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PURPOSE OF TAXATION

Broad tax policy objectives:
Revenue raising
Social objectives
Market failures
Behavioural changes
Tax incentives
International competitiveness



Example: VAT zero-rating in SA
VAT and regressivity:
A VAT without any zero-rating or 

exemptions enhances horizontal equity , but 
it is not vertically equitable

The poor generally has higher marginal 
propensity to consume than the rich; hence, 
broad-based VAT system with a single rate 
will be regressive
 Regressive tax: A tax that takes a larger 

percentage of income for tax from low-
income people than from high-income 
people



Example: VAT zero-rating in SA
It has become widely accepted to zero-rate 

VAT to mitigate its regressivity
Is zero-rating an appropriate mechanism to 

alleviate the burden of VAT on the poor? 
Our findings:
 Estimated that VAT zero-rating in SA gives 

benefit of approximately R9 billion (2012 
prices). Of this amount, the poorest 40% 
receive only R3.4 billion



VAT revenue foregone on selected zero-rated 
goods in 2010/11



Concluding remarks: VAT zero-rating in SA

Internationally there has been a tendency towards broad-
based and single rate VAT 

SA: introduction of a relatively broad-based VAT in South 
Africa in 1991 (19 items zero-rated) is overshadowed by 
coverage and delivery effectiveness of social assistance 
programmes

Greater proportion of gain from VAT zero-rating accrues to 
higher income groups 

We should consider whether to continue with current 
system or use the more effective targeting of the poor on 
the expenditure side



PROPERTIES OF A GOOD TAX SYSTEM 
(remember…)

Equity

 Promote fair income distribution

 Benefit approach – benefit taxes (user charges)

 Ability-to-pay approach – horizontal versus vertical equity

Economic efficiency

 Minimisation of distortive effect on taxpayers’ choices

Administrative efficiency

 Minimisation of administrative and compliance costs

 Flexibility, simplicity, transparency

Flexibility

 Facilitate macroeconomic stability and economic 
development



EFFECT OF TAXES ON EFFICIENCY
Understanding the magnitude and nature of 

the deadweight losses (efficiency losses) is 
important for assessing the true cost of 
increased government spending and for 
shaping the appropriate structure of taxes

Deadweight loss of a tax on labour income 
depends on the response of taxable income 
and not just the change in labour supply



EXCESS BURDEN IN PRACTICE
"My own experience is that the concept of the 

deadweight loss of a tax increase, i.e., the 
amount that individuals would have to be 

paid to make them as well off as they would 
be without the proposed tax change, is much 
easier to teach in a classroom than to convey 

in a Congressional hearing."
Martin Feldstein

Professor of Economics, Harvard University
Chairman: US Council of Economic Advisers

(1982-1984)
President Emeritus, National Bureau of 

Economic Research



Taxes on labour income – efficiency effects

Traditionally, studies of  effects of payroll taxes and PIT focus on the 
effect of the marginal tax rate on working hours 

A higher marginal tax rate reduces net return to work -- depresses 
working hours – creates a deadweight loss (equal to difference between 
the value of the lost net output and the value to the individual of the extra 
leisure)

Deadweight loss is proportional to the compensated elasticity of the hours 
worked with respect to the net of tax wage (equivalently, the elasticity with 
respect to the net of tax share that the individual gets to keep, i.e., to one-
minus-the-marginal tax-rate)

Estimations of the elasticity of hours worked with respect to the net of tax 
wage – for men and for single women, the evidence indicates that 
elasticity is very low, implying a low deadweight loss of the tax on labour 
income



Taxes on labour income – efficiency effects
Feldstein: do not only consider hours worked when 

measuring labour supply - contribution of employees to 
national output also depends on the amount of human 
capital per worker (including education, on-the-job-
training, and experience), on the effort that workers make, 
on the choice of occupation, on location, on risk-taking 
and on other attributes of labour supply

Taxes also distort the form in which individuals take their 
compensation



Taxes on labour income – efficiency effects

Deadweight loss: now measured by the effect 
of  tax on employee’s taxable labour income 

Economic theory tells to simply add all of the 
distortions, i.e., add all of the reductions in 
taxable income, to get the full distorting effect 
of the tax

This implies a much larger deadweight loss 
than the very small loss of taxable income that 
results from reductions in working hours



Taxes on labour income – efficiency effects

Deadweight loss caused by changes in personal income tax rates 
depends on the elasticity of the taxable labour income with 
respect to one-minus-the marginal tax rate

This elasticity is larger than the elasticity of working hours with 
respect to the same net of tax share

Feldstein - calculation:
 Assume: compensated elasticity of 0.4; income effect of 0.15, 

implying overall (uncompensated) elasticity of taxable income 
with respect to the net of tax share less than 0.4

 The deadweight loss produced by the rise in marginal tax rates 
is $3.5 billion (76% of the $4.6 billion of incremental revenue)

 Actual revenue is only 57% of static revenue gain; deadweight 
loss is 76 cents per dollar of revenue – should be central to any 
consideration of tax policy



Taxes on labour income – efficiency effects
Failure to take into account the behaviour of taxpayers 

leads the revenue estimators to overestimate the positive 
effect on revenue of tax rate increases and also to 
overestimate the negative effect on revenue of tax rate 
decreases

To conclude:
High personal income tax rates reduce not only labour 

supply broadly defined, but also distort the form of 
compensation and encourage spending on tax favoured 
forms of consumption

The large elasticity of taxable income with respect to the 
net of tax rate is an indication of the magnitude of the 
deadweight loss as well as of the loss in revenue



BEHAVIOURAL RESPONSES AND EXCESS 
BURDENS
Attempts by taxpayers to avoid or reduce their 

tax liabilities can increase the excess burdens 
of taxes

Results: Misallocation of resources and 
adverse effects on social welfare

Avoiding such adverse effects should be an 
important consideration in the design of taxes

Historical example: The window tax
Oates, W.E. and R.M Schwab (2015): The 

window tax: a case study in excess burden. 
Journal of Economic Perspectives, 29(1): 
163-180



The window tax: background

Imposed in England (1696-1851)
Logic: Number of windows of a dwelling as a 

visible indicator of the ability to pay
Antecedent: Tax on fire-hearths and stoves 

(1662)
Structure of the window tax: notches
Example – 1747 reforms:
Fewer than 10 windows: No tax
10-14 windows: 6 pence per window
15-19 windows: 9 pence per window
20 or more windows: 12 pence (1 shilling) per 

window
Average income at the time: 20 pounds (400 

shillings) per annum



The window tax: effects (1)



The window tax: effects (2)
How strong was the response to the tax?
Oates and Schwab's strategy: Determine the degree to 

which taxpayers avoided the numbers of windows that 
meant higher window tax rates

 1747-1757 – 9, 14 and 19 windows:
 10-14 windows: 6 pence per window
 15-19 windows: 9 pence per window
 20 or more windows: 12 pence (1 shilling) per 

window
 1761-1765 – also 7 windows:
 8-9 windows: 12 pence (1 shilling) per window
Higher rates on dwellings with 10 or more windows



The window tax: effects (3)



The window tax: effects (4)



The window tax: effects (5)
Oates and Schwab use the notch structure and a simulation 

model to estimate the deadweight losses associated with the 
window tax

Some findings:
The tax reduced the average demand for windows from an 

estimated 16.2 to an estimated 14.1
Estimated deadweight losses were especially large for those 

at the notches: 62 percent of the taxes paid (i.e. over and 
above the direct burden of the tax, every rand of tax collected 
imposed an additional burden of 62 cents on taxpayers)  

Entire sample: deadweight loss of the window tax amounted to 
13.4 percent of revenues



IN CLOSING
The inefficiencies associated with behavioural responses 

to the incentives created by taxes can be large
To what extent can clever design of taxes avoid such 

inefficiencies?
Next session: Taxes meant to change behaviour
Examples: "Sin taxes" on tobacco and alcohol products

Themes:
How do consumers respond to such taxes (and why?)
Do such taxes have the intended effects on behaviour?
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