of singleii F o @alegoryproportions
for all food subcategories are presented in Table 6.

TABLE 6: PROPOSED CLASSIFICATION OF CONSUMER GOODS AT BASIC (20%)
AND REDUCED (10%) VAT RATES, COLLECTED VAT REVENUE (2014) AND
EXPECTED REVENUES FROM SCENARIOS 1 AND 2 FOR GREECE

Category of consuar Proportion oftotal 2014 Scenario 1 Scenario 2
goods/services expenditure%) VAT Reyenue VAT Reyenue VAT Reyenue
(%) ((um) (%) (4m) (%) (4 m)
Meat 4.65 13 447 10 447 20 447
Dairy 3.71 13 357 10 351 10 351
Flour/bread/cereals 3.22 13 309 10 305 10 305
Vegetablegpotatoes 2.42 13 232 20 239 10 230
Fish 1.48 13 142 20 145 20 145
Fruit 1.46 13 140 20 143 20 143
Fats and oils 1.21 13 116 20 120 10 115
Sugar and sweets 0.94 13 91 20 94 20 94
Mineral water 0.40 13 38 20 40 20 40
Soft drinks 0.23 23 39 20 39 20 39
Coffed'tea/cocoa 0.45 13 43 20 46 20 46
\Various foods 0.33 13 32 20 32 20 32
Housingfuels 11.00 23 1870 [0
\Water/electricity 2.40 13 231 20 244 20 244
Transport@ 23% 5.00 23 481 20 504 20 504
Transport@ 13% 7.70 13 1,309 20 1,301 20 1,301
Hotels 1.70 6.5 82 10 31 20 31
Restaurants 8.10 13 778 10 795 20 740
\Various goods & services [9.20 23 1,564 20 1,555 20 1,555
Health 6.20 13 596 20 625 20 625
Medicine 1.00 6.5 48 20 54 20 54
Clothing & footwear 5.90 23 1,003 20 1,000 20 1,000
Durable good€® 23% 4.20 23 714 20 721 20 721
Durable good€® 13% 0.80 13 77 20 75 20 75
Leisure 1.90 23 323 20 324 20 324
Culture 2.10 13 202 20 207 20 207
Books'theatre 0.70 6.5 34 20 38 20 38
Communication 4.10 23 697 20 710 20 710
Alcohol 0.84 23 143 20 143 20 143
Tobacco 3.16 23 537 20 528 20 528
Education 3.50 23 0 20 0(584) |20 0 (584)
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Exemptions (23) 0 20 0 (348) |20 0 (348)
TOTAL 100.0 12,676 12,737 12,666

Thus,for example the fiMineral watefsoft drink®  scatdgoryhad a 3.1per cent share of

total household foodonsumption in 2014seeTable 3. Thefi F o acategoryaccounts for

20.5 per cent oftotal consumption expendityreence the fiMineral watefsoft drink® s u b
categorycontributes3.1 * 20.5 = 0.63per cent tototal householdconsuner expenditure.
Moreove, the proportionof mineral water in the configuration of suiex pricesfor the

specific subcategory is 63er cent(Ministry of Development and Competitivene2813,
thusresultingin a proportionfor mineral water of 0.4@er cenbpf total consurer expenditure.

Finally, by multiplying the laer by the corresponding VAT rate (13%) and reducing the result
to the total tax base (07 3.t8efntdnerkl lwated n )s,u bwe
category which is estimated tbave beerd 3 8 miorl 2014 @ able 6).

Following the same procedure, we determine the respective revenues fem#iringsub
categories of household consumptidlote thatat this point for simplicity (relatng to the
calculation procedure as well as for more coherent presentation), in Table 6 we add the
fiHeating and i Beld  scatdgorieqthe latter from thdilTransport/fued c af) mtgar y
broadercategory namedHousingfueld we divide bothfiTranspord and fiDurable goodd
categoriednto two parts, correspondingith differencesin VAT rates(23% and 13%) 1o
several goods/servicasthese categorieand divide théHotels/restauranés ¢ a tintogso r vy
two constituent sulzategorieseachattractingdifferent VAT rates (see Table 2).

ThefiEducatiom category, whickaccounts foB8.5 per centof household consumption, has so
far been excluded from VAT taxatiptihus in Table 6 the respage revenue in 2014 shown

as zera The VAT exemptions considered in this study, excluding diplomatic missions,
international orgamssations and charity eventare estimated tivavecost the stataroundd 4 0 O
million (Table 7).

TABLE 7: SERVICES EXEMPTED FROM VAT (2014)

Exempted service Reenue | oss (in 1
Postal services 41.0

Radio and TV (national) 25.6

Casincs 56.3

Gambling 276.0

Various exemptions 1.6

TOTAL 400.5

The expected revensidor each category of conswmgoods/servicetn Table § based on
scenarig 1 (economic) and 2 (socialrecalculated by the basic economic relasioip for
revenuek:

A = quantityY*dpgEriFcP = @®Q*+PQ * dB) Y dE/E
and the equation for the elasticity of demand:

R —  —— )

Combining egations(1) and (2) and using the relatgimpdP = P2 P1 = (P1 +df * P1j P1

= df * P1, where P1 is the current (2014) value of the fgmydice P2 is the new value after
the change in VAT rate and df represents the change in VAT rgtedduction from 13% to
10%gives adf of 1 0.03), we have:

dEIE=dP/P*(T U dE/ E FUNf &% gidi*@Qi0) (3)
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In equation(3), E12is the expected revenue based on the respective sceaaddSo14is the

revenue received in 2014. From the last equati@nobserve that an increasethetax rate

(df > 0) resultsn an increasen revenued$rom inelastic goods (e < 1), but to a gradually smaller

degree as elasticity of demand tends to 1, wieNenues fromgoods with a high elasticity of
demand (e O 1) decline. The opposi theVApi ctur e
rate (increase revenus frommore elastic goods).

Comparing the resulting revenues for each categboyvnin Table6, we observe higher

revenue increader thefiHealttd c a t(eagdadrit i onal r e wvgeeerusquares) (2 9
andahigher revenue decrease in the integréitédusingfuelsd ¢ a t(revgerudoss ofu 3 9

million i red squares) in compariswith the respecte 2014 revenuefr both scenarioslhe

most significant variation between the two scenarios occuiRestaurants where there is a
revenue gain of 017 million for the economi
the social sceario compared witt2014 revenug In conclusionthe economic (1st) scenario

leads to total VAT revenge f BT nillion, while the social (2nd) scenario leads to total

VAT revenuso f @66 rRillion, so the economic scenario for VAT rate reform isgored

Compared withthe VAT revenus collectedn 201 4  (676Im#lion), the economic scenario
(Ist)providesan addi t i o elarilliorb(@ O5840fof tdatal \CAT revenues), while the
social scenario (2®oilion). eads to a small | oss

Induding serviceshathave so far beeexempt from VAT geeTable 7)in the basic VAT rate
(20%)results inan e xt r a b enilienf for tbothasc¢enarqdnhike if AEducatiom
(represented in red in Table 6) is also inclydbi results iran additional revenue afi 5 8 4
million when the estimated revenue is adjustedthe changedVAT rate. Therefore
implemening the (preferred) economic reform scenario for VA®uld resultin additional
revenueof 01993 mi | tcommared witkhotal VAT r8vémus in 2014, whichare
estimatedo have beem 1,669 million. If educationis excludedtotal VAT revenus reach
013,085million, which still representa 3.2per cenincreasean the VAT revenueollected

Table 8 presentdé collected and estated revenues (for economic and social scegjario
together with statistical errofstandard error,es=& N. Note that, although most food sub
categoriegall into the lower VAT raté the threecategories transferred to theé per cenVAT
rateaccountfor approximately60 per cenbf total food consumption and one would expect
large revenue loss due to the rigidity of the corresponding expenditarel the greatly
reducedhouseholdtax base, the expected revenues;luding educatignare significanty
higher than tbse collecied in 2014No changes proposedo the special statusf the Aegean
Islands since a relevant studifellenic Parliament, 2015uggests thahe expected benefits
would be almost zerd the overreduced ratevere abolished.

TABLE8: COLLECTED AND ESTI MATED VAT REVENUES (|
THE TWO PROPOSED SCENARIOS FOR 2014

2014 VAT revenues 1st scenario 2nd _scenario
(collected) (economic) + se (social) + se
Goods & services (from Tables 2 & 12,676 12,737 £ 113 12,666 + 113
3 exceptfiEducationo) (i)
Exemptions (from Table 7) (ii) 0 348 £ 19 348 £ 19
Education (iii) 0 584 + 24 584 + 24
TOTAL (i + ii + iii) 12,676 13,669 + 156 13599 + 156
Alignment of VAT rates (iv) 159 + 13 159 + 13
TOTAL (i + ii +iii +iv) 13828 £169 13758 + 169

Note: se = standard error
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With regard tothe economic impacbf simplification of the tax administration, studies
conducted in other European countiiBarboneet al., 2012estimatehe administrative costs

of taxationto be0.29per cenof GDP,of which VAT-associate@dministrative costaccount

for aboutone fifth, or 0.06 per centof GDP. Since Greeée&DP for2014wvast 1 77 . 9 bi | | i
(Table 1), the expected additional revemfrem applying a basic rate without exemptions is

0$106 million, whil e appl yiresuls irt expectedddlifionalt at e s
revenues about hadfs gregt i . e . 053 mi | Ingadasic VAT hatof 20pes r e, a
centfor most consumer goods and services, and a reduced VA®frafgper centfor basic

food products (meat, dairy and flour/bread/cereal) lamtetls/restaurantgsesults inat 1 5 9

million growth inrevenus. Thus,the aggregate gain in VAT reversugom adopting the

overall VAT reform suggested by this study, i.e. theneenic scenario for VAT rates together

with the resultingeduction inadministrative costs, is estimatedo®( 1152 million (or 9.1%
morethan2014 VAT revenug,witha t ot al VAT ,82&milikon nem@eseay 0 1 3
about 7.8er cenbf Greek GDP gee Table 8).

Another important factais the effecontax compliancef adoptng a basicVAT rate. To this

end, we calculate the VAflevenueaatio (VRR) as explaine@arlier, which combines policy
efficiency, as determined by the policy defmitpolicy gap(PG), with compliance efficiency,

corresponding to the VAT gaphus, drawing on Barbone et &20(L5)

VRR = (1i VAT gap) * (1i PG) (4)

Moreover, the policy deficit is the sum of two paramettrs rates deficior rate gap(RG),

which corresponds to the revenue loss matiging fromthe application of reduced rates
compaedwith the potential revenue if the basic ratereapplied, and the exemptions deficit

or exemption gap(EG), corresponding to the revenue loss ratéributable to various
exemptions from VAT for goodsérvices. For 2014, the VAT gap for Greezestimated to

have beerD.28, the policy gap 0.541, the rate gap 0.139 and the exemptions gap 0.402
(Poniatowski et al.2016), while according tihe OECD, theVRR was0.37 (OECD, 2016b).

To assess the impact of the proposed VAT reform on tax compliance, we adoptdhe EU
approach (Barbone et al., 2018)hich conclude thata one per cemeductionin the basic
VAT rateresults ina 0.7per cenimprovement in ampliance. Thus, reduny the basic VAT

rate from 23 to 2@er centleads to a 2.per cenimprovement in compliance or a 2.1 point
lower VAT gap resulting in &/AT gapof 0.259 If a basic VAT ratef 20 per cent is adopted,

the policy deficitwill also be smaller thapreviously snce both conditions (rates deficit and
deficit exemptions) will fall. If the additional revenuesultingfrom adoptng two rather than
three rategKulis, 2003)i s 0 5 3, themithle improvemenm therates defiit (RG)will be
53/12676 = 0.per centwhile the additional revenue derived from taxation of goods exempted
or excludedwvillbed 9 3 2 mi kthe improvemenindhe exemptions deficit (EGWill be
932/12676 = 7.9er cent Adopting the proposed VATeformresults in arRG of 0.135 and

an EG of 0.328 therefore,the (reformed) policy deficit is PG = RG + EG = 0.463. From
equation(4) it is deduced thahe VRR is 0.398.
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TABLE 9: CALCULATED (FROM EC AND OECD) AND ESTIMATED VAT
EFFICIENCY RATES UNDERT HE 6 ECONOMI C6 REFORM SCENARI O
(2014)

EC/OECD Economic scenario
Greece (2014) (calculated) (estimated + se)
VAT gap 0.28 0.259
Rate gap (RG) 0.139 0.135 £ 0.001
Exemptions gap (EG) 0.402 0.328 + 0.005
Policy gap (PG = RG + EG) 0.541 0.463 £0.006
VRR 0.37 0.398 + 0.006

These results, together with the respectalues calculatethy the EC andthe OECD, are
presented in Table 9. The statistical error isdtamdarderror corresponding tahe original
calculations of the respéot gapsunderthe suggested reforrafter introduing the estimated
values.

Finally, to calculate the resulting change in final consuexpenditure (private, public and
nortgovernmental orgasations), we use the following formu{&kintzi, 2015):

622 ——— ®)

whereVR is the actual VAT revenue, C is final consmaexpenditure and VAT is the basic

VAT rate. Implemening the suggested VAT reform (economic scenario + taxation of
exemptions and exclusions + lower administl&ti 0 st s ) g i vie5s3 billon,whild@ 1 8 7. 5
under the current VAT regim@014),C = u161. 2 billion (data fro

Therefore adopting the suggested VAT reforasults ina significant(16.3%) increase in final
consuner expenditurewith obvious collateral benefifser thec o u n GDPyaddseconomy

CONCLUSION

This study focuseon the fiscal impact of a VAT reform in Greedarge revenue shortfall

due to high VAT rates, leat to increased tax evasi@amdreduced consumptioandhence
prolongedrecession, can keeated effectively by adopting a basic VAT raf@0 per cent for

most goods/services and a reduced VAT w@itelO per cent forspecific productswhile
simultaneously eliminating somexisting exemptions. Applying a combination of socio
economiccriteria including the elasticity of demand, the level of social preference, the degree
of competitiveness and tipeoportionof consunergoods in the household budget, we conclude
that, through two alternative scenarid®¢onomi® andfisociab), a redued VAT rateof 10

per cent should be i ntr omostmecdssary fostiffh(meataver ag
dairy and flour/bread/cereals) and hotelsandrestaurants, amely on products or services
with a socially sensitive orientation providing comparative competitive advantage the
Greek economy.

As this studyclearly show, the suggegsed r ef or m wi | rhilliormio NATeve (1
revenuesa quite significant increase f uarBli@rB8or 7.8 per centcompared withcurrent

(2014) VAT revenug When the impact of the reformed VAT rates on consumpiomwl
simplification of the tax administratioare taken into accouné furtherincreaseof U 1 5 9

million is expectedn VAT revenue, despite taxingnost food products at a lower VAT rate

than before and significant expectedrevenue lossrising fromrigidity in the respective
expenditure. The overall VAT reve@au i@ mpr ov e ment tnillos, leadegtec hes 0
VAT revenus ofmor e t han ,orZX.8per&enifihé 20146&DP.
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Finally, adoptngthe proposed VAT model (a basic ratefoostgoods/services and a reduced
rate for a few) has another significant benefitnproved tax compliance. The impact of
improved tax compliance is captured b3 per cenincreasen final consunerexpenditire,

with obvious knockon effectsfor government revenuésom GDP growth andbetter national
economic prospectsTherefore, the suggested VAT reform, starting from consumer
preferences and weaknesseshe current VAT system and integrating them inteoaio
economic model, significantly improves VAT collectability and contributes to economic
growth

Although this study suggests VAT reform for Greece, a country which is experiencing special
conditions due to the prolonged financial crisis, the sigmficanclusions that are drawn may
also be applicable to other countries.
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APPENDIX

Elasticities of demand for major consumption categories

Food: 0.4 (Adam & Moutos, 2014); 0.6 (Nilsson & Wadeskog, 1998)

Housing: 0.5 (Sinai, 2007); 0.4 (Abuyet al, 2014)

Heating: 0 (Nilsson & Wadeskog, 1998); 0.1 (Litman, 20Ag8lam &
Moutos, 2014Albouy et al., 2014); 0.3aniatis & Danchey
2013)

Water: 0.2 (Gratziou & Andreadaki, 2005; Gratziou et al., 2006)

Electricity: 0.2 (Nilsson & Wadeskog, 18; 0.1 (McConnell et al., 2012)

Transport 0.6 (Fouquet, 2012; Litman, 2013); 0.3 (Nilsson & Wadeskog,

1998);0.3 bus, 0.8 railLitman, 2016;Department of
Infrastructure and Regional Developmemd.)

Hotels: 1 (Stergiou, 2005)1.1(Candela & Figini2012)

Restaurants: 1 (Stergioy 2005) 2.3(McConnell et al., 2012)

Various goods & services 0.5(Nilsson & Wadeskog, 1998]) (Stergioy 2005)

Health: 0.3(McConnell et al., 203;,2Adam & Moutos, 2014)

Medicine: 0.1 (Meyerhoefer & Zuvekas, 2006)

Clothing & footwear. 1.1 (Nilsson & Wadeskog, 19980.7 (McConnell et al., 2012)
1 (Martinez, 2012)

Durable goods 1.3(McConnell et al., 2012)

Leisure: 1.1(Nilsson & Wadeskog, 1998)

Culture: 0O6(D6Angel o )et al ., 2010

Books/theatre: 0.1 (McConnell et al., 2012

Communication 1.6 (AUEB, 2015)

Alcohol: 1.1 (Pavlou et al., 2011)

Tobacco: 0.3 (Nilsson & Wadeskog, 1998/cConnell et al.2012) 0.5
(Adam & Moutos, 2014Anderson et al., 1997(;,4 (Tarantilis
et al., 2015)

Education 0.1(Vedder, 2010)0.4 (Campbd & Siegel, 1967); 0.6 (Parker,
2010)
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Elasticities of demand for food sukcategories

Meat

Dairy:

Flour:

Bread:

Cereals:
Vegetables:
Potatoes:

Fish

Fruit:

Fats & oils

Sugar and sweets
Mineral water:

Soft drinks:

Coffedtedcocoa
Various food:

0.7 (Andreyeva et al., 2010; Okrent & Alston, 2012)1 (Tiffin
et al., 2011; Lechene, 200@).3 (McConnell et al., 2012)
0.3(Andreyeva et al., 201®0IcConnell et al., 2032 echene,
2000);0.2 (Okrent & Alston, 2012)0.6 (Andreyeva et al.,
201Q Tiffin et al., 2011McConnell et al., 20120.4 (Lechene,
2000;Okrent & Alston, 2012)0.9 (Rizov et al., 2014)

0.1 (Okrent & Alston, 2012)

0.1 (McConnell et al., 20120.4 (Lechene, 2000)

0.6 (Andreyeva et al., 20100.9 (Lechene, 2000)L.1 (Okrent
& Alston, 2012) 0.7 (Rizov et al., 2014)

0.5(Lechene, 2000)).6 (Andreyeva et al., 20100.9 (Tiffin et
al., 2011 Okrent & Alston, 2012) 1.1 (Rizov et al., 2014)
0.1(Lechene, 2000)).3 (Tiffin et al., 2011);0.4 (Okrent &
Alston, 2012)

0.5(Andreyeva et al., 20100.8 (Lechene, 2000Qkrent &
Alston, 2012)

0.7 (Andreyeva et al., 2010iffin et al., 2011) 0.3 (Lechene,
2000) 0.9 (Okrent & Alston, 2012)1.1 (Rizov et al., 2014)
0.7 (Lechene, 2000)0.2 (Okrent & Alston, 2012)0.4
(Andreyeva et al., 20109.6 (Tiffin et al., 2011)

0 (Stergioy 2005) 0.3 (Andreyera et al., 2010McConnell et
al., 2012) 0.8 (Lechene, 2000)0.6 (Tiffin et al., 2011 Okrent
& Alston, 2012) 0.1 (FAO, 2003)

0.5(Okrent & Alston, 2012)

0.8 (Andreyeva et al., 20100.4 (Lechene, 2000)0.3 (Okrent
& Alston, 2012)

0.1 (Okrent & Alston, 2012)0.3 (Anderson et al., 1997)

0.8 (Andreyeva et al., 20100.6 (Lechene, 200Q)1.5 (Okrent
& Alston, 2012) 0.8(Rizov et al., 2014)

80



Journal of Tax Administration Va1 2018 Inheritance Tax for India

COMMENTARY
THE CASE FOR INTRODU CING INHERITANCE TAX IN INDIA

Amarendu Nandy Abhisek Sifrand Santanu Kundt

Abstract

In the postliberalization era, while sustained economic growth in India has facilitated
significant wealth creation, massive tax evasion and avoidance by the wealthy class had limited
the government 6s capacity t oingltowidenmingimaomes t he
and wealth inequalityThis creates sufficient grousdfor introducing inheritance tax to
promote intergenerational equity. However, the government must tread with caution, weigh
unintended consequences, and take a holistic apptoaxddressing issues of distributional
inequity in the country.

INTRODUCTION

Several advanced economies have long relied on estaterdigtyariants like inheritance tgx
capital acquisitions tax, estate tax via stamp duties, or capital traasfey garner fiscal
resources, and use such taxes as tools to prevent concentration of income and wealth in the
hands ofafew. Critics have however argued that such transfer or deaghgeohibit capital
accumulation and adversely affects growth in national wealth. The contrasting atiews
reflectedin sovereign tax policies around the world. Thus, while 19 OECD countries levy some
form of inheritance tax, 15 OECD countries levy no taxes on propassed to lineal heirs. In
2015, the average estate or inheritance tax rate in all OECD countries was 15-ghectoy

rates ranging between 4 percent (in Italy) to 55 percent (in Japan), indicating the relative
importance that different countriesssign to such tax to attain fiscal and distributional
objectives.

Among developing Asian economiesstate duty or inheritance tax has not been used that
extensively as compared to OECD countriBglatively richer Asian economies such as
Singapore, Broei, andHong Kong had estate duty, but have abolished it over the last decade
(Table 1) Currently,Philippines and Taiwan levy estate tax, with the highest ratesat®0

10 percent respectively.
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2 Doctoral Candidaténdian Institute of Management (IIM) Ranchindia Email:
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3 Doctoral Candidate University of Mannheim, Germany. Engaifitanu.kundu@gess.tmannheim.de

41n popular press, while estate duty and inheritance tax are used interchangeably, there is a subtle difference
between the two. Inheritance tax is imposed on the assets inherited from a deceased person. The inheritance tax
rate generally depends on theusbf the property received by the heir, and his relationship to the decedent. In
contrast, an estate tax is calculated based on the net value of the property owned by a deceased person at the time
of death. The tax is collected only if the value excehdskemption limit as applicable by law.
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Table 1: Brief overview of Estate or Inheritance Ta Globally

Countries withhighestinheritance or Estate Tas of | Countries that have repealed Inheritance or Estg

2015 Taxsince 2000

il.n Country 2;2;( rate Tax Type Sl.no. | Country Year repealed

1 Japan 55 Inheritance Tax 1 Macau 2001

2 SouthKorea | 50 Inheritance Tax 2 Portugal 2004

3 France 45 Inheritance Tax 3 Slovak Republic 2004

4 Umted 40 Inheritance Tax 4 Sweden 2005
Kingdom

5 | United 40 Estate Tax 5 Russia 2005
States

6 Ecuador 35 Inheritance Tax 6 Hong Kong 2006

7 Spain 34 Estate Tax 7 Singapore 2008

8 | lIreland 33 Capital 8 Austria 2008

Acquisitions Tax

9 Belgium 30 Inheritance Tax 9 Liechtenstein 2011

10 Germany 30 Inheritance Tax 10 Brunei 2013

11 Chile 25 Estate Tax 11 Czech Republic 2014

12 | Venezuela | 25 Inheritance Tax 12 Norway 2014

Source:Adapted fromCole (2015)

In India, policymakers have been toying with the idemtroducing inheritance taor the last

five years.Though speculations on its introductigathermomentumbefore thepresentation

of the Union Budget each year, it Hasen shelvedhereatfter In this article, we argue why

there is a strong caser introducinganinheritance tax in India now and why an undue delay

in its announcement and implementation could lead to serious economic and social costs to the
country.

BRIEF HISTORY

There is no history othe imposition of inheritance tax in India. However, estaigydwas
prevalent during the 195B985period The Indian Estate Duty Act of 19%&s modeledfter

the British Finance Act of 1894, with suitable modifications made to meet the requirements of
various succession laws prevalent at fhaint of time in Inda (Bagcheel954). It not only
encompassed the assets conferred to the descendanthegeathof an individual but also

the assets transferred in contemplation of death up to two yearso death. For individuals

and Hindu Undivided Family (HUFgll assets up to a threshold limitidfR 0.1 million and

INR 0.05million respectively were exempt while determining the taxable value of the estate.

Though the purpose of the duty was to augment government revenues and remove extant
inequalities in inome and wealth, it failed to achieve the objectives due to the very low
marginal benefit (in revenue terms) and the innumerable litigattorwhich the government

found itself trapped, due to complex nature of the Act. The low threshold and progressively
high duties led to evasion and avoidance, rendering it futile, as the yield from the tax was lower
than the cost of its administration. The dutgs therefore abolishad 1985 At the time of
abolition, the dutywas peggeat an abnormally high rate ob&ercent on an estatalue
exceedingNR 2 million.
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THE RATIONALE

While it is true that estate duty in pastlependence India was rendered ineffective in serving

its objectives, there is a need teassess the potential role that it can play tpday post

liberalized era The assessment also assumes importance givdnthati adés | mpr es si v
has also been accompanied by rising wealth and income inequdhty postreforms period.

Our argument that it is an opportune time to introdbedriheritance tax now rests on two
crucialaspect®f the Indian economiy fiscal and distributional.

On the fiscal siddndia has been running a fiscal deficit consistently in the géstms period.
Despitehigh economic growth in the 20D 10 periodrevenue remained less buoyargince
the beginning of this decade, g®wth began to deceleratenassive government expenditure
programmesvere initiatedat periodic intervals$o reverse the slowdown.n the recent past
for example, the Union Governmentshandertaka bank recapitalization programme;
announcd massive expenditure plans to spegdinfrastructure development; and introddice
various social sector programmes like farm loan waiver and arsalvbealth insurance
programme on the. dines of O6Obamacare

The abovesuggests that while government expenditure rose rapidly, similar growth in
government revenues was not evident. As a result, the government has failed to meet fiscal
targetsconsistetly. For example,n the current fiscal (201%8), ending March 2018, and for

the next financial year (April 2018 to March 2019) there is a clear indication of deviation from
the path of fiscadliscipline The fiscal deficit in 20128 stood at 3.5 perceat GDP, and the
budgeted deficit for 20289 projected at 3.3 percent of GDFhese numbers asggnificantly

higher than the target rate of 3 percent of GDP, recommanugzithe Fiscal Responsibility

and Budget Management (FRBMJtE.

The above makdsimperative that if the government has to follow the path of fiscal discipline,

it needs to find out newer avenues of garnering resouAdeite recentimplementation othe

Goods andServicesTax (GST) considered a major indirect tax reform, could pt&dly
improve the fiscal health, transitional complexities and implementation woes maythmaéan

the benefitshallaccrue only in the medium tong-term In such a scenarigntroduction of
inheritance tax could potentially augment government revenues, and bridge the fiscal deficit at
least to some extent.

When the estate dutyas abolishedhore than thirty years agowias premisedn the rationale

that the net benefits aiing from the tax were negative. Much ofvas attributedo capacity

5 India faced a severe balance of payments crisis in 1991, following which the country undertook structural
reforms to unshackle the economy from heavy controls to marlesited policies, following the prindigs of
Washington Consensus. Among other things, it included privatization of domestic enterprises, interest rate
deregulation, adoption of flexible exchange rate regime, trade liberalization, and reducing barriers for foreign
capital flows.

% India compaes unfavorably vig-vis its peers when it comes to garnering tax revenues. According to OECD
Economic survey (2017), as of 2014, the-@RP ratio in India stood at 16.8 percent, much lower compared to
Brazil (33.4 percent), China (24.8 percent), Rué38?) and South Africa (27.8).

" This was partly due to the rislverse lending behavior of the banking sector, which became overburdened with
nonper forming |l oans. Weak investments only added to th
adversely.

8 The FRBM Act, 2003 was introduced in India to reduce revenue deficit, inculcate fiscal discipline and improve
the overall macroeconomic management. The FRBM rule set a target reduction of fiscal deficit to 3% of GDP to
be achieved by 20089. Tte targets were unmet. The most recent amendment in 2016 has set the fiscal deficit
target at 3 percent of GDP for the years up to 2020
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constraints in tax administration involving such a complex tax. However, it is worthwhile to
mention that the estate duty in India was prevalent and abolished prethberalization

period. The ICT revolution that gained momentum in the-19€I0s had a significant role in
modernizing and transforming the economy. Concomitantly there has also been a slow, yet
di scernible i mprovement in the governmentoos

The current government has lamichemphasi®n moving towards a digital economy. In line

with it, the Indian tax authorities are in the process of using technology to widen the tax net.
For instance, under Project INSIGHT initiated by the Central BoaRirect Taxes (CBDT),

the principal tax governing authority in India, an integrated Data Warehousing and Business
Intelligence platform has been set up. It envisages using various analytics tools and techniques
like descriptive, diagnostic, predictiveydprescriptive analytics to enable broadening the tax
base, enhance tax compliance, and effectively monitor tax evasion. A simple antrusine
compliance module for broadening thie tax base is already in place and pilot projects like
nontfilers montoring system (NMS), return mismatch verification system (RVMS),
verification of foreign remittancestc are already yieldinghortterm results. Further, to
ensure better tax governance and to cater to the dynamic requirements of tax administration,
several capacitybuilding partnershipshave been initiated with industry, academic, and
research institutions. All such initiatives can significantly reduce the marginal cost of
administering the inheritance tax, help effectively monitor compliance, arebtheontribute

to enhancing government revenues.

From a distributionalpoint of view inheritancetax can be an effectiveneasure to promote
inter-generational equityRe c e n't research has indicated th
disparity has beemcreasing alarminglyChancel and Piketty (2017), analyzing the dynamics

of Indian income inequality between 1922 and 20id found that income inequality in India

is at its peak since 1922 whtreincometax was first introducedh India. While inthe1930s

the top 1 percent of the earners in India accounted for less than 21 percent of total income, it
dropped significantly to 6 percent in the 1980s,thateafteisteadily increased to a historical

high of 22 percent in 2014 his suggests thatithough the per capita income of Indians have
risen, growth in the podiberalization period has failed to be inclusive. On the contrary, it has
been highly skewedfavoring the rich as is evident from the rising number of Indian
millionaires and billionaires

TheWorld Inequality Report 2018 pointed out that while the bottom 50 percent and the middle
40 percent recorded a meagre 89% and 93% growth in total income between 1980 and 2014,
the top 10 percent recorded 394 percent rise in total income, which is more treathersam
recorded by the rest 90 percent of the populaftomther breakup shows that top 0.1 percent,

0.01 percent and 0.001 percent of the population received 1138 percent, 1834 percent and 2726
percent rise in total income respectivelfis suggestigh levels of income concentration in

India.

The wealth inequality in India has also been alarming with the richest 1 percent owning 58.4
percent and the richest 10 percent account i
contrast, the bottom 50 percent of the population own omigager 2.1 percent othenational

wealth Credit Suissg2016. A report by consultancy firm Knight Frank points out that with

500 new additions per year, the rise in high net worth individuals (HNWIs) was about 290
percent in theeriodbetween 2006 and 2016, anceigected to double with 1000 additions

per year between 2016 and 2026 (Knight Fra0d.7).
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However, the tax revenue accruing from this sectionhefpopulationhas not increased
commensurately. In a country with more tha®50 million people, only B million filed their
income taxes in 20156. Amongst those paying their taxes, 5.2 million showed income
betweernNR 0.5 million andINR 1.0 million; 2.4 million people declared income abdN&

1 million; 0.17 million people declared income above INRillion, andonly about 43,000

have reported taxable income above INR 10 million! Even among the 7.6 million individual
assessss withadeclaredncome of abov&s.0.5 million, 5.6 million (about 74 percent of the
total) belonged to the salaried clagsxtaposing this with the fact that in 2016, about 20
million Indians flew abroad for business and tourism purposes, and more than 12.5 million cars
sold in the last five years in India, it is evident that while income and wealth of the rich has
increased manifold, this sectioof the populatiorhas found innovative means to subvert the
Indian tax system.

The strange case of Mauritius, which is by far the largest source couninyéod FDI, has

served as a taxalwen and a breeding ground for monep under i ng rdampdi drgdu rb
wealthy individuals and corporatesccording to asubmissiorby the Finance Minister to the
Parliament, only 28,667 companies have shown profit betWw¢nl0 million to INR 100

million, and only 7,781 companies haveffrbefore tax of more thatNR 100 million. Three

major global financial leaks in the last three yedh® Swiss Leaks (2014), the Panama Papers

(2015) and the Paradise Papers (2017), which documentsskzaigemoney laundering activity

by the rich angbowerfulin India bears credence to the fact that it may be an opportune time to
address these issues.

If such high levels of income and wealth inequality continue to grow, and no efforts are made
by the government to address this by compelling the rich to contribute a larger proportion of
their income and wealth to achieve more equitable distributionabimgts, it could increase
social, economic, and political tensions in the countiyeritance tax, coupled with associated

tax reformscan aid in reducing intrgenerational inequalitygromote intergeneration equity,

and serve a meaningful purpose toradd the distributional gaps treatistin India today.

TREAD WITH CAUTION

While the above suggests that there is merit in levying inheritance tax now, the government
needs to tread with caution. It is imperative to take a systemic view of the miatise than
to approachhis in anad-hocmanner.

First, the governmenteed to be mindful of the fact that levying such a tax can have anly
limited impact in increasing government revenues. In developed countries like the United
States, the estataxt itself comprises of a vergeageramount (US$15 26 billion per annum)

of the total receipts of the government. Considering India in light of such statistics, where the
per capita GDP and tax compliance is much lower, it can only have a low margbaat iom
improving the fiscalsThisshould however not deter the government, as the marginal economic
(fiscal) benefits need tioe seenn conjunction with the large social benefits (equity) that shall
accrue fromsuch a tax

Second, to ensutke effedivenessof inheritance tax, other related or complementary taxes,
like a Gift Tax anda Wealth Tax should bantroducedto deter taxavoidanceThis assumes
importance in India where thlbenamip r o p & & mgndce and there is increasing evidence
of the creationof family trusts like the Hindu Undivided Family (HUF) by the high-weirth
individuals for tax avoidance purposes.
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Third, fromaredistributioral perspectiveimposing the inheritance tax per se is not enough to
reduce inequality, without adessing the structural problems that aggravate the income and
wealth divide. The evidence of rising inequalities in income and wealth in developed countries,
where such a tax is present over a substantial period, bears testimony. For example, Saez and
Zucman (2016) document the-¢haped form of wealth inequality in the United States for
individuals in top 1% of the wealth distribution and further notes the constant share of wealth
owned by the middle class.

Also, as pointed out by Chancel and Piketty 20he share of GDP accruing to the bottom

50 percent of the population in India and China are almost similar tie¢®80s However,

the major difference arises from the fact that whereas only 23 percent of the increase in GDP
accrued to middle 40 percent in India, the same constituted about 43 percent inTGaina.
richest 1 percent captures the difference of 20 percentagisin India. The main implication

of this is that distributional efforts by the government should focus on job creation in the
modern sectors of the economy, and increase expenditure on education and health, which can
significantly impact lifetime incoms, and wealth creation by those at the bottom of the
pyramid. Unfortunately, the expenditure on education and health has been shrinking in India
continuously.

Fourth it is advisable that an inheritance tax, which targets the beneficiaries, isbh##drto
promote intergenerational equity rather thanrirgroducing estate duty, which targets the
estate ownerThis will have dual implications. On the orf@nd it will not disincentivize
capital formation and wealth creation in the economy (Seidb8&3), and on the other, by
targeting thébeneficiariesit will avoid adversdabormarket implications as a large bequeath
can substantially reduce work effort. To start with, a high threshold value (targeting the ultra
rich) and a moderate tax rate, bbmarked to similar developing economies, should be set to
ensure better compliance.

Finally, theimpositionof such a tax should not serve only a symbolic value as a step against
corrupt practices of the wealthy. Lack of adequate groundwork apaigdness to administer
the tax can render the exercise futile, even if introduced with honest intentions.

CONCLUDING REMARKS

No question that the divide between the rich and the poor in India has increased, and needs
urgent attention of the policymaks. Inheritance tax can serve a useful objecivedudng

wealth and income inequality within and across generations. However, this will require earnest

intent; massive efforts in planning, execution, and monitoring; and associated tax reforms to

ensue that the real objectives of imposing an inheritanceataxealizedWhile inheritance

tax can only have a marginal fiscal impact, it can nevertheless address the substantial
distributional inequities thaxistin Indiatoday.
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COMMENTARY

RE-USIT NG TAXPAY RARECENARIASFOR WEALTH
MANAGEMENT FOR THE PUBLIC

Eleonora Johanna Kuipeand Marijn Jansseh
Abstract

Tax Administrations have a huge amount oftebated data that can beused for the benefit

of the taxpayers, similbr to the way private banks and wealth managers use their dlients
financial information. However, usagétax datas not trivial, as Tax Administrations have to

adhere to legislation that does not allow them to compete with private actors. Public
organizations cannot simply provide financial advisory services, evegltht could be a way

to increase tax compliance. This raises the quesfibnow t axpayer 6 s data c a
future. Our objective is to explore future scenarios to empower the public in a fiscal and
financial sense and improve wealth byussngtax data. Future scenarios are described along

two axes. One axis contains the content of the advice, and the other axis the participating actors.
Concepts from wealth management, the wealth management pyramid and client segments, are
used and extended fthiis purpose. To realize scenaribarriersmustbe overcome in the field

of law, workload, privacy, permission, quality of service and accountability, liability, consumer
protection the rights of citizens concerning datiad fundinglmplications arendicated in the

scenarios and in further investigations. The value of this paper lies in exploring an original idea
ofreusi ng taxpayers6 data and to stimulate inr

Keywords: financial crisis, financial health, financial wealtlgdal complianceax data,
wealth management

1.INTRODUCTION

Tax Administrations from all over the world collect data that can provide insights for personal
financial management and can be used to help the public. This data can be used to answer
guestios like: Are your loans in balance with your income level? Should you build up more
reserves for retirement or emergencies? Are you using allowances to which you are entitled?
We entered the conversation on wealth management fqyuiblec at largeat a sermar in

London in 2011, wherthe lead authadiscussed the future role of thex Administratios in

relation to financial crises with a participant, who worked for a company deliveratth
managemensoftware to private bankfn this discussionhe ideawas developedhatin the

future Tax Administratios could beomethe wealth managers of tpeablic by using software

for thetaxpayer comparable to the software that private bankers use to advice their wealthy
clients. The initial vision wasfito make the Tax Authority the wealth advisor for the person in

the streai (Chief enterprise architecg-mail, September 1@2012) However, other scenarios

are possible to rase tax data.

Tax Administrations have financial information on taxpayers aanl ttouseholds and gather
more and more information every year to fulfil their tasks. This data mighiuseceto provide

! Faculty of Technology, Policy & Management, Delft University of Technology, The Netherlands.
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financial advice to the public to improve their financial management, although there are
barriers preventing this. In this visionsaciety should be able to develop a situation in which

not only the wealthy few would get proper financial advice, but every taxpayer in need of such
advice. However, currently the income tax data is gathered for tax purposes only and may not
be used foother purposes. The data are both personal and confidential. Data protection and
privacy laws apply. Tax Administrations are tied by fiscal laws and laws on competition and
have to deal with the changing tax regulations imposed upon them every yearTakus,
Administrations cannot simply extend their scope of work into a domain which is currently
dominated by commercial actors.

The traditional roles of the government are changing. Janssen and Estevez (2013) describe
three waves of government:gevernment t-government and-¢§overnment. Egovernment

uses ICT to improve services to the publigovernment is transforming itself to reform
bureaucracy, anddovernment strives after lean government, doing more with less, and using
actors in the environmennd platforms. In the latter the government facilitates and steers
rather than doing everything itself.

Roller (1995) considsmwealth as a policy goal for governmelntpolicy, wealth is associated

with items such as fighting rising prices and ensurimgrgy supplies are maintained, but not
with wealth management as such. Wealth management might empower the public and
contribute to the policy goals of government.

Were government to enter the area of wealth management it would compete, to some extent,
with the market. ADemands for government i

n-

economyo (Borre & Viegas, 1995, p. 276). Tan

a guiding principle for government to agion but he suggests that gomeents should direct

their efforts more to promote market efficiency and market equity, instead of trying to replace
the market. According to Buchanan, cited in (Tanzi, 2005), government intervention to correct
shortcomings of the market can make thingsse rather than better.

Tax Administrations have the data to enatble provision ofwealth advice for the public.
Implementation ofvealth management for the pubdian take various form3he objective of

this paper is to explore future scenarios gsiancepts from wealth managemadiitis work is
explorative in nature and wants to raise awareness of this new venue and to provide a basis for
further thinking and discussion.

The following questions are asked:
1 What are future scenarios touse incomeax data for wealth management?
1 Which barriers preventealization of these scenarios?

Section 2 provides definitions and an extension of a wealth management concept as a basis for
common understanding. Section 3 providégsrmationon the method. Section 4 presents a
rationale for the need for wealth management for the public based on literature review. In
section 5 scenarid® implement wealth management for the public are developed. Section 6
presents a preliminary identificatioof barriers. In section 7 conclusions and research
perspectives are provided.
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2. DEFINITIONS

In this section the background and definitions of key terms are provided as a basis for mutual
understanding and further discussion. New client segments aanagxtended wealth
management pyramid are developed to make the target group larger than only the wealthy few.

fAidrinancial healtldis that the money coming in is greater than the money going out when the
necessary expenses are paidfor( Anonymous, 2014)

Wealth managemens often associated with wealthy people dahd management dheir
investment portfoliosMaude (2006) defines wealth managemenas i Fancial services
provided to wealthy clients, mainly individuals and their families. Private bgrfkiims an
important, more exclusive, subset of wealth management. At least until recently, it largely
consisted of banking services (deposit taking and payments), discretionary asset management,
brokerage, limited tax advisory services and some basigergetype services, offered by a

single designated relationship managélaude 2006, p.l ) . M adfindtienésksowgdthat

wealth management is much broader than only managing investment portfolios, that a
relationship manager provides the servicesh® ¢lient, and that wealth management is
provided only to wealthy clients.

Wealth management is traditionally only for the rich cliefftsvealth managementere to
become available to all, it would require a different client segmentatient
segmentation is fthe artand science of tailoring and delivering

products and services to distinct client groups 0 (Maude, p.54).

The financial sector works with a client segmentation, based on the net worth of individuals or
families. Net worthis the valie of assets minus liabilitiefrivate banking targets

only the very wealthiest clients or high net worth individuals

(HNWIs): broadly speaking, those with more than around $1

million in investable assets. Wealth management, by contrast,

targets clients with assets as low as $100,000, i.e. affluent

as well as high net worth (HNW) clients. 0 (Maude, 2006, p. 2).

The most basic approach is to segment the client base based on

the amount of wealth ( Maude, 2006, p.55), for example: Affluent,

High Net Worth, Ver y High Net Worth, and Ultra High Net Worth,

see the wealth management pyramid (PricewaterhouseCoopers, 2005)

depicted in Figure 1 on the left hand side . Client segmentation
typically varies in time , per organisation and per country , for
instance IMCA usea minimum net worth of $5 million in order to be considered a-higth
worth client(IMCA, 2012) . More elaborate client segmentations use

multiple criteria such as asset size, account age, tax

situation, life - cycle status, event, product stage, risk

readin ess and geography ( Maude, 2006, p. 61).

Wealth management ¢ ould target other segments than the wealthy

few , forinstance segments with alower networth or lower income

class than the affluent. These clients are particularly in need
of services and regul ar advice on how to reach a healthy

financial situation and become wealthier. Therefore, w e
introduce new cl ient segments: Medium Net Worth (MNW), Low Net
Worth ( LNW, and Negative Net Worth (NNW clients. The amount
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of wealth associated with these segments mayvary .A saninitial
indication for western countries the following amounts can
serve: MNW ($50,000 - $100,000), LNW ($0 - $50,000) and NNW
(less than $0). For non -western countries this will be

different. The extension  of the client segmentati on results in

a new wealth management pyramid, as shown in Figure 1 on the
right  hand side

VHNW
$5m¢ 50m

HNW
$500,0005m
Affluent
$100,006500,000

MNW
| > $50,000100,000
LNW
$0-50,000

Affluent
NNW
$100,006500,000 \ / <$0 \

Fig. 1. Wealth management pyramids. On the left the traditional pyramid, see (Pricewaterhouse Coopers, 2005), on the right a

VHNW
$5m¢ 50m

HNW
$500,0085m

new pyramid with an extended client segmentation for wealth management for the public.

Wealth management for the public is the provision of financial
services provided to the public at large. It consists of tax

advisory services to improve their  fiscal self - reliance, regular
signals on the ir  financial position to remain or become
financially healthy or wealthy, and refer ences to relevant
public and private actors on the financial market to follow up

on advice  given .

Personalizedinancial advices bespokdinancial advice to gaxpayeywhichis based on the
current fiscal and financial situation and the relevant history oftéhxgiayerover the past
year(s). The advice may also provide a prognosis for the future by extrapolating the trends of
the past and taking into account the upcoming government measures with taxes, welfare
etcetera.

Fiscal selfrelianceis fiBeing able to handle fiscal matters in an independent way, using the
available information channels, understanding the fiscal rhl@ging a support network,
knowing how to organize it and o (DatchiTaxg cont
Administration,2014).

Fiscal compliances theiDegree to which a taxpayer complies (or fails to comply) with the
tax rules of his country, faxample by declaring income, filing a return, and paying the tax
due in a timely mannéiMoneyControl, 2018).

3. METHOD
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The suggestioto re-use tax data for wealth management for the public was fudéweioped

in discussions with managers, policy makers and emplateadax Administrationusing
presentationand discussions the period 201:22013. One session with about ten participants
took place with high level management and external peopledoatiemia.

The participants were selected based on the diverstheofroles in the Tax Administration.

Some could be potential sponsors of the idea, others were policy or legal advisors. The selection
of people materialized in this way because thix Palministration asked people with
innovative ideas to find a sponsor at the management level in order to proceed with the
implementation of the idea and to claim resources. These discussions selessgdpthe two

axes of the scenario logic, see FigRrand enriched the initial idea of wealth management for

the public with implementation options related to whom was involved, how extensive the
advice could be, and with descriptions of barriers to be addressed.

Scenario thinking (Schwarz, 1996) wasedsto explore the directions by structuring the
information obtained from literature and discussions, since scenarios can describe uncertain
futures. The steps for scenario development used hemmaddjed from (Ringland, 1998, p.
228233}

1. Identify the focal issue or decisiollVhich important decision has to be made?

2. List key forcedn the environment. Which key forces influence the success or failure
of that decision?

3. List driving forcesin the environment. Which forces are predetermined, which are
uncertain?

4. Rank these key factors and driving forbgsmportanceand uncertaintyWhich
factors are most important and most uncertain?

5. Selectthescenario logicWhich axes can be used to depict the scenarios? The
previous ranking exercise results ireaxXor the scenarios, which allow the selection
of the most important scenarios in order to prevent proliferation of scenarios.

6. Describe the scenario8 narrative with a scenario title should capture the dynamics
of the situation and communicate the foin

7. Explore implicationsWhat does the main decision look in each scenario?

8. Select leading indicator&Vhich indicators can be identified to monitor the scenarios?

These steps are described in section 5. This approach resulted in nine scenarios from which
two scenarios, resulting from the discussions, will be described in detail section 5.

Subsequently barriers were identified during discussions with policy aalddégsors of a
Tax Administration, sesection 6.

4. RATIONALE FOR WEALTH MANAGEMENT FOR THE PUBLIC

Why is another way of looking atealth management desirable? In this section we connect the
need for wealth managemeantrecurring financial crisedinancial illiteracy of thepublic and

fiscal selfrelianceby means of &iteraturereview. Therwe describe some other initiatives to
strengthercitizens to identify a hiatus.

Financial crisesccur throughout history. Kindleberger & Aliber (2008) ged a timeline of

nearly forty financial crises in the period 1618 till 1998. The most rewesis has engulfed
Europe since 2@ Financial crises often last for several years and have a profound negative
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impact on society. The citizens are often bdudtyby financial crises. Despite income tax data
beingavailable at the Tax Administrations, tax intermediaries and households, this data is not
re-used to empower taxpayers and improve their wealth, such that they can better withstand
new financial crises

Over the past decades there has been a shift in responsibilities concerning financial and social
care from the government to the citizens in various countries. Politicians view this as less of a
job for the government and as a consequence the goverprogites less support. However,

it is questionable whether the citizens are capable of taking financial decisions autonomously,
given the complex products and regulations of the financial markets (Schoneville & Verhage,
2012). Citizens are vulnerable fioancial crises. Van Rooij, Lusardie and Alessie state that
fiMost households lack knowledge of fundamental financial conceRij, van, Lusardi&

Alessie, 2011p. 594). The Dutch Bank, DNB, performed research on the financial literacy of
citizens andound that financial literacy of Dutch households was below the nRouij, van,
Lusardi& Alessie, 200Y. A similar conclusion was arrived at by Schoneville and Verhage
(2012). The Dutch Financial Capability Survey of the Treasury Department showedhéha
financial situation of large groups of consumers is vulnerable: one in ten consumers has
difficulty in making ends meet and four in ten consumers do not have sufficient buffers to deal
with large unforeseen expenditures or income shocks causetmployment, divorce or the

onset of a chronic illneées ( Rooi j, van, et al ., 2011, p . 6
Dutch households | ack knowledge of financi al
educational attainment display the lowese vel s of fi nanci al Knowl e

al., 2011, p. 594).

Many citizens are not fiscally independent as one A@ministrationemployee commented:
fi20 % of the citizens do not make use of their rights. This also concerns other public
organkation® (Senior policy advisoof a Tax AdministrationDecember 52012)

There already exist initiatives to strengthen the citizen financially. For example in the
Netherlands the following initiatives are available:
1 Help to people who have debts bydget coaches, city credit banks and nutrition
banks of local authorities;
1 Help to survive the financial crisis by trying to lower the costs for fixed costs such as
costs for energy and water of households by entrepreneurs;
1 Assistance by budgetstituteswith general (nofpersonalzed) advice, information
and guidelines.

In the United Kingdom an organization exists, sponsored by government, where citizens can
obtain advice on their financial health, see (Citizens Advice Bureau, 2016). In the United State

and Austria, income tax preparation software can provide personalized financial advice in
addition to fiscal advice (Peak & Buckner, 2003). Some patents are in place. For instance in
(Peak & Buckner, 2003) a solution is proposed for tax preparation aeftywrovided by

private organizations, that generates a personalized tax advice based on tax return data. The
contents of the personalized advice ranges from fiscal advice such as child care tax credits,
financial advice such as a saving strategy for retime n t saving for chil
general advice to make use of certain governmental services such as a nutrition bank.

There are relatively cheap wealth management services from third patti@saccompany

brokerage accounts. In thanited Stées,annual statements are provided that disclose portfolio
holdings, short/long term capital gains and losSesial security is collected from taxpayers,
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and then forecasts can be obtained from the Social Security Adminis{Réelewer, emalil,
Januay 17, 2018)

However, none of the initiatives above reaches the public at large. This hiatus can be imbued
by wealth management for the publieuging tax data.

5. FUTURE SCENARIOS FOR WEALTH MANAGEMNT

The scenarios explore ways to realize wealth mameent for the public, taking into account
the information gathered during interviews and presentations in a Tax Administigtien.
scenarios serve to open up and to broadentlihiking and discussion on providing
personalizedvealth management to the lgic in the sense that actoosherthan the Tax
Administration can be involved in the implementation of this policy idea.

Sar dar 0 s Ruturesrsadies reed ta be scéptical of simpledonensionakolutions
to wicked problems as well as ofdmant ideas, projections, predictions, forecasts and notions
of truth to ensure that the future is not foreclosed and colonised by a singlec{Sanmdar,
2010, p. 183). The scenarios below implicitly question the following dominant assumptions:
1 Theneed for withdrawal of the government. Do technological developments enable
new services without costing much effort of civil servants, keeping government lean?
1 The legal setting on the division of tasks between public and private actors in the
financial sector, and the forms of cooperation between public and private actors.
Should public and private actors cooperate more, or in different ways, to keep the
publicfinancially healthy / wealthy?
1 Wealth management is only needed by the wealthy few. Why not use it for the public
at large to address financial crises-patively?

In the text below the eight steps for developing scenarios are described.

Stepl: The scwrios focus on the issue of improving the wealth of the public, such that the
public can better withstand difficult financial situations. How can the fiscal / financial situation

of the public be improved on a regular basis, and by which actors? Ongedbkison can be
answered and acted upon, it is likely to have a-tengn, positive influence on the welfare of
society and on tax revenue. The main decision to take is: Shall we provide wealth management
to the publidoy re-using income tax data?

Step2: The financial vulnerability of households and the financial crisis have created a difficult
situation for many people in many countries. Key forces are the ongoing financial crisis
combined with financial illiteracy of householdse financial crisesispirereflectionon the
future role and scope of Tax Administrations.

Steps 3, 4 and 5: ®have identified the following driving forces

1T Personalization, or Othe action that tai
user s o, mo dbagher,eCdoleg Erivistavy, 2006).

1 The technology hype on data. There is a trend to use data in other ways, see for
instance (Shadbolt & O6Hara, 2013). This
data analytics enabling us to move forward from geraghalceto the public by
budget instituteso personalized advice.

1 The need for fiscalamplianceand fiscal selreliance
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If we rank the key factors and driving forces in order of importance in a subjective way, the
result is:

1. Financial crisisand illiteracy;
2. Need for fiscal omplianceand fiscal selreliance;
3. Personalizatiomndthe echnology hype on data.

Ranking will be country specific. In the Netherlands, the financial crisis is considered to have
the largest impact of all forces. Only 4% oktbutch taxpayers is estimated to be nhon
compliant. This is still a large number of households to deal with for a Tax Administration. In
other countries nenomplianttaxpayers may be a higher percentage and a stronger force.
Personalization and the techogy hype on data serve as enablers for the scenarios.

The key factors and driving forces are in a way predetermined. For instance we expect that
financial crises will occur again, but we do not know where and when. In derogation from
Schwarzés step 5 (Schwarz, 199609stimparantkkp not
factors and driving forces. Instead we base the scenario logic on what is uncertain in the
solution space: first, it is uncertain which actors will provide wealth management to the public,
and second, it is uncertain what the scope anteod of the personalized financial advice will

be, given the different legal and political settings in the countries.

The axes considered in the scen&gic are:x - Which actors provide wealth management
to the publi®y - What is thescope and typef content of the adviceRigure2 shows thewo
axes used for the scenario logic.

Financialvealth

Financiahealth

Fiscal
y- axis Public Publicg Private Private
increased actors actors actors
contents
of advice

x-axis increaseduseof private actors

Fig. 2: Two axes for scenatrio logic relating to actorsagis) and to the scope and type of
contents of the advice {gxis)

The xaxis depicts three options on which actors provide wealth management advice to the
public:
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1. Public actors. These public actors can beTtae Administrationin cooperation with
other public organizations such as public budget institutes, which ceid@& follow
up with thetaxpayes on the automatically generated advice.

2. Publicprivate actors, each exercising its role according to what the current legal setting
in the specific country allows them to do. This can be Public Private Partnerships (PPP)
Public Private People Partnerships (PRBE¢(Ng et al., 2013), or other cooperation
forms between public and private actors.

3. Private actors, for instance tax preparation software providers, fiscal advisors, or
financial organizationsee Peak& Buckner, 2003 H&R Block, 2014; Turbo Tax,
2014)

These options are described below.

Public actors optionBy doing something in return for tiiata in thencome tax formand the

tax paymenta Tax Administrationcanchange the relationship with tkexpayerin a positive

way. The Tax Administration thenuses the reciprocity principlein order to stimulate
cooperation between th&xpayerand the Tax Administration for tax compliance, see
(Axelrod, 1984) on using reciprocity to stimulate cooperati@etwbken actors by doing
something in return for services provided. Barriers to addrefisstyehat Tax Administrations

cannot simply start an advisory service since they are bound by law in what they can and cannot

do, andsecondt hat @A Tax onAdrenocoupisdtalready by their primary tasks for
handling taxes and changes in | aws concerni
discussion, February 7, 2013).

Public-private actors optionls the current divisionf tasksbetween public and prit@ actors

in the financial sector beneficidér addresmg financial crises? The long time it takes to
overcome financial crises renders that unlikely. Many financial advices do not take the interest
of the client as the focal point, but are a way ofisglfinancial products. A combination of
public and private actors may bring some balance in the financial sesécesand more
focus on the interests of the citizens and the economy as a Wiable.1 provides a non
exhaustive list of differences beten banks anfiax Administratios. Similar to private banks,
which follow the financial position of their clients during their lifetime, Tax Administrations
have a lifetime overview of the financial position of the taxpayerankB andTax
Administratiors could complement one another, especially in obtaining a more complete
picture on the financial position oftaxpayerto base a proper, persomnzall financial advice
on.Combining thdinancial knowledge of thprivate financial actor@ith there-use ofincome

tax data of theTax Administratios maylead to increased wealth of the public and new
remediego financial crises.

Table 1: Comparison of banks and Tax Administrations

Criterion Banks Tax Administrations
View of the | Have a transactional view tfar | Have a lifetimeand relatively
clients clientsbased on incoming and | completeoverview of the financial
outgoing payments position of theaxpayetbased on the
income tax data.
Type of Privateactor. Publicactor.
actor
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Client base | Clientscan choose their bankhe | Taxpayers have to work with their
bank only addresses its clients, g national Tax Administration. The Ta
not the public. Administrations address the public.

Commercial | Commercial interest to sell No commercial interest.

interest finandal products to clients,
possibly leading to subptimal
advice.

Private actors optionPrivate actors can provide wedalhanagemento the public based on
the income tax data made available to them by the taxpayers.

Theinitial suggestion was that the Tax Administration could become the wealth manager for

the public, bua Tax Administrationcantakeon variousroles for instance as
1 A public advisory actor;

T A dat a

broker t o

t he

t ax peyer

and

t he

t ax

1 A guardian, who puts requirements on the potential uses of the data by advisory actors

that would safeguard the social goal of wealth management for the public.

Froma broader perspective thiax Administrationcan assume the role of an enabler oredr

of social innovationTherole of data broker of &ax Administratioris mentionedinceincome
tax data over the years required tobase a personaéd advice on. This data need not be
retrieved from arax Administration but may also be directlyetrieved from thdaxpayes,
who may have the data on their home computers. However, tavgrgyersill not have these
data available ovall the years, only the most recent ddiee to computer upgrades etcetera
Then aTax Administrationmay provide rstorical income tax data frois archives to the

taxpayeror to thet a x p aaglvesarydastors at the request of thepayer

The yaxis represents an increased content of the advice ranging from advice for fiscal self

reliance advice to a financialealth advice. The-gxis depicts three options on the type and

contents of the advice:

1. Fiscal advice to maintain or improve fiscal sefiance. The citizen is made aware of
fiscal options that were wrongly overlooked and can then take advantage of these

options.

2. Financial health advice to maintain or improve the financial health of the citizen. The

citizen is made aware of a healthy balance between debts and income for the relevant

income level.

3. Financial wealth advice to maintain or improve the finahaeealth of the citizen. The
citizen receives advice on wealth issues such as pensions, reserves needed, saving or
investing etcetera.

Step 6: The two axes, each with three options, enable the creation of nine scenarios to realize
wealth management fané public, as shown in Table 2.

Table 2: Scenarios

Actors ->
Area of advice

Public actors

Publici private actors
(PPP, PPPP or other)

Private actors

as a driver of social innovation.

Fiscal advice Scenario 1 Scenario 4 Scenario 7

Financial health advice Scenario 2 Scenario 5: Tax Administration | Scenario 8
cooperating with staftips.

Financial wealth advice Scenario 3: Tax Administration | Scenario 6 Scenario 9
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Scenarios 46 conform tothe lean government wave (Janssen & Estevez, 2013), since they
describe a way of doing more with less and involving private actors. Countries can choose a
suitable scenario or design their own scenarioscémariogl-6 public actorsprovide input to

private actors,but only at the request of thxpayer. The taxpayers remain in control over
their data. Below we describe only two scenarios, 3 and 5. We leave the other scenarios to the
imagination of the reader.

Al would like to propose to first incorpate in the advice to the citizen the regulations of which

the citizen has a right to use, but does not yet exercise that right. 20 % of the citizens do not
make use of their rights. This also concerns other public organizaibas the Tax
Administratian). This is meant to increase tbelf-relianceof taxpayers Subsequently we can

start giving advice on the financial position of the citizé(Senior policy advisordiscussion,
December 52012) In the Netherlands some tax regulations for the beneffititizens require

that the citizen explicitly asks for it. When citizens do not asice they are not aware of (or
knowledgeable on) these tax regulatiaigy do not receive the money associated with the
regulation.This quote reveals a roadmap concerning the content of the advice, ranging from
increasing fiscal selfeliance, to financial health and ultimately to financial wealth. A roadmap

for the content of the advice is based on the time dimension. The perstadizee can start

by looking at the past year, and then proceed to the present and future years, taking into account
the tax regulations of the government for the present and future years.

The scenarios describe a way of working in analogy to what hweainagers do for their
wealthy clients, but now for the public at large. The software of wealth managers compares the
financial situation of a wealthy individual or family to a profile for a certain wealth and income
class. Then personalized advice iseyated using software for the relationship manager of the
private bank as a basis for a discussion with the wealthy client. The client is advised on how to
stay wealthy or, if possible, become wealthier. For wealth management for the public the
solution sggested here is to provide a regular, automated advisory service based on income
tax data to the taxpayers, which works with software that does not require relationship
managers. The software required can be adapted wealth management software, ottlsattware

is specifically designed for this purpose. The role of the relationship managers in current wealth
management can be fulfilled by public bodies, like budget institutes, or actors on the financial
market if the taxpayers subsequently want more extersiglanations or follow up actions on

the automated personalized advice they receive. Table 3 compares traditional wealth
management and wealth management for the public.

Table 3: Comparison between traditional wealth management and wealth management for
the public

Traditional wealth management | Wealth management for the
public

Client segment | Affluents, HNW, VHNW, UHNW. | NNW, LNW, MNW, Affluents,
HNW, VHNW, UHNW.

Communication | Via relationship or wealth Via an automated advicppssibly
with the client | managers extended with public bodiesnd /
or financialadvisorsfor follow
up.
Generation of | Partially automated using wealth | Fully automated using client
advice management software, client profiles, spedic software and

profiles and the expertise of a income tax data
wealth manager
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Advice is based | Data on investment portfolios, Income tax data of households
on knowledge of family assets, cultu| over the years, government
etcetera. regulations.

Thepublicalsocontains affluents, HNWs, VHNWs atuHNWsS. It is likely that these citizens
will continue taneed traditional wealth management for their assetgaedtment portfolios.
Wealth management for tipeiblicis a way to extenttaditionalwealth management to other
client segments with less net worth than the affluéftese segments now only have basic
banking services available.

Figure 3shows a common information exchange between the taxpayer and the actors who
provide advice. The taxpayer makes tax data available to advisory actors and issues a request
for an advice. The data may be the most recent tax data, or a tax data archivdvidea
returned by the advisory actors. The scenarios are created by changing the advisory actors and
the content of the advice, depicted by the ovalsgure 3.

Incometax data

Requestor advice

Taxpayer Advisoryactors

Fig. 3. Exchange between taxpayer and advisory actors, triggered by the receipt of income tax data

Scenario 3: Public actors become wealth advisors

This scenario seeks to improve the (tThexpayer
following scenario description is a hypothetical implementation scenarie giicy idea.

Example of scenario 3: The Tax Administration driving social innovation

The policy idea bwealth management for the pubtieeds to be discussed at the political and
legal levels, since Tax Administrations are executing services of the Ministries of Finance and
perform their tasks according to laws. To provide wealth management to the puldinge

tax data is a decision be taken by the relevant political bodies in a country. These discussions
should have as an outcome whether the policy idea is accepted or not, and if it is accepted,
what the preferred scenario is.

When the policy idea is accepted at the political @ugall levels and scenario 3 is chosen, a
possible implementation can take into account the following steps:
1 Implementation of a Government Finance Database (Pierson, Hand & Thompson,
2015);
1 Use of a Regulatory Sandbox, when fiscal and market laws reqyusgradnts to
enable the implementation and testing of the policy idea;
Adjustments to fiscal and market laws;
Education on the possibilities of-using tax data for wealth management;

E
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Cooperation with organizations active in wealth management and impbgroarof

the extension of the Wealth Management Pyramid in software;

Cooperation with a public Budget Institute in order to enable follow up actions on the
automated advice of the Tax Administration;

Execution of a Proof of Concept at a limited scalelimch security and privacy

iIssues are addressed,;

Evaluation of the social innovation aspects to prepare decision making on scaling up
to the public at large, involving user groups of taxpayers and other relevant actors in
the evaluation;

Monitoring of the effects on financial / fiscal awareness and wealth levels of the
public over the years and estimating the
financial crises.

The Tax Administration and a public budget institute are the advisory actors, se24£ig

Taxpayer

Tax Administration

Incometax data

Requesfor advice Public Budgemnstitute

Financialvealthadvice

Requesfor follow-up on financialvealth advice

Followup on financialvealth advice

Fig. 4. Example of an exchange for scenario 3: Public actors (Tax Administration and Budget Institute) as financial wealth

advisors

Scenario 5: Publiprivate actors become financial health advisors for the public

In thisscenario a Tax Administration cooperates with a-staytwhich offers a financial

health service to the taxpayers, see Figure 5. This hypothetical scenario can be developed as a
solution for a country, where many people are haviodiigh loans for their income levels.

Example of scenario 5: The Tax Administration cooperates with augtaxdmpany

When the policy idea is accepted at the political and legal levels and scenario 5 is chosen, a
possible implementation can take into@aat the following steps:

T
T

EJE

Implementation of a Government Finance Database (Pierson, Hand & Thompson,
2015);

Use of a Regulatory Sandbox, when fiscal and market laws require adjustments to
enable the policy idea;

Adjustments to fiscal and market laws;

Educdion on the possibilities of rasing tax data for financial health management;
Selection and cooperation with one or more siprcompanies;
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1 Execution of a Proof of Concept at a limited scale in which security and privacy
issues are addressed,;

t he

publ i c

1 Evaluationof the financial health innovation aspects to prepare decision making on
scaling up to the public at large involving user groups of taxpayers and other relevant
actors in the evaluation.

1 Monitoring the effects on financi&kalth levelsand financialiteracyof the public
over the years and estimating

Tax Administration
Incometax data
Requesfor financial Startup
healthadvice
Taxpayer Incometax data
Financial healtladvice

Fig. 5. Example of an exchange for scenario 5: Public actor (Tax Administration) and a private actor (start-up company)

cooperate as financial health advisors

Steps 7 and 8niplicationsand indicators to measure the effects of the scenamos
describedn Table 4 Tax Administratioms usuallyhave a larger customer base than private
organizationsand thenheimpacton societyof scenariosd3 and 46 can be expected to be

larger than thempactof scenarios -B. Scenarios-4 have the advantage that tasks can be
more easily allocated to the appropriate actors takingutrentlegislation into account.
Less legal chages will be requirefbr these scenarios.

Table 4: Implications of scenarios and indicators. Direction of effect: + means increase,

means decrease.

Implication Relevant for Indicator Direction
scenario of effect

Increased fiscal setkliance 1,4,7 % of fiscal selfreliant taxpayers +

Increased financial literacy 2,3,5,6,8,9 | % of financial literacy of taxpayers -

Less calls to help desks of Tax 1,4,7 Number of calls to help desk for fiscal of Tax Administratior -

Administrations / numberof taxpayers

More state money will be needed to| 1, 4,7 Government expenses on regulations for citizens / number| +

pay for a 100 % usage of regulation; taxpayers

Improvedrelationship betweetiax 1-6 Client satisfactiorof the taxpayers +

Administratiors andtaxpayes

More financial healthless deltand | 2, 3,5, 6, 8,9 | % healthy households, % households with debts, % +, -+

morecompliance compliance

More financial wealthless debts and| 3, 6, 9 % wealthy households, ¥useholds with debts, % +, -+

morecompliance compliance

Increase inncome tax collected 3,6,9 Income tax / number of taxpayers +

Boost of the financial market 4-9 Number of services using income tax data of financial acto] +

6. BARRIERS
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The realization ofscenarios involving an active role of Tax Administrations encounters
barriers. Barriers identified in a discussion with a company lawyer of a Tax Administration for
the question: Which barriers prevent realization of these scenarios? are as follows.

Tax Administrations are bound by law in what they can and cannot do. In addition, there are
laws that regulate the position of the public sector and the private sector to avoid unfair
competition and to create a level playing field.

ATax Admi ni ditoccapied by thair pramrarg tasksufor handling taxes and changes
in | aws concerning taxo (Manager of a Tax Ad

Al have discussed wealth management forghblic with an IPR lawyeré He foresaw
possible prol@ms with the competition laws we have here. | think we can find a way out of it,
but it must be investigated. Privacy issues and goal issues can be taken cqtewier,
discussion, October 1, 2012). In the Dutch privacy law, data may only be gatbered
specific, predetermined goal according to the principle of goal binding of personal data. When
personal data of the Tax Administration is used for purposes other than tax, this should be made
clear in advance to citizens.

Problems may arise relatempermission. When a Tax Administration would enter into wealth
management activities, then in the Netherlands a permit is required of the Dutch Bank (DNB).

I n order to advise on investment portfoliobs
the Authority for Consumers and Market, the ACM. This may result in legal issues such as: Is

a government organization like the Tax Administration subject to decisions of an organization

like the ACM?

With respect to quality of service and accountabilivhich guarantees does the taxpayer get

to ensure that the advice is correct and appropriate? In the financial sector financial planners
need qualifications and ongoing education to do advisory work. A similar mechanism is
required for the scenarios inving personalized financial advice by public actors.

How is liability addressed in case a financial advice results in damage? Commercial parties are
ensured for liability, but public sector organizations are not.

How is mnsumer protectioarranged?Vhen a taxpayer asks a commercial organization for
financial advice, the taxpayer is protected according to the consumer laws. This is not the case
when the taxpayer is advised by the Tax Administration.

Citizens should have stronger rights on data su@tesss and correction of personal data, a
right to be forgotten, a right to object to data processing and the right to be informed when data
security is breached (EU, 2015). This needs to be arranged.

Shortage in funding may also prove to be an impoliarterin the sense that advisory services
cannot be madavailable to individual taxpayers due to funding €uts

In summary there are barriers in the field of law, workload, privacy, permission, quality of
service and accountability, liability, consumprotection and funding. The barriers are
different for each scenario. These barriers, and the measures that can be taken to address them,

2 As pointed out by reviewer.
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require further investigation per country. The barriers might prevent the realization of certain
scenarios.

7. CONCLUSIONS AND FURTHER RESEARCH

To reuse tax data for wealth management for the public, we developed nine scenarios and
investigate barriers and measures to takbe scenarios can be used in differemirdriesto

make implementation plans for the scemaf their choice. Since the Tax Administrations are
executing organizations of the government, it is important that the government and the political
bodiesembrace a certain scenario for wealth management for the pabtclarify, or
redefine, theole of the Tax Administratiom their country.

Our first question is: What are future scenarios tose income tax data for wealth
management?Po answer this question nine future scenarios have been identified along two
axes:
1. Which actors providevealth management to the public? Thesepal#ic actors,
public-private actors or private actors, and
2. What is the scope and type of content of the advice? These are fiscaliaatfe
advice, financial health advi@ndfinancial wealth advice.

Scenaios 1-3 adopt a role for the public sector and require a change in the scope and role of
Tax Administrations. Scenariosétuse a combination of public and private actors (such as a
Public Private People Partnership) and are in line with the wave ofte@mnment (Janssen

& Estevez, 2013). These scenarios seem more likely in countries where public and private
actors can cooperate according to the legal and political settinguahd and private actors

keep each other in balanc&cenarios -B are mordikely for countries, where the role of the
government ikeptlimited.

The second question is:N¢h barriers prevent realization of these scenarid&barriers for

the implementation opersonalizedfinancial advice are the high workload of tA@x
Administratiors, which preventthem frombroadening the scope of their work, ahé law,
regulating the tasks of Tax Administrations. Tax Administratiare positioned as executing
service of the Ministes of Finance and not as entreprersga the firancial marketFurther
barriers lie in privacy, permission, quality of service and accountability, liability, consumer
protection the rights of citizens concerning dasand funding

The following questions andopics require further researdiWhat is tke economic impact at

the household and at the national |@alhich multi criteria client segmentatiois required

since 6édamount of wealthoé may b?&Vhichrteshmi€af i ci en
solutions are suitable for the various scenarios?

Theinformation orbarriers should be expanded upath lawyers, familiar with the fiscal and
market laws in a countryrhe adoptiorof the policy ideand measures to address blagriers

scope and content of the advice in relation tontit@nalfinancial issueslaws and regulations,
require further investigatiorFor instance, in the UK a relation with the Making Tax Digital
agenda is considered relevant, and especially the idea of a personal tax account (Reviewer, e
mail, January 17, 2018).

3 https://www.gov.uk/government/publications/makiteg-digital/overviewof-makingtax-digital
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Using taxpayer data for wealth management for the public at least entails some element of
education or increased knowledge about faxd wealth management at the Tax
Administrations and in the countrfesA suitable way of educating the relevant actors on tax
and wealth management and the new possibilities enabled by technology needs to be found.

What we are proposing is to think and discuss further on the topic of wealth management for
the public reusing tax data.
ACKNOWLEDGEMENTS

We thank J. Schlesinger, Chief Enterprise Architect at a supplier of software for private
bankers, for the initial discussion on wealth management, the future role of Tax
Administrations, rause of tax data, and for persbicommunication afterwards and final
review of the publication, mr. drs. S.E.M. Meijer, Company Lawyer at a Tax Administration
for providing legal input on barriers, and dr. ing. A.J. Klievink, Assistant Professor at Delft
University of Technology and threviewers at the Journal of Tax Administration for
reviewing and comments.

4 ps pointed out by a reviewer

104



Journal of Tax Administration Vdk1 2018 Reusing Taxpayer Data

REFERENCES

Anonymous(2014). Financial Health.Retrieved from
<http://www.4u2musehealth.com/financialheditmI|> on February?, 2014.

Axelrod, R., 1984The Evolution of Cooperatioew York: Harper Collins Publishers
Basic Books.

Borre, O., Viegas, M., (19950vernment Intervention in the EconormyO. Borre and E.
Scarborough (Eds.J,he Scope of Govermmt Oxford: Oxford University Press, p. 276.

Citizens Advice Bureay2016. Citizens AdviceRetrieved from
<https://www.citizensadvice.org.ukbn Novemberll, 2016.

DutchTax Administration(2014). ZelfredzaamheidRetrieved fronxhttp://kennisagenda
belastingdienst.nl/zelfredzaamheid.plgn Novemberll, 2016.

EU, (2019. The EU Data Protection Reform and Big Data FactshRetrieved from
<http://ec.europa.eu/justice/dateotection/files/datarotectionbig-
data_factsheet web en.pdin April 17,2015

HM Revenue & Customg2017). Overview of Making Tax DigitaRetrieved fom
<https://www.gov.uk/government/publications/makitax-digital/overviewof-making
tax-digital> on March 6, 2018.

H&R Block. (2014). Taxsoftware. Retrieved fronxhttps://www.hrblock.com/onlinéax-
filing/>on October3, 2014.

Janssen, M., Estevez, E., (2013). Lean government and pldifsed governanceDoing
more with lessGGovernment Information Quarter80, Supplement 1, January 2013,
Pages SB8, ISSN 07424 X. Retrieved from
<http://dx.doi.org/10.1016/}.9iq.2012.11.003

IMCA, (2012. Wealth ManagemenRetrievel from
<http://www.thinkadvisor.com/2012/11/17/hesdw-you-definewealthrmanagement
imcaresponds on February4,2015.

Kindleberger, C.P., AlibeR.Z.(200)). Manias, Panics, and CrashésA History of
Financial CrisesLondon: Palgrave Macmillan, 298D3.

Maude, D.(2006. Global Private Banking and Wealth Managemieiithe New Realities.
Chichester: John Wiley & Sons Inc.

Mobasher, M., Cooley, RSrivistava, J.(2006. Automatic personalization based on Web
usage miningConmunications of the ACM42(8), 142151.

MoneyControl:Taxes. Tax compliancRetrieved from
<http://www.moneycontrol.com/glossary/taxestmmpliance 3114.htmlon March
16, 2018

Ng, S. T., Wong, J. M., & Wong, K. K. (2013). A public private people partnerships (P4)
process framework for infrastructure development in Hong K@itges 31, 370-381.

Peak, B. K., Buckner, J.I2003. System and Method for generating a personalized Tax
Advice DocumentJnited States Patent No. US,539,635 B1. US.

Pierson, K., Hand, M.L., Thompson, F. (201B)e Government Finance Database: A
Common Resourcef Quantitative Research in Public Financial AnalyBlsoS ONE
10(6):e0130119. D0i10.1371/journal.pone.0130119

105


http://www.4u2musehealth.com/financialhealth.html
https://www.citizensadvice.org.uk/
http://kennisagenda-belastingdienst.nl/zelfredzaamheid.php
http://kennisagenda-belastingdienst.nl/zelfredzaamheid.php
http://ec.europa.eu/justice/data-protection/files/data-protection-big-data_factsheet_web_en.pdf
http://ec.europa.eu/justice/data-protection/files/data-protection-big-data_factsheet_web_en.pdf
https://www.gov.uk/government/publications/making-tax-digital/overview-of-making-tax-digital
https://www.gov.uk/government/publications/making-tax-digital/overview-of-making-tax-digital
https://www.hrblock.com/online-tax-filing/
https://www.hrblock.com/online-tax-filing/
http://dx.doi.org/10.1016/j.giq.2012.11.003
http://www.thinkadvisor.com/2012/11/17/how-do-you-define-wealth-management-imca-responds
http://www.thinkadvisor.com/2012/11/17/how-do-you-define-wealth-management-imca-responds
http://www.moneycontrol.com/glossary/taxes/tax-compliance_3114.html

Journal of Tax Administration Vdk1 2018 Reusing Taxpayer Data

Pricewaterhouse Coope(2005. Global Private Banking / Wealth Management Survey
PricewaterhouseCoopeRetrieved from
<https://www.pwec.ch/user_content/editor/files/publ_bank/pwc_global_private banking_
wealth_mgmt_e.pdf on Decembef?2,2015.

Roller, E.(1999. Political Agendas and Beliefs about the Scope of Governime@t Borre
and E. Scarbrough (EdsBeliefs in Governmentol. 3 - The Scope of Government
Oxford: Oxford University Press, 1995,-85.

Rooij, M. van, Lusardi, A., Alessie, RR007. FinancialLiteracy and Stock Market
Participation Journal of Financial Economic401(2), 449472.Retrieved from
<http://dx.doi.org/10.1016/].jfineco.2011.03.006n December 22, 2015

Rooij, M.C.J. van, Lusardi, A., Alessie, R.J.k2011J). Financial literacy and retirement
planning in the Netherlanddournal of Economic Psycholog®2, 593608.

Sardar, Z.(2010. The Namesake: Futures; futures studies; futurology; futuristic; forésight
What 6 s i Futuras4? B/ lS4L

Schoneville, W.M., Verhage, C.N2012. Financial literacy en de gemiddelde consument.
Tijdschrift voor ComplianceDecember 2012, 26271.

Schwartz, P(1996. The Art of the Long View: Planning for the Futumean Uncertain
World. New York: Currency Doubleday.

Shadbolt, N, O'Hara, K (2013. Linked data in governmen&EE Internet Computing
17(4), 72-77. doi:10.1109/MIC.2013.7.2

Tanzi, V.(2005. The Role of the State in the 21th Cent@gto Journal 25(3).

Tanzi, V.(2011). Government versus Markets: The Changing Economic Role of the State.
Cambridge: Cambridge University Press.

Turbo Tax, 2014Tax softwareRetrieved from
<https://www.turbotax.com/Ip/tyl3/ppc/tmp2_2.jsp?znP=lineup.lineupfdphb&srgs=null
&cid=ppc_qgg_b_stan_all us_turbax-

&srid=sr3 102737932|pcrid|41808519588|pkw|turbo%20tax|pmt|e|pdv|c|mtid|BRO3&sk
w=turbo%20tax&adid=41808519588&kw={searchQyi&ven=gg&> on October3,
2014.

106


https://www.pwc.ch/user_content/editor/files/publ_bank/pwc_global_private_banking_wealth_mgmt_e.pdf%3e
https://www.pwc.ch/user_content/editor/files/publ_bank/pwc_global_private_banking_wealth_mgmt_e.pdf%3e
http://dx.doi.org/10.1016/j.jfineco.2011.03.006
http://dx.doi.org/10.1109/MIC.2013.72
https://www.turbotax.com/lp/ty13/ppc/tmp2_2.jsp?znP=lineup.lineupfdphb&srqs=null&cid=ppc_gg_b_stan_all_us_turbo-tax-main&srid=sr3_102737932|pcrid|41808519588|pkw|turbo%20tax|pmt|e|pdv|c|mtid|BR03&skw=turbo%20tax&adid=41808519588&kw=%7bsearchQuery%7d&ven=gg&
https://www.turbotax.com/lp/ty13/ppc/tmp2_2.jsp?znP=lineup.lineupfdphb&srqs=null&cid=ppc_gg_b_stan_all_us_turbo-tax-main&srid=sr3_102737932|pcrid|41808519588|pkw|turbo%20tax|pmt|e|pdv|c|mtid|BR03&skw=turbo%20tax&adid=41808519588&kw=%7bsearchQuery%7d&ven=gg&
https://www.turbotax.com/lp/ty13/ppc/tmp2_2.jsp?znP=lineup.lineupfdphb&srqs=null&cid=ppc_gg_b_stan_all_us_turbo-tax-main&srid=sr3_102737932|pcrid|41808519588|pkw|turbo%20tax|pmt|e|pdv|c|mtid|BR03&skw=turbo%20tax&adid=41808519588&kw=%7bsearchQuery%7d&ven=gg&
https://www.turbotax.com/lp/ty13/ppc/tmp2_2.jsp?znP=lineup.lineupfdphb&srqs=null&cid=ppc_gg_b_stan_all_us_turbo-tax-main&srid=sr3_102737932|pcrid|41808519588|pkw|turbo%20tax|pmt|e|pdv|c|mtid|BR03&skw=turbo%20tax&adid=41808519588&kw=%7bsearchQuery%7d&ven=gg&

Journal of Tax Administration Va1 2018 Tax Evasion Games

REVIEW

A PRACTICAL GUIDE TO SET TING UP YOUR TAX EVASION
GAME?

Antoine MalézieuX

Abstract

Over the last four decades, an importatteam ofliterature has studd tax compliance
behaviar in the laloratorythrough tax evasion games. Instheview ofover 70 papers the
main results are summarised, highlightthg most prominent &ures of tax evasion game
The results are interpreted in terms ofbladtorytax complianceVariableghat have gositive
impact on compliance are a netudent pool of subjegta loaded framea directive wayof
asking for complianceaprogressiveax regime, redistribution of tax fugcendogenous audijt
increagdaudit probability Jargerfines anda oneoff tax amnestySelf-employed income and
a complex tax system are expected to have a negative imphité the impact of earned
income, tax rees and publiegood fundis unclear and desersurther investigation.

Keywords: tax evasion, tax evasion game, tax compliance ganaatayexperiment.
JEL classification: C9; H26.

INTRODUCTION

This year marks the 40th anniversary of the engtr tax evasion gan{@ EG), publishedby
Friedlandet al. (1978) in theJournal of Public EconomicsThis marled the beginning of
behaviarral public economics (also referred to as behaabpublic finance) a discipline
studyingtax evasion and compliaa in the labratory® The problem of tax evasiomas thus
addressed quite early oespecially in experimental economiesearch. Ircomparison, the
first versions othe Ultimatum and Dictatogames probably thebestknown andmostplayed
games in exp@nental economicsvere not developeahtil 1982 and 1986espectivelyGiith

et al, 1982; Kahnemaset al, 1986). As noted by Torgler (2016), the number of laboratory
experiment®n taxhasincreased steadily since th890s,with aneven more strikingncrease

in field experiments.

There are three main reasons for gwccess of TES First, astax evasiondeprives
government®f resources, big interests are at stake in redutiagd attention has focused on
all possible way®f doing so, includingexperimental economics. Public administratitas
thus financed behawial research to find solutions to fight tax evasion or simply provide more
taxpayetfriendly service. Second, there is a need for observable and reliableodatiax
evasion,sincethis kind of dishonest behawiois by nature impossible or very complex to
measure in the field (Muehlbach&rKirchler, 2016). TEG have been usedbs asubstitutefor

field data. Selection bias the available data makes it difficult to capture the biggsure of

11 thank James Alm, Yannick Gabuthy, Duccio Gamanossi, Nicolas Jacquemet, Erich Kirchler, Angela Sutan,
Marie-Claire Villeval and membesof the TARC Brown Bag Seminar for their comments and helpful
discussionsfrom which | benefited in develang this work.

2 Tax Administration Research Centre, University of Exe®éreatham Court, Rennes Drive, Exeter EX4 4ST.
a.e.méezieux@exeter.ac.uk.

3 Tax compliance is defined in the tatoryas declared income divided by full gross income. The tax
compliance rate is subtracttdm one to obtain the tax evasion rate.
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tax evasion, given that field datan be drawmnly from evaders who are caught. ba&tory
experiments also allow causal infereside be isolatedfiwhereas existing institutions are
adopted endogenouslyFalk & Heckman, 2009, p. 536). Foxample, in real life, audit rates
maybe reinforced when evidence of increased criminal activity appeastly, the labratory
allows many different hypothesés be testecind the resultebserved directlyn terms of
compliance. Without tax experimenthis would benuchmore complex or impossible.

A TEG is an experiment in which participants are asked to declare a previously earned or
endowed amount of money, knowing that it will be taxed at a certainTraganirrors income

tax declaratios, wheretax administratios ask taxpayers to declare their previously earned
income.Research on tax evasion hasdergonevariouschange®verthe pas#0 years since
Friedlande t  @978)€eminal work Their simple experiment has been enriched with many
different variationstaking into accourthe pool of subjects, the framing of the experiment, the
origin and nature athe income, the complexity of the latatorytax system, the tax regime
and tax rate, theubsequenise of collected taxes, augitobabilitiesand fines. This literature
review aimsto sumnarisethe results on thenost prominent variables from a widengeof
published researcdising TEG (Né 140). This will provide experimenterwith a full picture

of existing alternatives and their expected impantsomplianceThisis particularly important
both because the field of research is booming and extending toward field expeyiamehés

a first step tward ensumg replication and comparabpitof experiments. This issue is
receiving increasing attentioboth in relation toTEGs (see e.g. Muehlbach& Kirchler,
2016)andmore generally in experimental economics (e.g. Camegdr, &2016).

Relevantiteraturefor the period 20113201 7was colected throughnternetsearchegEconlit,
Google Scholar, Scopus, PsycINFO). Unless otherstated, only labratory experiments
with real monetary consequenocgsre considered and onlyexperimentgelating toTEGs
were selected Standard publiggood gamesnd marketgameswerethus excluded from
survey,sincethe main tasksf these games are too different framattof TEGs.

This survey drew onrpviouswork. Alm (1991) and Andreoret al.(1998) were the first to
include experiments in thditerature reviews and put them into perspective with theoretical
and empirical research. Torgler (2002) was the first to focus only on experimental siethod
delineatea stateof-the-artfor the discipline Special mention should be madgKirchler

(2007), who hasproduced the most complete work on beharaband psychological aspects
of tax evasion, including many different empirical methods. Fonseca and Myles (2011)
conductedan impressive survey of 27 latatoryexperiments, offering a very cleatbeit
unarticulated summary of eaghwhile Muehlbacher and Kirchler (2016) focused more on the
external validity of tax experiments.

This literature review distinguishdsetween two types ofariablesfor study: those with a
positive impact on complian@nd those with a negatiwapact Variableswith a positive or
somewhapositive impact on compliance a@onstudent pool of subjegtaloaded framea
directive wayof askng for compliancea progressive tax regime, redistribution of tax fgnd
endogenous audjtaudit probability, sizef finesand tax amnems. Variableswith a negative
impact on compliance are s@mployed income an@lcomplex tax system. The impact of the
other variables is unclear and dessr¥arther investigation.The paer conclude with
recommendatianon seting up TEGs, their external validity and the limitations of the present
literature review.

4 Camerer and Talley (2007) show that incestdi and nofincentivised participantsnay sometimes behave
differently.
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TABLE 1: SUMMARY OF VARIABLES AND THEIR EXPECTED IMPACT ON
COMPLIANCE

Variable Impact on compliance
Professional pool cdubjects Positive

Loaded frame Somewhapositive
Directive wayof askng for compliance Positive

Earned income Ambiguous
Self-employed income Negative

Complexity of the tax system Negative
Progressienesof taxregime Positive

Tax rate Ambiguous

Redistributionof tax fundsto participantPositive
Investment of tax furglin a public goodAmbiguous

Endogeneity of audit Positive

Audit probability Positive
Ambiguity of audis Ambiguous

Size of fine Positive

Amnesty Somewhapositive

LITERATURE REVIEW

This literature review is orgasad in the chronological ordelin which experimens are
generally conducted? subject (whether a student or a professional) is invited to take part in a
TEG. The TEGnaybeframed in aneutral or loadewvay, andcompliancemay be sought in a
directive or relaxeavay. T h e s uibhcpnee enfydbs given or earnechdmayresult from
selfemploymentor a salaried job. The tax systenaybe more or less compleandthe tax
regime proportionate or progressiVée subjectearrsabout the tax rat@and that the collected
taxes may be redistribuid®r given to an orgasation. Afteradeclaation an audit may arise
varying bytype, probability andevel ofambiguity. If randomly selectethe subject may have

to pay a fine but may or may not benefit from a tax amnesty.

Studentsarea Valid Poolof Subjects

Onecriticismrelating tothe external validity of TE&is that students atarepresentative of
taxpayers as identified byLevitt and List (2007)in relaion to flaws in experimental
economics. Students have litile no experience ofiling tax returrs, and heir social and
demographic characteristicsay differ from those of the taxpayy population (Almet al,

2015). The resultseviewedbelow show thastudents and nestudentsmay indeed behave
differently, with students being less compliant. However, studenspdaubjecs arevalid
because changéss t u d e nt ar@o irbtleelsame directias those fonon students.

Gérxhani and Schrain@006) experiment, conducted Albania and the Netherlandshgaged
different pools of participants playing a TEG high-school students, university students,
high-school teachers, nesicademic university personnel and academic personnéd.rébelts

show that tax evasion rates were higher for studéats forteachers. Alrret al.(2015)rana

TEG experimentin which the participants were university students or university staff and
faculty, using variougparametersincludingaudit probability, informationandbenefits. The
results show that levels of compliance diffiébetween students and staff members. However,
across the different treatments, compliance responses were the same for both pools of subjects.
In Chooet al.(2015), 520 individals played a framed TE@volving 200 students with no

prior experience of tax, 200 company employees who declared taxes directly through their
company (thirebarty declaration) and 120 se&lmployed taxpayers who declared thaiwn
incomesThe perimenters tested different set of fines and audit probabiliied foundhat

there were indeed differences in compliabetweengroups with studentsbeingthe least
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compliant but emowal of the tax framingfrom the experiment, i.e. making it a gamble,
suppressed theedifference. The enhanced compliance observed for-stuaent participants
may have resulted frononms of complianceriginatingoutside the labratory

Framing of the Experiment

The instructions given to participamteybe taxframed omeutral. A tax frame designatthe
use of wordsuch asncome, tax rate, audiarnings, withholding ra@ndcheck.Compliance
maybe sought in a&ery directive or quite relaxaday.

Neutral or loaded frame

There is no automatic effect of context/framing overall, bumaly have a joint effect with
socal and demographic variables, income source or income level. Whentextualeffect
exists,this almostalwaysincreags compliance. Once again, this effenty relate to social
norms pushing towargreatercompliance for example wherd is socially acceptd that taxes
should be paid

Some experiments show t hat f uorsaRoriexagpleBaldfyl uenc e
(1986) studied behawios in twoexperimentsn which someparticipants played a framed TEG

and others played an equivalent game (a gamble) that was not framed. The results show that
the participants behaved differently: thasethe framed experiment evedlless. Webley and

Halstead (186) made participants play a TEG presented dieeonomicgane® and debr i e
them afterward Thar initial results show that most subjects saw the experiment as a game,

and that they would ndtavebehave in the same way iareal tax settingso the athorsran

another sessian which theparticipants were tolthat they wergatrticipatngi n ezamontic

probleno . | n t hhe partigpanssmaxmised their income more and underdeclared

more. Warticket al.(1999) alsdoundthat participants playing a TEG with framed instructions

evadel less incomeand that older subjects (2Bidolder) compled even more than younger

subjects @nder 25). This conairs with Mittoned 2006) compason ofa TEG and an

equivalent gamblewhere participants evadeless under tax framingTrivedi and Chung

(2006) alsaevealno difference between tax terminology and #@x terminology in a TEG

when incomas low, althoughthereis a contextualeffect when incomearemedium or high:

participans evade less under tax framir@milarly, Chooet al.(2015) show that tax fraimg

maybe of some importance, especidlly non-studentswho evade less when the experiment

is framed.

On the other hand, Alrat al.(1992) conclude that the use of neutardingdoesnot change
behaviar in a TEG. Durhanet al.(2014) also show that overall conteiktesnot matter in tax
evasion however it may have a joint effect with income source and income level, or with
income source and time.

Ways of asking forompliance
The framing ofaTEG also matters iterms of howparticipantsare requiredo pay their taxes.

The wayof askng for compliancemay induce participants to oveor undefreport so the
instructionsmustbe carefully designed.

5 Mittoned €2006)experimentifferedslightly from the standard TEGleasked participants to declare directly
the amount of taxes that they wished to pay.
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According toCaddy et al.(2006 p. 944, many experiments communicate to participants that
they fimay report any amount of income from zero up to the amount they actually earned or
receive®d, whichmaybe interpreted as a subtle invitation to gamble. To investigateffiais, e
Cadsbyet al.(2006) ran a noffiramed experimenh whichthey underlined the importance of
declaring the full amount of income earned. In almost all of their treatments, a huge majority
of subjects chose to report 1p8r cenpf their income.

TheOrigin and Nature of Income

Income may be given to the participants or earned by the participants themsekased
income isusuallyimplemented through a real task or, lefien using hypothetical effort (i.e.
making participants believe that thesea strong selectioprocessand that theyrethe very
best). It is supposed that effort invesitedarnng an incomewill make participants less willing
to be taxed, thus decréagtax compliancetfirough thesunk cost effect or simply notionof
property). However, the reverse effaolay also be hypothesed: effort investednay also
increase riskaverse decisionbecauseparticipantswill not wish to risk their hargtarned
income (reverse sunk cost effecge Durhamet al. (2014)for more on theseeffects. The
nature of incomewhether derivedrom a third party or from seémployment, implies a
difference in the probabilitpf detection since income from seémployed workerss self

decl ared. This informs taxpayersod intentions

Origin of incone: earned or windfall income

There are no clear resufisr the effect of theorigin of income on tax compliance decisions.
First, few experimentiaveinvestigated the origin of incomtaroughTEGs. Second, there
may be interaction effects with augitobability, tax rate, context, income level or period,
gendey and hypothetical ersusreal effort. More research is needed to understand how these
parameters interact.

In the existing literaturesomeexperiments compaearnedcandendowed amousif money
Oneframed TEG (Boylar& Sprinkle, 2001)shows that people who eaead money (through
onehour of algebra exercises) eeaths much tax athoseendowed with money. However,

when the tax rate increased, participants with earned income increased their compliance

whereagparticipants with endowed income decreased their compliance. In Bog21i0)
experiment participantsin a neutral TEG were #ier endowed with income or earned an
income through30 minutes of algebra exercises). The results show that compliance was higher
for participants earning an income in the first rounds before an &udiiccessive roungthe
compliance oparticipantswith earned money decreasedile the reversavas truefor those

with endowed money. After an audit, these behargibecamezven more polased. Durham

et al. (2014) required some participants to participate in a double auction market at the
beginning & each round to earn an incomehile otherswere randomly given the same
incomes. The results show that origin of income had no overall impact on tax evasion.
However, it had a negative impaatinteracton with the period, and with income level and
conext. Peliova (2015) setp a nonincentivised TEG with windfall and earned incoyrend
observed less declared income in tbemer casg36.77%)than inthe latter (31.93%). An
interesting resul t wa %obvidustactor.gven (tvanen)i deckaned s 6
10.72% (47.50%) of their windfall income and 26.92% (37.25%) of their earned income.

Other studies feature different legaf difficulty in earnng an income and compare it to
endowed income. Kirchlex t  @009)féamed TEG usethreehypothetical effort levels (no
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effort, low effort and high effort). In their first and second experiments, participaihtsliow-

effort condition evaded more income than the otheraverage. In Buhren and Kuddg2013)

study, participants earned mon#éyrough high effort (difficult andengthycounting of ones

and zeros in matrices), moderate effort (easier and shorter task) or no effort (windfall
endowment)The esults prove that moderagéfort incomeis lesslikely to lead toevasion
thanhigh-effort or endowed income.

Nature of income: seémployed or salaried job

After deciding whether thesubjects of a TEG earn or are endowed with an income,
experimenteresayalsoaskthemto choose between an income where they haogportunity

to cheat (selemployed) and oneheret hey cannot (sal aried), S0
preferences. The results show that when income comes from a salaried fbbrariga 100

per centchance obeingaudited, participants declare thincome more truthfullthanwhen

they have a seiémployed income. Seémployed income igopular participantoftenchoose

it when it is available. As this type of income is expected to be lower when fully taxed, it
reveals some intentions to chdawever, it does not lead automatically to more evasious,Th

people like to keetheir opportunitesto cheabpen,butdo not automatically usthem

In Gérxhani and Schrain$2006) experiment participants first chose between unregistered
(sel-employed) and registered (salaried) income. They thew dn incomeandomly within
one of these sets. Registered incomd aahigh average and low standard devigtiand
unregistered income Haa lower average and higher standard deviatRegistered income
wasguaranteed to beudited and unregistered inconswvereaudited with probabilitiesf zerq
16.67 or 5(er cent The results show that participants who chose a registered income declared
their incomeruthfully. Participants more often chose an unregistered income when tax evasion
was possible. Howevempne of thearticipants who chose an unregistered income etidat
Alm et al.(2009), participants earnedmixture ofi ma t ¢ h e d em aat ncdmefidré&ol hie
probability of detecting matched income was p@0cent, whereabe probability of detecting
norrmatched income varied across treatments betwean®® per cent Thus, normatched
incomewas derivedrom selfemployment. Overallthe subjeds did not declare all of their
nortmatched income. No connection could be made betweermpercenage of income
received as nematched income and compliance. There was a slight downward trenhd
compliance was highest when participants received hathef income as nematched
income. Elaborating on Gérxhani and Schdag2006) experiment Lefebvreet al. (2015)
decided to make participants cse between registeraat unregistered income. A lottery
determinedhe amount of gross income effectivelgrpeived by the participant across a set of
possible incomes. Unregistered income had the highest standard dewaatioregistered
income the lowestRegistered income was automatically taxedhereas participantwith
unregistered income had first toadsewhether or not taeportit, and theno decide the
amount to report. The results show that 60p@4 centof participants chose unregistered
income of whom40.65per centchose to evade a portion oftlincome.

The More Complex the Tax System,Nloge Evasion?

The complexity involved irdeclaring incomeaffectspar t i ci pantCofpliancempl| i ar
increases Wwen it is easierfor example when the tax administration provides$iability

information service. The impact of uncertaiatyoutthe truetax liability is negative.

The complexity of the tax system set in theok@torymatters. Beeet al.(2016) seupa TEG

with two conditions: one in which computation of the true amount of money to deduct was
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easy and one in which it was difficult. The results show that when computatireecsmplex,
participants choose the right amount and report more income than nedessanyrastyhen
thetax administration makes an effort to simplify the tax system, camggi is improvedn
Alm e t 62010)Gexperimentunder one conditionhe tax system was complex (with a
deduction and a tax credit on low incomahd n a second condition the tax administration
could automatically compute the true tax liability amodnfsh it to participantsThe esuls
show that wherthe tax systems complex, compliance decreassomparedwith a baseline,
and wherthe tax administration provideaninformation service, compliance increaséhe
same result is replicaddy Vosslerand McKee (2017) and McKes al.(2017).

Another way to implement a difficult tax reporting system is to introduce uncertatotthen
TEG. For example, Becékt al.(1991) setup a TEGin which the level of net income was
unknown to the participants. & completedvariousreports one ofwhich was randomly
drawn. The results show that uncertainty inteyaath the likelihood of beingqudiedandthe
level of fines, but seem to increase compliancdhis is contrary to Vossler and McKées
(2017) and Mckkee t  @017)findings, where making the tax liability uncertain increased
evasion comparedith a baseline wherthetax liability was certain.

Tax Regime and Tax Rate

The tax rate determines tipgoportionof subj ect sdé ear ni degnandt hat
back afterthe participantshaveearred or receive their incomes. The impact diie tax rate

has been theoretically discussed. In their original paper, Allingham and Sandmo (1972)
demonstrate thahetax rate haan ambiguous impact on tax evasion. The first effettias

when the tax rate increases, the tax debt liability also increases, making taxpayers less willing
to comply. The second effect fbat whenthe tax rate increases, income decreaseseiV
taxpayersecomepoorer, they are more risk averse ovealdwill thereforedeclare less tax.

This ambiguityis solvedby Yitzhaki (1974),who shows that, countefintuitively, when the
imposed penalty iapplied toevaded taxes (rather than evadezbme), increasinthetax rate
induces more tax compliance. However, Bernaseoral. (2014) modded taxpayers with
referencedependent preferences and ethical concéonshow that, contrary to previous
models, an increase in tax rat@y also decreast&ax complianceThe mpers reviewed here
concerncompliance behavigs under varying tax regirs@and tax rates.

Progressive tax regimes tend to deter evasion

A tax regimein which taxes are progressivather thanflat seems to be beneficial to tax
compliance. However, taxpayers should feef that they arbeing treated unfairly by the tax
system.

A few experimental papers study the effect of tax rate regoméax evasion, measuring the
difference between progssive and flat tax raa€more articles study how the type of tax rate
influences work supply, e.g. Masclet and Montmarquette, 2008). Heinemann and Kocher
(2013) exposed participants to both types of tax regime. In the first 10 rounds, participants
earnel an income and were asked to declare it undetatheegimeof their choice In the
following 10 rounds, the other tax regime was implemented. First, the results show that
participants evaded more undeiflat tax rate than undea progressive tax rateSecond,
reforming from the progressive to the flat regime increased complidnutéhe same pattern

was not observed for tluppositereform. Thirdp ar t | @ipessed preférersor one or

other tax regimeveredriven mainly by monetary consideiats. Fourth, reform losers tended
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to evade more than reform winners. This last resudy have beerdriven by a sense of
unfairness: participantsayhavehad anmpression of being treated less faidyderthe new

tax regime than in the pagt.quite simlar effectwasproducedoy Spicer and Becker (1980):
when participantgelt that they hd been unfairly treatedi{e experimenters told them that the
other participantdiad paidalower tax rate), compliance decreased. On the other hand, when
the perceivd tax rate comparedith others waso their advantage, participants increased their
compliance.

Higher taxes, more evasion?

As in Allingham and Sandmo (1972), only TEGsing flat tax rateare mentioned here.
Existing evidence is inconclusivand heeffect of tax rateon latoratorytax compliance is
somewhatambiguous. The papecsan beseparatetetweerpapers showing a negative effect
of tax rates on complianceandpaperswith reverse, mixed or no effects.

Friedlandet al.(1978) considered two tax rates: 25 angB0cent. Wen the tax rate was 25
per centthe proportion of income declared wasg&r cent, and hen the tax rate wasound
50 per centthe proportion of income declaréall to 66 per centin Baldryd €1987) study, an
increase in the marginal tax rate also incr
(1991),who settax rates at 30 or 60 per cent, also founthat whenthe tax rate was high,
evasion was higher. In Alm t  @1992cfexperimentthe tax rates were 10, 30 and jp€r
cent leading to average compliance st€37.6, 33.2 and 20 per centPark and Hyun (2003)
variedthetax rates in their TEG from 10 to $@r cent, and thenesults show that increasing
thetax rate had a significé negative impact on tax compliance. Adtal.(2009) also varied
thetax rate from 35 to 5Per centshowing thatthis decreased compliance by 11.6 points. A
very comprehensive studyf ¢ax rates was conducted byernasconiet al. (2014) who
comparedwo tax rates (2% versus38%) across different treatmenstowing that higher tax
rates indeed reduacompliance Usingtax ratesof 10, 20 and 3@er centDuch and Solaz s
(2015) baseline results show that high tadidsndeeddeter compliance. Peliova (2015) ran a
TEG in whichtax rates varied from 10 to 4d&r centwith increments of 1@er cent With a

20 per centaudit rate, compliance decreased linearly from 6&8&%.83per centatthe 30 per
cent tax rate levebut did not decreasany further therafter. With afive per centaudit rate,
there was a t$haped relationship between tax rates and evasion: compliance deé&maas
45.86 atthe 10 per centax rate to 22er centfor tax rates o0 and 3Qper centandthen
increagdto 29per centatthe40 per centax rate.

With regard tgpapers showing mixed or no effects of tax sate complianceBeckeret al.
(1987) usedthree tax rate33.33, 5000 and 66.666) on earned incomand foundthat
participantswho consideed their tax burderio behigh were less prone to decide to evade.
There was no correlation between gn@ount of income evadeohdthe perceived tax burden.
Becke t  @991) GEGwas set upvith two different tax rate$25 and 50% but ncreasg
thetax rate in this experiment did not lead to increased compliance. lredin(1995), tax
rates variecbetweenl0, 30 and 5@er cent The results show that increasitige tax rate
increased compliancwith compliance rates of 14, 24 and {3dr cent respectiveliffheresuls

of Amet A999)pravote roundshow that the effects of tax raten compliance were
negligible,with 28 per centtompliance athe 20 per centax rateand29 per centcompliance

at the 50 per centtax rate.Using tax rate of either 20 or 4(per centBoylan and Sprinkle
(2001)show that whemncomes were endowed, doubling the tax rate decreased deckaration
from 61.50 to 55.3(per cent, whereas hen incomes were earned, doubling the tax rate
increased declaratins from 48 to 68.7(@er cent Theseresultsrevealsno effectsarisingsoldy
from thetax rate, buindicateinteraction effects betwe¢henature otheincome and tax rates.

114



Journal of Tax Administration Va1 2018 Tax Evasion Games

In varying the tax rate fronfive to 70per centFortine t  @007)1@slts show a Ushaped
relationship with compliance: higher tax rates decreased compliance up tpea &nttax
rate but raised compliandéereafter

In summary the impact of tax rageon tax evasion isinclear. In a metaanalysis © 20
experimental articleBlackwell (2007) showthat increasing the tax ratesha positivebut
nonsignificantimpact on compliance. Andreoet al.(1998 p.839 conclude thafihe effect
of tax rates on evasion remains unabeand figiven the importace of this topic, it surely
deserves further investigation Il n t hi s ,Wwhichfecussstonlyoneflat tae rées, e w
tax rates seem to deter compliance whireyincrease. Howeves, relatively large proportion
of studieshasfound no, reverse omixed effects.This tends tovalidate Allingham and
Sandmé €1972)finding for the effect of tax ratethat there may be U-shaped relationship
between taxation and compliance. Belowp&®d centan increase in the tax rateaydecrease
compliance Beyord a 30 to 40per centtax rate, a kind of psychological threshoidy be
reachedleading to an increase in compliance when the taxisatgsed furtherThe size of
finesis always specified in terms of evaded taxaxl losss frombeing finedmayloom larger
than gaingn participant® mibeyandthis threshold.

Use of Collected Taxes

Whenatax rate is applied to income, it results in an amount of collected tesdniBlybe kept
by the experimertr to reduce the cost of the experimeahd isthus consideredyy the
taxpayers aorfeited @s in Fortinet al.,2007). Howeverit is more usually redistributed to
participants, with or without a social multiplieras a publiegood game with a marginal per
capita returri or donated to finance aaidife public good.

Redistribution to participants

Therearetwo waysof usng collected taxes in a TEG. The firstasredistributecollected taxes

to participants. As provkby Blackwell (2007), redistribution has a strong positive impact on
compliarce, which increases with the size of the social multipli®umerous ppers
demonstrat¢his resultas reviewedbelow in chronological order.

Beckeret al. (1987) shared outifferent proportionsof the taxes collected (0.60, 1.2inhd
1.80% in one condin, and 1.70, 3.40 and 5.10% amother). Thé& results show that the
amount of public money received by participants impacted negativellgeir decisios to
evade tax. However, this relatgimp was not significant with regard to the amount of tax
evacd. In Almet al. (1992a), the compliance ratesefrom 26.20to 55.70per centwhen
money was placed in a group fund, with a social multiplier of 2 and shared equally among the
taxpayersand witha similar treatment, Alret al.(1992c) observed a rise in compliance from
33.20 to 37.4(er centAlm et al.(199a)) show that the higher the social multiplier of the
fund, the higher the compliance raldneir ompliance rates were 43.50, 53atd59.20per
centwith social multiplersof 0, 2 and GespectivelyIncreasing the social multiplier increased
compliance but at a decreasing rate. Alet al. (1995) investigatedoth the impact of
redistributhg the tax fundandthe composition of the group. the firstcondition,thetaxfund
was redistributed for a certain number of rounds to a fixed gioupe secondthe fund was
redistributed to a groupith memberkip turning over. Inbothconditions, the social multiplier
was equal to 2and hese conditions were comparedth othersthat had naax fund.No
differenceswere observedetween thefixed or variablestatus of members of the group
receivingthe tax fund (compliance with fixed members 27.8@%mpliance with variable
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members 26.60%). The results also show that taxpagexperimentakessions with a tax
fundexhibitedonly marginally increased compliance (average of 258 tanontrol condition).
Bosco and Mittone (1997) implemented a TEGw~hich taxes were partially redistributed
showing that without redistribution 80 per centof participants evadedwhereas \vih
redistribution, this rate decreased to 460€0 cent The presence of redistribution decreased
both the likelihood of decidingto evade and the amount of money evaded. In Alnal.
(1999), when the soal multiplier was0.5, compliance was 1ger cent, and hen the social
multiplier increased to 2, compliance also increased4per cent Park and Hyun (2003) set
upa TEGin which in one condition thiax fund was redistributed to participaatsd in another
was not. The results show that the presence of a public good had a significant negative impact
on tax complianceUsing asocial multiplierof 2, Torgler (2003) compared real taxpayers
undertwo conditionsone with redistribution athetaxes collected anthe othewithout. The
results show that with redistribution, taxpayers increased their declariitban57.5 to 85

per centof their income. Gérxhani and Schram (2006) ran sessions amithwithout
redistribution othetaxes collectéto participants, with a social multiplief 1, and theiresults
show that with a public good, participants more often chose a registered incorttés diat

not significantlydecrease overall tax evasion.

Public good fund

The secondvay of usng collected taxes in a TE(S to usethemto fund a realife public good.
Therearevarioust ypes of public good in whi,eskchaparti c
donathgto an orgargationor institution,or funding a scholarship. The impact on compliance

is not definitive in the literature. Moreover, it is still unknowvhether donation or
redistribution of taxeperforms betterWhat is more certain is the direct effe€democray

in a TEG: when participantare ableto choose the destination of the donation, compliance
increases.

Mittone (2006) compared compliance rates under three condit{@ysin the baseline
condition, thanoney was burned?) peoplereceivedhe amount of tax collected battkough
redistibution (withoutno mention of angocial multiplier), oi(3) taxes were investlin a rea

world public good (a scholarshiplhe mmpliance rates were 47.17, 60.28 and 7p&8cent
respectivelyln contrastMasclete t  @013) desultsevealno dfferencesbetween cases in
whichpartici pant sé t ax e $ng oarban effsat crediets downgrthe n  p ur

A

greenhouseeffecand when participantsd taxes were bu

The choice of the redife public good is also important. The more papants support the
organgation thawill receivethe tax collected, the motleeycomply (Almet al, 1993). Indeed,

when students ltkto complyin order to suppotivo alternativeorgangationsi their favourite

one (elating tostudent support) antheir least favarite one (university supporf) the
favourite receivedmore tax funding than the other. The resaftseveral studiealso show that

being ableto vote (or signal preference) on the preferred tax recipient increases compliance
(Alm et al,1993; Wahlet al.,2010; Lambertoret al.,2017). Almet al.(1999) also show that
participants vote according to their own interests with respect to the tax fund parameter. When
the social multipliers high, they vote in favar of a tax rate increase, @wice versa

Doerrenberg $2015) study is the only on& have investigatethe differing effects on tax
complianceof redistributng to participantsor donatng. The &x fund was either equally
distributed between participants, invested in a reseancti, f[donated tdhe Red Cross or
transferred to the German federal budgesulting incompliance ratesf 30.22, 42.52, 40.87
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and 34.94er centespectivelyAlthough tax compliance was higher when money was donated
for research or charity purpaséhese differences were not significant.

Type, Probability and Ambiguity of Audit

In real life, the probability of beinqudited differs according todifferent types of taxpayer.
Some taxpayers are audited strategicabt randomlyWith regard torandom adits, asthe
probability of beingauditedrises, fewer taxpayemsill be willing to evadgAllingham and
Sandm1972). However, it hmalso been hypothesd that the probability dfeingaudied
neednotbe high to deter tax evasiams stated iprospect theorytaxpayersnayoverevaluate

thar chances of being audited, even with very low probability. Kahneman and Tversky (1979)
were the first teshedlight onthis effect andtheir resulthave since been updated and adapted

to the tax frameworke.g. Dhami and ANowaihi, 2007).Ultimately, no one really knows the
probabilityof being audited wheoheating soambiguitymayplay an important role

Endogenous audit is most effective

Audits may be either random or strategic. Strategic or endogenouss aneln thathe tax
administration targets @articularsubsample of taxpayers. The endogenous audit mechanism
may relate either to the relative behawioof a taxpayer within a groymr solely to the
compliance history of # particulartaxpayer. The literature shows that endogenous saudit
always trigger more compliance than random audit

The first mechanism studied hereiswloen | y t ac'gnmpléagce hissody influencdbeir
chances dbeingaudited. Collins and Plumlee (1991) were the first to study endogenous audit
They compared a condition with a fixed probability of auaitpndition with a cubff under
which participants were audited with certaijnéynd a conditional audit whegepreliminary
earning taslksignalledwhich participants were suppos$gdhe richest. The results show that
the type ofauditmayhave an impact on compliance. The type triggering the most evasion was
random audg Conditional aud# produ@d a lower rate of evasionthan thecut-off type but

this difference was not significant. Alet al.(1992b) were the first teesta conditional audit
probability reduction. When participants were audited and fownte fully compliar, the
probability of beingaudited was reduced from.@to 2.7 per cent andthento 1.3per cent If
participants wersubsequentljound to be noftompliant, the audit probability was again set

to 4.0 per centComparedvith random auditing, this audit reduction performed better ingerm

of compliance. Almet al. (1993) also investigated these different types of audits: in one
condition, they set random audits with fixed probabiljiteesd n the other conditions, audits
were endogenous and dependemtca x payer s act busausltrulel peoplene en
who were found to be necompliant werecertain to beauditedwithin a specifigperiod in the
future (future audits). In another audit rule, people who were found to beongpliant were
certain to beudited fora specificperiod n the past (back audits). The last endogenous audit
fixed a threshold under which taxpayers weggain to beaudited. The results show first that
endogenous auditlways performed better than random aigitterms of compliance, even

for avery high adit probability. The most effective endogenous audit rule was the threshold,
probably because it involved a high number of audits. The least effective was the future audit
rule. Howeverthe endogenous audit rules did not take into account the cost of rutin@ng
audits. Clarket al.(2004) soughtto reach the best possible compliance outcome while also
minimising the costs of auditing. In their framewongarticipants were first assigned toeoof

two poolsof taxpayersbased on a first audit. The first was smmewhatompliant people,

with a lower fine and probability of audidnd he second was f@aomewhanoncompliant
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people, witha higher fine and probability of audit. Two mechanisnwese thus studiegast
compliancetargeting(PCT) andoptimal targeting(OT). PCT depended on the audit results to
move taxpayers from one pool to the othehereasOT randomly transferred individuals
betweerpools and usetheaudit results to allow copliant taxpayers to move from the second
pool to the first. These treatments were compavél a classic random audit equivalent
(RAE). The results show that,aftax administration neasdo minimise inspection rat OT s

the best strategyvheread”CT is the best strategy to maxissi compliance rag Cason and
Gangadharan (2006ana similar experimentvith two pools of subjects: group 1 with a low
fine and audit probabilityand group 2 with a high fine and audit probability. Participants were
first sorted randomlypetweengroups and then moved from one group to the other after the
audit result. The results show thae evasion rate was higher in groupgtian ingroup 2,
showing that evaders fibehab$edo in order to b

Another way of selectingshichtax returns to audit is to target only returns that deviatéatoo

from average reporthismeansthaa n 1 ndi v i d chances bbaixgpuditecvayd s

with the declarations of other taxpayers. The TEG is thus tnanetl irio a coordination game

where participantsiustcoordinateo reach théest outcome for them, i.e. declarizgya Alm

and McKee (2004)placed participantsinto groups offive, and a cubff determined the
deviationabove whichan audit was run (ith cutoffs being varied across condition3his

was comparewith a random audit condition, and a-@ff condition withficheaptalek , wher e
subjects were allowed to discuss their strategiasngst themselve3he results show that
participants had tuble coordinahg to makethe lowest declaratiorso this kind of strategic

audit was effective. The only exception was when cheap talk was possible between participants.
Overall, the higher the cutff, the more difficult it wasto coordinate. A simpleraordination
environmenwasemployed byDai (2016) who placegarticipantsn groups othree with an
auditprobability of20 per cent as haseline. However, when an audit occurred and two out of
three participants were found to be rmympliant (i.e. dclaring less than 100% of their
income), the audprobability wagaised to 9@percen{ k nown as aperiod. Thisc k d o wn
crackdown lastedntil all group members were foual becompliant.In this studythe timing

of the announcement of the audiate also varied(before or after filing or with no
announcement). The results show that participants reacted quickly when crackdowns were
endogenous, and succeedeccoordinaing on the 100per centdeclaration using strategic
interdependence. Compliance ratesefrom 40.54 to 83.14er cenin the no announcement
condition, from 58.61 to 84.9@er cenin the preannouncement conditipand from 56.33 to
75.78per cenin the postannouncement calition. The impact of preor postannouncemest

of auditprobabilityincrease did notdiffer significantly. Kamijoe t  @017)éxgerimenhad

one random audit treatment, two -ait audit treatments (with two different levels of -aff)

and one lowereportedincome audit (LIRA) where the lowest income of a group of four
subjectsvasaudited. The results show that all the endogenous audits pedbeatter than the
random ongbutall endogenouauditruleshad the same effect

Audits deter evasion

51n Clark et al. (2004andCason andsangadharan (20063ubjects faced only two decisions: being compliant
(declaring 100%)or notandincurring a cost, thusdiffering from a standard TEG.
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Most TEGs use random audits, as in Allingham and Sandlrft®72) model. Audg have a
strong positive impact on labatorytax compliancé€. As before, papersevealinga strong
positive effect of audstare reviewed first.

In Friedland £1982) study aulit probability varied from 23 to 5¢er cent,leadng to
compliance ratesf 71.11 and 94.6¥espectively In Spicer and Hero (1985), the number of
random prior audits in the firsinerounds of a TEG significantly reduced taxes evaded in the
10th round. Webley (1987) saep a TEGin which participants facetivo audit probabiliies,
16.67 and 5@0 per cent, producingompliance ratesf 78.52per centfor the lowe audit
probability aml 85.68per centfor the highe. Becket al.(1991) implemented an experiment
dealing with uncertaintyin which participants facea 40, 50 or 9Qper centchance obeing
audited. The results show that wtibaauditprobabilityincreased, participants clared more
income. Almet al.(1992) increased the audit probability frameroto two per centandthen

to 10per cent, producingamnpliance rates of 200, 50.30 and 67.5per centespectively (in
acondition with neutral instructions similar to thenclition with framed instructions). In Alm

et al.(1995), audit probabilities varidzbtweerfive, 30 and 6@er centwith the fines varying
between one, two and four per centiopaid taxes. Except when the fine was equal to one, the
results show thataising audit rates significantly increased compliance. &lral.(1999) set
upa TEG where, all elseeingequal, the audit probability increased frono totento 50per
cent,and the compliance rates varied from@39to 73 per centespectively. P& and Hyurd s
(2003) TEGhaddiffering audit probabilitie®f six, 10and15 per cent The results show that
audit probability significantly increased tax compliance: winenformerincreased bypne per
cent the latterincreased by almost 1.per cent Kirchler et al. (2003) introduced audit
probabilities okither 15 or 3@er cenin each periogshowing that increasing audgrobability
increased compliance. In Alet al.(2009),wherethe audit probabilitycould be either10 or

30 per cent, e resuls reveala significant negative impact of audit probability on tax evasion.
When auditprobability wasraised by 20 points, compliance increased bypérScentceteris
paribus. Cummingst al.(2009) ran two TEGwith varying audiprobabilitiesin Souh Africa

and Botswana. When the fine was equal to 1.5 times the amount eeadsel in audit
probabilityfrom 10 to 30per cenincreased compliance in South Africa (49.40% to 56.90%)
but decreased it in Bawana (61.70% to 41.80%). When the fine wasattpithreetimesthe
amount evaded steady increase of 10 points from 10 tqp46 centaudit probabilityled to
increasing compliance in both countries (from 48.50% to 69.74% in South Africa and from
62.20% to 74.99% in Bostwan&yhenPeliova (2015)ncreased thprobability of audit from
five to 20per centcompliancealsoincreased for any level of tax rate.

Fewerstudieshavefoundmixed or no effects of audirobabilityon compliance. Friedlanet
al. (1978) studied the difference betwemorefrequentaudits coupled with lower fingsand
feweraudits coupled with largdines. Whertheprobability ofbeingaudiedwas 6.67er cent
and the fine was 15 times the amount evaded, compliance amounted to ®eérBentof
income. Wherthe probability was 33per centandthe fine threetimesthe amount evaded
compliance wasnly 79.60per centIn this case,ricreasinghe probability of beingudied
does not seem to hatada strong impact, probably because it was accompdayi@edower
fine. Alm et al. (1992c) seup a TEG with different audit ratesf two, four and six per cent,
all elsebeingequal with compliance results of 32.10, 33.20 and 3680 cent respectively
Compliancdid indeed increaswith auditprobability,but in a noAinear aad nonsignificant

7 Although the average effect of an audit is to increase compliance, some resedrstmehat aidits may
also backfire: the audited taxpayenaywrongly believe that they cannot be audited again, leading to a
decrease in compliance (see e.g. Mittone, 2006).
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way. Chocet al.(2015) show that doubling the audit probability from 20 tgdfOcenthad no
significant impact on any of the three subject paokheir experiment.

In summary audis areprobably the least ambiguous variable aydddo encourage
compliance. The existing literature shows that, all b&sagequal, increasing audit
probability increases tax compliance. Fetiwdieshavefound no or mixed resulfsom
increasing audiprobability. Two metaanaly®s supportthis result (Blackwell, 2007;
Bloomquist, 2009).

Ambiguous impact of ambiguity

According toprospect theory, participants are supposed to-evaluate thie probability of

being audited.So far, he results seem mixed. Indeed, the strongetikieéhood of being
audiied, the less participants evade. However, only one study in three provides evidence in line
with the PT.

The effect of audit expectation plays a critical r@eckeret al.(1987) demonstrate that the
more participants awaited a strongdd probability, the less they evaded. The only result in
line with prospecttheorywas produced bySpicer and Thomas (1982)ho implemented a
TEG with three different rats of audit probability:five, 15 and 25per cent In the first
condition, the expegimenters communicated the precise rates to the subjects. In the second
condition, they communicatedthe vague informationthat the auditprobability waslow,
mediumor high. Inthethird condition, participants weteld nothing. The results show that
when participantsvere certain othe audit probabilit, it impacted negatively and significantly

on their likelihood of evadingnd the amounts evaded. Whee information was vague, it
impacted negativelpn both components of evasion, but only tikelihood of evadingwas
significant. When no information was given, no correlations were signifitarcontrast
Friedland (1982)increased theaudit probability from 23 to 54er cent When precise
information was giventhe compliance rates were 71.11 &d67 per centrespectively and

when the information was vague, compliance was higher for low audit probability (74.46%)
but similar for high audit probability (94.73%). Thus, ambiguity seemed to be effectiye

for lower probability. Choet al.(2015)also show thagithertelling participants directly that

the auditprobability was 20per centor making it ambiguous reseti in no difference and
henceno impact of ambiguity on compliance.

Fines and Amnesties

Fines are the second main deterrent policy variable. Theory logically predicts a positive
correlation between firssand compliance (Allinghar& Sandmo, 1972; Yitzhaki, 1974)ax
amnesties, wherevasion is discovered but no fines are aptalsodiscussedbelow.

Fines deter evasion

As expected, when figeincrease, latwatory tax compliance also increase$his is
demonstrated in the literature revieschronologicdl in this sectionFewstudies have found
mixed or no resudtfor compliance. In Blackwell £007) study, the fine hd a nonsignificant
but positive impact on tax compliance.

In Friedlande t  @1978)éxperiment frequent audits seerdto be lesof a deterrent than
significantfines. Friedland (19823hows thatvhenthefine was increased frothreeto seven
times the tax evaded, compliance also increasech 79.31 to 86.4per centwhen the audit
probabilitywas precisely describednd from 83.36 to 85.88er centwhenit was vague. In
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Webley (1987), participants faced finglsboth twoandsix times the tax evaded. The results
show that in the lowest audit probability, compliance rates were about g&r4ént with
86.72per cent compliance fdne highest probability. Beait al.(1991) seupa TEGwith two
different finelevels 1.2timesandtwice the unpaid tax. Theresults show that increasitige

fine strongly decreased tax evasion. Collins and Plumlee (1991) ttleosamewo levelsof

fine, but athough the lowest penalty triggered more evasion than the highest, the difference
was not significant. Alnet al.(1992c) setipa TEG with finef one, two and thretemes the
unpaid tax ceteris paribusThese fines led to compliance ratés81.70, 33.20 and 37.Gfer
centrespectively showing that increasing fines indeed increas®npliance but in a non
significant wayln Alm et al.(1999) when the penalty was equalftee times the evaded tax,
compliance was 3fer cent, and hen the penalty was 25 times the evaded tax, compliance
jumped to 5&er centIn Alm et al.(1995), fnes variecbetweerone, two and foutimes the
unpaid tax coupled withdiffering audit probability There were no differences in the impact
of fineswhentheauditprobabilitywasfive per cent; bwever, at higher audirobabilityrates,
whenthefine size increased, complianakso rosePark and Hyud €003)TEG had fines of
one, three and fivémes the unpaid i@ and her results show thathe size ofthe fine was
significant in reducing tax evasion. In Kirchletral.(2003),with fines 0f0.5 andequal tothe
amount evadedfine size tended to increase compliance, but in asmgmficant way. The
experiment featured in Cummings al. (2009) also varied the fine size. Wh#re audit
probabilitywas equal to 1per cent anthe finewasdouwled from 1.5 tahreetimesthe evaded
tax,complianceemainedalmostunchangedor South Africans (from 49.40% to 48.50%), but
increased for Botswanans (from 61.70% to 62.20%). Wherudit probability was 30per
cent,compliancan both countries ineased (from 56.90% to 61.80% in South Africa and from
41.80% to 75.10% in Botswana). Chetoal.(2015)variedthe fine rates betweameandtwo
times the unpaid tax. Doubling the fine had a positive and significant impact on the pool of
studentsbut orly a marginally significant one on workers.

A oneoff amnesty tends to deter evasion

Two thirds ofpapers show that amniesthave a positive impact on pestimnesty compliance.
However, itis important not to repeat an amnesty too qfter to allow participantsto
anticipate one

Alm et al.(1990) produced a complete experimental work on anasest their experiment,
participants who were caught cheating paid the evaded tax but did not pay any fine. However,
after an amnesty, taxpayers evaded anBelieving that therewould be an amnestin one
roundof the TEG (whetheor not it actually occurrgdalso reduced compliance. Evethen
thetax administration warned thatvitould be theonly amnesty of the game, experiencing an
amnesty still reducedomplianceon average. The only way to ensuaehigher level of
compliancevasto combine an amnesty wisitrongedeterrent variables (auditobabilityand
fines). This combination outperfored increasing deterrent variablegthout an amnesty
Torgler and Schalteggér £2005) two experimentspne in Costa Rica anthe otherin
Switzerland partly reproducedhat of Alm et al. (1990). Some results were similait was
indeedfound that repeating tax amnesty did not improve compliane®ad that expectatns

of anamnesty were detrimentad compliance However contrary resultsvere also found: a
tax amnesty had a positive impact on tax compliance, espdoiathe Swiss groupsandthe
effect ofanamnesty withouthe enforcement of deterrent variableas more powerful than
the same effect with enforcement. Rechbeegat.(2010) also demonstrate that tax amiesst
havea positive impact on tax compliance.
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CONCLUSION

Tablel summariseghe expected impact of each variable on compliance. It shows that inviting
professionals to play a TEG, a loaded frame, a directiveofvagkng for income declaration,

a progressive tax regime, redistributing tax stedparticipants, endogenous auditEreasing
audit probability and fingizes anda singletax amnesty have a positivesomewhapositive
impact on compliancdn contrast grantingparticipants selemployed income and complex
tax systems have a negative impact. However, more réseareeded to understand the
impact of earned income, tax rgtpublicgood fundg and audit ambiguity on compliance.

Some recommendatisitan be made for setting up a TE&perimenters should first ask what
their main objectives are in terms of comptia andhe extent to which eeallife settingis
mirrored There seems foea tradeoff betweerpromptingenough evasion and mirroring real

life parameters. If a TEG sets a loaded fransesa directive wayof askng for compliance

and grantsarned icome, there is a risk of obtainingsufficient variability in evasion to
correlate with a questionnaire or to observe the impact of a treatment aimed at improving
compliance. Nonetheless, for the sake of replication and validity, Muehlbacher and Kirchler
(2016) advise sthg a loaded frame, redistribag tax funds, grantingearned income and
avoidng student pod as much as possible. However, they aslviseagainst excessive
standardiation of experimental research, dseterogeneity [...] allows foreplications in
different settinge (p. 17) .

Numerous topics have betgit unaddressed in this reviewuchas social influence between
taxpayers (Fortiret al, 2007), the impact of individual personality traits (Jacqueshetl,

2017b) andphysiological measures (Coricelit al, 2010; Dullecket al, 2016), and the
consequenceof institutional changes (Jacquenegtal, 2017a). Eaclktudy has useiis own

set of variablesand ths reviewhasfocused more ohowto build a TEG. Theissuda TE GO s
external validityhasalso notbeenaddressed here, but Torgler (20@pomquist (2009)AIm

et al.(2015) and Muehlbacher and Kirchler (201@&ve done sdoVhen @mpared with the

right data, Bloomquist (2009) and Alet al. (2015) concludehat TEGs haveather good
validity, although Muehlbacher and Kirchler (2016) warn aboutfiadtispering in the ear of
prince® b e f o r eexpeamentdl findingggby réplication through other metbody p. 17
Finally, althoughthis review offerssome tuesas tothe expected impact gbmevariables on
compliance in the ladratory; it is not guaranteed that this effect will be confirmed (of the 15
variables reviewd six are labde d as ambsogewhadi s posi thi ve or n
Confounding variabke can always be suspected to have played a role, espadialig few
studies have been carried olihe only way to overcome this difficulty would be to run a meta
analysis on the existing set of databasssd by allTEGs. This work is next orthe authod s
agenda.
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BOOK REVIEW: IOTA (2017). DISRUPTIVE BUSINESS MODELS:
CHALLENGES AND OPPORTUNITIES FOR TAX
ADMINISTRATION 1

Edidiong Bassey

This book takes a holistic approach towards an understanding of the complex realities that faces
tax administrations in the age of disruptive business technologies. Through a collection of
fifteen reports comprising oeéh tax administrations, two supranational institutions and three
multinational tax consultancies, comprising work from Europe, china and the Americas, the
reader can gain a thorough insight into the opportunities and risks that exist from-a multi
stakehol@r perspective.

As indicated in the foreword, the book is divided into four sections; the first section highlights
the work of tax administrations in adapting to the world of information technology through the
provision of better services and to tacklerdptive business models, the second section focuses

on the sharing economy and the approaches taken to ensure that they are properly taxed, the
third section discusses the importance of block chain technology in the improvement of public
services and tresforming tax administration activities, the final section discusses the necessity
for an appropriately skilled workforce in responding to this new digital transformations and the
need for human development programs suited to such endeavours.

In the firstsection, the tax administrations of Finland, Georgia and Ireland discusses some of
the work they have done in IT development such apppellated tax returns, some disruptive
technologies they are working on including block chains and electronic fisealed, the
challenges of an ageing and leskdled workforce, dealing with the sharing economy and the
need for more international @peration. This section can be seen to be a precursor giving a
little discussion to a wide range of issues discussetbiie depth further along in the book.

Digging into the sharing economy in the second section, the tax administrations of Italy,
Belgium, the United Kingdom and Vertex Consulting gives a comprehensive overview of what
the sharing economy is, the altermatnames and the different types. They highlight some of

the work that has been done to rein in the sharing economy into the tax net such as legislations,
Co-operation between tax authorities and platform owners and scraping. Other issues noted
were the ned for tax administrations to have appropriate business architecture for
technological adaption and the need for more iotemtry ceoperation.

The European Commission, Accenture, Netherlands and PWC, in the third section provide a
detailed discussionfa particularly notable and much talked about disruptive technology,
Block chain. On average, there seems to be much appreciation of what the technology can do
for tax administration but its actual use seems to be quite low. Only, the Netherlandddtas a pi
program ongoing, the rest are far more cautious about championing the cause of block chains.

1 Available online from https://www.iottéax.org/news/iotatatestpublicationrdisruptivebusinessmodels
challengesand-opportunitiestax

2 Doctoral candidate, National University of Ireland, Galway.
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They highlight the need for better understanding and more collaboration with external partners
which includes countries and organisations.

In this new age oflisruptive technology, the final section highlights a key resource that tax
administrations need to meet these opportunities and challenges, a skilful workforce. Austria,
China, the InteAmerican Centre for Tax Administration and Estonia highlights the oy

are doing to provide a skilful workforce to match these new digital transformations. All except
Estonia have launched several programs to provide a new generation of tax skilfelis

the digital economy. Perhaps not surprising, giventhes#at of Est oni a as a
the world first provider of &ervices, the author gives an impressive rendition of the digital
ecocsystem t hat has made the country a worl
packages to match those of the markeathallenge for other tax administrations.

Throughout this book, two identifiable patterns can be found. First, the emphasis on voluntary
compliance; where possible, tax administrations would like to avoid a combative approach to
tax compliance and thisan be noticed in this book. There is a lot of focus on trying to make

tax compliance easier and to ensure ease of collecting taxes in the sharing economy, there is
little talk of penalties or developing disruptive technologies to catch tax evadersdStxeon

need for international eoperation which is perhaps not too surprising given that the book is a
result of a conference of the IntEaropean Organisation of Tax Administrations.
Nevertheless, it does show that tax administrations recognise th& ¢hcomplex challenge

that cannot be solved on their own but require rlatéral cooperation.

Upon review of this book, two issues do come to light. The first is the lack of perspective on
developing countries, Vertex and the Infenerican Centredr Tax Administration do make

little side notes to acknowledge the lack of technological competency of the developing world
but there is no concrete input from any developing country on how they intend to address their
technological deficit. Second and paps most stark is the difference between the perceptions
of country tax administration and naountry tax administration (the European commission is
included in the latter category) on disruptive technologies. While the former sees disruptive
technologyin a very positive light, the latter takes an almost pessimistic approach to it. It is
therefore imperative that country tax administrations manage their expectations of disruptive
technologies because as the author from the European commission pats it thitle room

for oOotrial and errord where tax payerso6 fu
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REVIEW OF RECENT LITERATURE

John D&Butoma Gamanno g Shaundsenmshad& Antoioec e n t |
Malézieug

A selection of recently published papers is reviewed below. The aim is to bring together tax
administratiorrelated papers from the diverse range of outlets in winielz &re published.

The review is necessarily selective, and the Journal welcomes suggestions for inclusion of
papers in subsequent reviews.

TRANSPARENCY AND INF ORMATION EXCHANGE

Byrnes, W. (2017) O6éHow May the Unitéd States
Process to Incentivize Good Tax Administrations among the World of Black Hat and
Grey Hat Governments? A Carrot & Stick Polic

This essay challenges the idea that all tax jurisdictions should have complete information on
taxpayers. Given thahost countries are hardly without corruption, who then is to be trusted

with taxpayer information? The author sugge
Asticko approach by wutilizing FACTA, coupl e
adminst ered under the Presidentdés Annual Nar co
Uu. S. wi || provide financi al i snusiogr tneaGAAon ab

(Competent Authority Agreement), while foreign governments will provide informatider

FACTA. This is the cooperative fAcarroto. The
transparency is not reciprocated or under cases of abuse of power. Sanctions would then be
placed on secretive jurisdictions who do not provide informatiohddtS. government and

those that misuse the tax information that the U.S. provides.

Kim, Y.R. (2017), oO6Considering Citizenship T

This article addresses the issue of citizen taxation, by examining whether citizenshgntaxati

(as opposed to residency taxation) fulfils the efficiency and administrative principles of
taxation. The author uses citizenship renunciation rates in mainly OECD countries to suggest

t hat citizenship taxation i s nghip renuhcationma i n I
Furthermore, the author argues that citizenship taxation has only a marginal effect on inbound
migration from highskilled and wealthy migrants. Finally, the author makes the case for why
citizenship taxation is actually more easily adistiered than resideadased taxationOn

balancethe author concluddbat citizenship taxation is good policy.

1 Lecturer in International Politics and Business, University of Exédtéf.DAttoma@exeter.ac.uk

2 Associate Research Fellow, Tax Administratesearch Centre, University of Exeter
D.Gamannossi@exeter.ac.uk

3 Associate Research Fellow, Tax Administration Research Centre, University of, Bhg03@exeter.ac.uk

4 Associate Research Fellow, Tax Administration Research Centre, Universitetef, Ex
A.E.Malezieux@exeter.ac.uk
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Cockfield, A. J. (2017) How Countries Should Share Tax Information

Exchange of tax and financial informati@themain policy response tapital flight, offshore

tax evasion and multinational firm tax avoidan€his article discusses optimal exchange of
information (EOI) laws and policies in the light of the different interests of taxpayers and tax
authorities, imfementation challenges and opportunities provided by big data and analytics.
The author shows howxtpayers and tax authorities may have contrasting interests with respect
to global financial transparency and how tieisultsn an opaque global financisystem where

high transaction costs preveahe achievement of optimal outcom@&se importance of high
guality tax information is deemed crucial to improve enforceability via taxpayer segmentation.
A broad multilateral agreement on privacy protectiondastified as a prerequisite to address
privacy concerns stemming from the risk of misuse of taxpaydosmation and varied levels

of domestic legal protection of privacy rights. The article argues that data analytics may
significantlyimprovetax lawés enforceability and future EOI reforms should be designed so to
allow for its full exploitation. To this endthe author notethe potential usefulness dfe
institution of a global financial registry atide use oprivate sector firms in the identifidgah

of untaxed income from publicly availaldata.

TAX PROFESSION

Lankhorst, P. and v-BEPS Dax Advisoly and TaX Btructuyingd P o s t
from a Tax Practitioneros Viewbo.

This article discusses the expected impact of BEPS on tax advisdaxgridnning. To answer

the research questioithe authors discuss BEPS Actions 718 and 13 and tlirepossible
implications. Finally, they discuss three issues that the BEPS Actions do not address. The
authors suggest that governments should focus@taales and employe&torsrather than

on which activity creates profits. They argue that BEPS fails to consider the effects corporate
taxes may have on wages. Finally, they suggesathasors shiffrom advising MNEs on the
lowest possible effete tax rateto broader adwee including risks, risk appetite ampadiblic
expectations.

Field, H. M. (2017). Aggressive Tax Planning & the Ethical Tax Lawyer.

This article contemplates the choices facing a lawyer considering giving advice on aggressive
tax planningj.e. advice on actions that may be contestable. At the core of the discussion is the
guestion as to whether a tax lawyer can be both aggressive and ethical with particular regard
to the key activity of giving advice on the likelihood of suscédsa particular measure is
challenged. The article considers a number of known strategies for aggressive tax planning by
multinational corporations that are discouraged, such as inversion, earnings striping and
transfer pricing. The author then sets autumber of different philosophies of lawyering and
their outcomes when applied to the example of interest. The article arguetailigerseeking

to pursue a career as athical tax planner should identify and implement her philosophy of
lawyering to lelp make difficult discretionary tax advising decisions in a principled way,

Gammie, M. (2017)Shooting the messenger: the proposed enabler penalty
This article is a plea againsttbiK i ena bl er 0 penalty, i .e. the

held esponsible if their client is found guilty of tax avoidance (as stated in the General Anti
Abuse Rule guidance). The author underlines the difficnljlydging if avoidancehas occured

131



Journal of Tax Administration Va1 2018 Review of Recent Literature

and if it was abusivehe threat tahe whole tax community and therdlict of interest that
may arise between advisors and clients. He conclwitesthe hopethat professionalwill
continue advising clients without being influend®d or feaing, a possibleenalty.

West, A. (2017) Multinational Tax Avoidance: Virtue Ethics and the Role of
Accountants

The authodr aws on Maclntyrebés virtue ethics in t
of accountants in the tax avoidance activities of large multinational companies. He provides a
concise overview of modern phdoo p hi ¢ a | approaches to ethics
ethics to Cresseyod6s fraud triangle in his an
the accounting practices in a global tax setting.

TAX EXPENDITURES
Zu, Y. (2017) CooRecfeosrsmiomgs :VAT Tax Expenditure

In this article, the author examines the implications of VAT concessions. The author argues
that although there is wide consensus that these concessions are market distorting and
inefficient, VAT concessions are widely used administrative tool. To analyze the
effectiveness of these concessions the author uses relies oistdgee inquiry: Does the
concession serve a valid government objective? Is a tax expenditure or a direct spending
program better at achievinfis objective? How should the tax expenditure be designed as to
achieve its primary objective? The author relies on the latter two for her analysis. She concludes
that VAT expenditures are often unfair and inefficient subsidy programs that can legt to hi
costs and administrative burdens. She suggests that the Va&&R approach to measure the
direct cost of each concessiorshould be employed to examine the implications for VAT
expenditures.

CONFIDENTIALITY
Yin, G. K. (2017) 0tCo n@btesisn ommmmd Realtehaogd tTya x

This article describes the authority bfS Congress under 6103(f)(1) to obtain the tax
information of any taxpayer, including the President, without consent. The author suggests that
President TrumpoOos current situation justifie
information. Whethethat information is disclosed to the public is a separate issue, but that is

up to the committee to investigate.

Debelva, F & Mosquera, I. (2017). Privacy and Confidentiality in Exchange of
Information Procedures: Some Uncertainties, Many Issues, but Fe®olutions.

Il n this paper the authors argue that the pr
and confidentiality have received insufficient attention in discussions of the exchange of
information between national tax authorities. The Ertiotes that there has been a significant
increase in the amount and the types of information being exchanged in respect of several
concurreninternational initiatives of instruments to exchange information in order to prevent

tax evasion and tackle aggsive tax planning. The paper identifies a number of instances

where the level of protection offered by current measures is insufficient. The authors conclude
that existing safeguards in with regards to
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not sufficient to tackle the existing issues and recommend a specific multilateral instrument to
address them.

Hambre, A-M. (2017). Tax Confidentiality: A Legislative Proposal at National Level.

In this article the author examines the competing defiresansparency and confidentiality

in relation to the information held about taxpayers by national tax authorities. The paper
proposes | egislation for fAa requirement of
applies in the case where thereaidikelihood of damage occurring to a taxpayer upon
disclosure, thereby adhering to a principle of maximum disclosure on behalf of government,
while affording taxpayer privacy when necessary. The paper presents an evaluation of the
proposed measure agdirisree key benchmark factors of interest to the related agents, tax
compliance, administrative costs and taxpayer privacy and concludes that the proposed
measure will facilitate public access to information and thus should provide benefits in terms
of thelevel of taxpayer compliance, while recognising that full disclosure in every situation
may not be appropriate.

TAX COMPLIANCE: INDI VIDUALS

Mal i k
c

S., Mihm, B. and Timme, F. OAn Experi
Pol i S

i es 0.

For this study, the autins conduct a laboratory experiment to examine the effects of Anti
avoidance rules (AARs) on tax compliance. Theyealthat AARs can actually lead to the
unintended consequence of increasing evaagsubjects substitute avoidance for evasion
when feadile or evasion for avoidancagubstitution effect). In the end, the substitution effect
mitigates the effect of the AARs on the tax gap.

Hallsworth, M., List, J. A., Metcalfe, R. D. & Vlaev, I. (2017). The behavioralist as tax
collector: Using natural field experiments to enhance tax compliance.

This article presents results from two large scale natural field experiments in which the UK tax
authority sent reminder letters to taxpayers who were late in paying their taxes. The authors
report that the inclusion of a social norm message in standanalder letters led to accelerated
payment rates of overdue tax relative to a control condition. The results further reveal that the
use of a message detailing a descriptive norm (detailing the behaviour of others) were
significantly more effective than tee usingnjunctivenorm (detailing the behaviour expected

by others). Messages referring to public services or financial information also significantly
increased payment rates. The authors note that the interventions significantly accelerated the
collection of tax revenue due at little cost.

Bruner D. M., D@ttoma, J. & Steinmo, S. (2017). The role of gender in the provision of
public goods through tax compliance.

This paper details the results of an experimental investigation conducted in multiple countries,
in which subjects faced a serigfsdecisions on reporting their income from a real effort task.
The tax paid was used to form a group fund, which was pdigrarshanced by a multiplier,

and distributed equally among the subjects, thereby forming a public good. The authors
investigate the effect of the level of the multiplier and of the gender of the subject in the
compliance decision. The results show thatm&a are more compliant than men, and
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interestingly that the gender difference does not correlate to differences in risk aversion.
Furthermore the results also show that increasing the value of the multiplier increases
compliance and gives some evidenca then are more sensitive to the price of provision.

D6Attoma, J. (2018) iSubtadvideixlgliarataxcaenpliaBnee® Nor t h
An experimental analysis

Northernltaly is known to be tax compliant whereas seuttitaly is not. This paper stues

the cultural differences across populations from rewrthand soutkrn Italy, using an
experimental method. Using a Tax Evasion Game, compliance behaviour is rec@dpdarn
Rome, Bologna, and MilanThere were no differences of compliance behavimtiween
northern and southern Italians, showing that there is no intrinsic cultural motivation to evade
taxes in southrn Italy. The aithor concludes that institutions probably drive this real life
difference.

Mendoza, J.P., WielhouwerJ.L., & Kirchler, E (2017) The backfiring effect of auditing
on tax compliance.

Authors expect a curvilinear ¢(shaped) relationship between the number of awdhitl tax
evasion.Thismeans that increasing audit level has a positive impact on tax compliance until a
certan level is reachedafter whichit has a negative impact on tax compliance. An increasing
level of audits could lead to a perception of distrust from taxpayers, a feeling of unfairness or
of widespread noncompliancéhe aithors compare the number of verdtion actions taken

by tax authorities to the perception of tax evasion from business executivierent
countriesand indeed show that audit level can backfire when it is set too high.

Alm, J. Bloomquist, K & Mckee, M (2017)When You Know Your Neighbour Pays
Taxes: Information, Peer Effects and Tax Compliance.

In this paper, the authors use a Tax Evasion Game where the participants have to file and report
their taxes to study the impact of peer information. They compare treatments wheratdiffere
informationis provided: no information (baseline), owith information about the percentage

of group members who filed their taxes, ovith the results of the audits for the current round

and one with both types of information. The results showgtatiding information always

has an impact compared to the baseline. However, this impact is not always positive on
compliance. Managing peer effects information is thus complicated and subtle.

Goerke, L. (2016) Tax evasion in a Cournotlopoly with endogenous entry.

This contribution investigates how excessive entry is affected by tax evasion when a tax on
operating profits is imposed on a homogengasd Cournot oligopoly. The scientific literature
shows that in a Cournot oligopoly, if the number ofmpetitors and output per firm are
negatively related, there will be excessive entry compared to the welfare maximizing one.
While it has been proven that this issue may be ameliorateeven solved by taxing firms,

an analysis of the impact of taxasion on this result was still lacking. Theathor identifies

two simultaneous effects for tax evasion on excessive entry: the first one increases the
incentives to entrance by raising profits and the second one affects the welfare maximizing
number of fims. While the former effect exacerbates excessive entry, the second may have a
positive impact on the issue. In particular, when the welfare cost of evasion declines with the
number of competitors, evasion activity also deaeasa number of firms. Inhis case, tax
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evasion is found to be positively related to the welfare maximizing number of firms and this
effect may outweighs the higher incentives to entry. A numerical illustration of the inherent
ambiguity of the effect of evasion on excessive emstrovided to support the result.

TAX COMPLIANCE: LARG E BUSINESS

De Widt, D. & Oats, L. (2017) Risk Assessment in a Gaperative Compliance Context:
A Dutch-UK Comparison, British Tax Review, 230i

Both the UK and the Netherlands deploy risk assessieehhiques in the context of co
operative compliance arrangements with large business taxpayers. Both countries have mature
models of ceoperative compliance with important operational differences and this paper
probes these differences drawing on intexvwbased research conducted in both countries. The
authors highlight the difficulties faced by tax authorities in defining and quantifying the
ongoing benefits of risk based compliance programmes.

Szudoczky, R &Majdanska, A. (2017) Designing Capperative Compliance
Programmes: Lessons from the EU State Aid Rules for Tax Administrations

In this paper the authors explain the rationale fooperative compliance initiatives by
reference to the OECD recommenda$idn this area, and focus on the EU context, in particular

the state aid rules. Gaperative compliance arrangements are then evaluated against the state
aid rules and the authors conclude that if the programmes are limited to procedural benefits and
eligibility defined in a norarbitrary way, then the scope for challenge under the state aid rules

is low.

DISPUTE RESOLUTION
De Carolis, D. (2017) A New Approach to Internatioal Dispute Resolution Processes

The substantial growth in tax disputes betwierauthorities and multinational enterprises has
exposed the substantial inadequacy of International Taxation Dispute Resolution Process
(ITDRP). This manuscripproposedo analyseéhe ITDRP wsinganinstitutional approache.,

under the assumption thahe states behave as rational actors guided by cost/benefit
considerations. The author argues thafraening ITDRP asa compromise between the
sovereignty costs imposed on states and the benefits generated for tax authorities and taxpayers
is both more msightful and reliable than legal analysis alofilee paper identifies thmain

interests underlying the ITRDBNd illustrateshow such aninterdisciplinary comparative
paradigm may be fruitful to the cemt debate about the use of NBmding Dispute

Reo |l uti on Mechanisms and to increase the ta
Mutual Agreement and Arbitration Procedures.

BEPS
Ginevra, G. (2017) The EU AntiTax Avoidance Directive and the Base Erosion and
Profit Shifting (BEPS) Action Plan: Necessity and Adequacy of the Measures at EU

level.

This article analyses the Arliax Avoidance Directive frm the Council of European Union
and compares it to the original OECD BEPS Action Plan. The author concludes that this
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agreement is impressive, #s matter isparticularly sensitivelt will indeed providefor
common implementation and reduce compatibility issues between countries. Haothever,
authorpoints out that the anivoidance measures will probably not be enough to meet the
objectives othe Directive.

Christians, A. (2017) BEPS and the New International Tax Order.

In this paper, the author takes a helicopter view of recentrdioation efforts in the battle
against multinational tax avoidance. She reflects on the Inclusive Frametviatk provides

a potential avenue for the participation of f@BCD countries in the norm building process
and concludes by speculating about the potential for expansion of inclusivity to encompass
NGOs as well as country representation in the evolutioheonew global tax order.

B¢egttner T. and Thi emann, M. (2017)., o6Breaki
Expertise in the OECD/G20 Process on BEPS and the Potential Transformation of
I nternational Taxationo

In this article, the authors examim®w and why the OECD has utilised the Transfer Pricing
Guidelines in order to reign in Base Erosion and Profit Shifting (BEPS). They argue that this
incremental approach, rather than a more radical shift in policy, allows the OECD to retain
authority whik limiting political risk. Utilizing an historical institutionalist/constructivist
framework, the authors rely on expert interviews and qualitative content analysis of OECD
reports, suggesting that that this approach has had the unintended consequemderioigr
BEPS policies increasingly incoherent. Thus, the end goal of institutionalising a Transfer
Pricing regime as to set certain boundaries, could actually undetermined the entire regime.

Avi Yonah, R. & Xu, H. (2017) Evaluating BEPS

The authorsmrvi de an evaluation of the BEPS projec
its limits, observing the new direction of international tax law reform towards economic value

and calling for a reevaluation of the benefits principle. They advocate souncatiten of

passive income and residence taxation of active income to enable more effective combat
against both tax evasion and tax avoidance.
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