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Defining taxes

• Taxes are compulsory, unrequited payments to governments.

• Taxes are unrequited in the sense that benefits provided by

government to taxpayers are not normally in proportion to their

payments.

• In general governments use tax revenues to provide goods

and/or services to the community as a whole, either

individually or collectively.

• Taxes are a means to an end and not an end in itself



Tax related concepts  (1)

• Direct Taxes: Personal Income Tax, 
Corporate Income Tax, Dividend Tax, 

• Indirect Taxes: VAT, GST, Sales Tax, 
Excise Duties (Specific vs Ad Valorem), 
Custom Duties, Import Duties, 

• Externalities, Market failures: Pigouvian 
taxes, Corrective tax,  Environmental 
Taxes, Fuel Taxes, Gambling Taxes

• Wealth Taxes: Estate Duty, Inheritance 
Tax, Death Duties, 

• Land Taxes, Property Taxes,  Municipal 
Property Rates, Transfer Duties

• Financial Transaction Taxes

• Fees vs taxes or levies 

• Tax burden, Tax incidence,  Fiscal drag, 
Bracket creeping 

• Elasticity: price elasticity of demand, 
income elasticity of demand

• Excess burden, dead weight loss

• Tax revenue, tax buoyancy, tax elasticity

• Tax incentives, Tax expenditure

• Tax mix, Fiscal policy, Fiscal framework



Tax related concepts  (2)

• Efficiency, neutrality - growth 

• Equity: horizontal equity (fairness), 

vertical equity

• Inequality – redistribution, tax 

justice,  

• Proportional, Progressive, 

Regressive 

• Automatic stabiliser

• International taxation, Tax treaties, 
Double Taxation Agreements, 
Double taxation, Double non-
taxation

• Transfer Pricing

• Tax avoidance, Tax evasion, Tax 

fraud

• Tax Legislation, Tax Administration, 

Tax Compliance 

• Tax morale

• Tax Ombud



Fees vs Taxes 

• A fee is a specific repayment for some special service by
the state (e.g. vaccination fee, postal fee, etc.) Its level
should be in proportion to the specific advantage that the
individual derives, who makes use of the particular state
institution.

• A tax, on the other hand, is a general payment to the
state based on the universal obligations of a citizen, and
without any specific relationship to some particular
benefit or special service of the state. p. 324 (Unrequited
payment )

• Source: THE QUESTION OF JUSTICE IN TAXATION  THE BASICS OF TAX REFORM IN TERMS OF THE
SOLIDARITY CONCEPT OF HEINRICH PESCH, S. J.
By Heinrich Lechtape,  Freiburg in Breisgau 1920
A Translation by Rupert J. Ederer,  The Catholic Social Science Review  13 (2008)  313 - 340
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Optimal tax theory  

• Optimal taxation is “a subject at the very center of public finance
analysis, the, distortions introduced (and corrected) by
taxation.

• Tax-induced reductions in economic efficiency are known as
deadweight losses or the excess burdens of taxation, the latter
signifying the added cost to taxpayers and society of raising
revenue through taxes that distort economic decisions”.

• “Designing an optimal tax system means keeping tax distortions
to a minimum, subject to restrictions introduced by the need
to raise revenue and maintain an equitable tax burden”. p.1

Source: Alan J. Auerbach and James R. Hines Jr. Taxation and Economic Efficiency, 2001 Handbook of 
Public Economics



Tax policy objectives : The why of 

taxes 
• Raise revenue for government, to fund 

expenditure on public goods. Redistribution, 

primarily through effective and efficient 

government expenditure programmes which are  

pro-poor. 

• Market failures / corrective taxes (e.g. health,

social and environmental externalities (negative),

& incentives / subsidies for positive externalities,

e.g. R & D)

9



Context: Tax policy design milieu

What is theoretical desirable?

Is it politically feasible?

Is it practical / administratively doable?

Effective enforcement 

The issues listed above often necessitate the consideration 

of second best solutions and even third best solutions. 



“Macro level” - Tax Principles

• Ability to pay principle

• Benefit principle 



THE QUESTION OF JUSTICE IN TAXATION  THE BASICS OF TAX REFORM IN TERMS OF THE

SOLIDARITY CONCEPT OF HEINRICH PESCH, S. J.

By Heinrich Lechtape,  Freiburg in Breisgau 1920

A Translation by Rupert J. Ederer,  The Catholic Social Science Review  13 (2008)  313 - 340

• The moral-organism concept of the state requires that the 
burden to which each person is subject should be 
apportioned according to his ability, so that each must pay 
taxes according to the measure of his capacity.  p. 325

• … taxes must be just, since justice is the foundation of
states, without which no nation will develop, and no state
will thrive. p.338

• It is only in special cases that the equivalence (benefit)
principle appears to be a fair and practical basis for
taxation, e.g. in the tax structure of local governments and
bodies below the state level. p. 325



Tax mix: Direct & Indirect Taxes   
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Principles of a good 

taxation system  

Description / Definition

1 Efficiency; economic

growth (neutrality)

Taxes should be efficient and minimise as far as possible impediments to

economic growth. That is, the tax system should avoid unnecessarily distorting

the use of resources (e.g. causing biases toward one form of investment versus

another) and imposing heavy costs on individuals and firms.

2 Equity; fairness

Assessment of both vertical equity (the relative position of those on different

income levels or in different circumstances) and horizontal equity (the consistent

treatment of those at similar income levels, or similar circumstances) is

important.

3 Revenue integrity; tax

revenue buoyancy

The tax system should be sustainable over time, minimise opportunities for tax 

avoidance and arbitrage, and provide a sustainable revenue base for 

government.

4  Certainty & Simplicity; 

Compliance and 

administration cost

Tax rules should not be arbitrary. The tax system should be as simple and low

cost as possible for taxpayers to comply with and for the Revenue Authority to

administer.

5 Coherence Individual reform options should make sense in the context of the entire tax

system. While a particular measure may seem sensible when viewed in isolation,

implementing the proposal may not be desirable given the tax system as a

whole.

Principles of a good tax system 
Source:  Tax Working Group, A Tax System for New Zealand’s Future, Victoria University of Wellington January 2010, Centre for Accounting, Governance and 

Taxation Research, Victoria University of Wellington, Wellington, New Zealand



Considering the tax system as a 

whole

• A good tax system should be structured to meet overall spending needs
and the earmarking of revenues for particular purposes should be
avoided.

• Not all taxes need to be progressive as long as the overall system is.

• Generally, the right tools for achieving distributional objectives are direct
personal taxes and benefits / spending.

• PIT can be designed to achieve the desired degree of progressivity;

• Other aspects of the tax system & tax instruments can be focused on
achieving efficiency and revenue needs.

(Source: Institute for Fiscal Studies (IFS), 2011. Mirrlees Review: Reforming the tax system for the 21st century, Tax by Design)
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Tax morale (1)

• There is a large theoretical and empirical literature showing that investments
in state fiscal capacity, namely economic institutions for tax compliance, are a
key feature of economic development (see Besley and Persson, 2013.)

• At the same time, a widely accepted literature remarks that tax compliance
cannot be fully explained by the level of enforcement or the tax rates and,
after a long period in which non pecuniary motivations have been neglected
(Andreoni et al., 1998), tax morale has turned into a key issue among the
determinants of tax compliance (Torgler, 2007).

• Tax morale is usually defined as a moral obligation or an intrinsic motivation
to pay taxes, and it can be considered “as an umbrella term capturing non
pecuniary motivations for tax compliance as well as factors that fall outside
the standard, expected utility framework“ (Luttmer and Singhal, 2014, p. 150).
P. 2

• Tax Morale, Aversion to Ethnic Diversity, and Decentralization. Alessandro Belmonte_ IMT Alti Studi 
Lucca, Roberto Dell'Annoy  University of Salerno, Desiree Teobaldelliz University of Urbino, September 6, 
2016



Tax morale (2)

• The experimental and survey results reported in this paper provide
support for the hypothesis that tax compliance increases with
individual perceptions that the tax system is fair and that the
government is providing valued goods and services with the
revenues. We may define tax morale as the intrinsic motivation to
pay taxes arising from the moral obligation to pay taxes or the
belief in contributing to society by paying taxes. P. 5

• Taxes are the price paid for government services and taxpayers
generally are sensitive to the way the government uses tax
revenues. Therefore, taxpayers perceive their relationship with the
state not only as a relationship of coercion, but also as one of
exchange. Individuals will feel cheated if taxes are not spent
efficiently. P. 12

• Effects of Tax Morale on Tax Compliance: Experimental and Survey Evidence. Cummings, Ronald G., Andrew Young School of Policy 
Studies, Georgia State University; Martinez-Vazquez, Jorge, Andrew Young School of Policy Studies, Georgia State University; 
McKee, Michael, Department of Economics, University of Tennessee; Torgler, Benno, Visiting Scholar, UC Berkeley and Research 
Fellow of CREMA. Berkeley Program in Law and Economics, Working Paper Series. http://escholarship.org/uc/item/8sh2w9fp, 2006

http://escholarship.org/uc/item/8sh2w9fp


Tax morale (3)

• Tax morale - usually defined as - the intrinsic motivation to pay
taxes which arises from the moral obligation to pay taxes as a
contribution to society (see, e.g., Feld and Frey 2007, Torgler
2007, Alm and Gomez 2008, Cummings et al. 2009) -- plays a
significant role in explaining observed tax evasion behavior. P. 4

• A major focus in tax morale research is on perceived trust in state
functioning or public finance. The intuition is obvious: taxpayers
who trust their government and believe that tax revenue is spent
properly should be more willing to pay taxes. In contrast, tax
morale decreases as people believe that tax money is spent
redundantly. P.7

• Progressive Taxation and Tax Morale , Philipp Doerrenberg,  CGS, University of Cologne; Andreas Peichl, IZA 
Bonn, University of Cologne, ISER and CESifo, Discussion Paper No. 5378, December 2010

• tax morale, the intrinsic willingness to comply. 



Tax Buoyancy vs. Tax Elasticity

• Tax buoyancy measures total response of tax revenues to changes in the tax base;
taking into account both automatic and discretionary changes in tax rates and the
tax base.

• Tax elasticity measures the automatic response of tax revenue to changes in the
tax base (excluding the effects of discretionary changes).

• Estimating tax elasticity involves modifying the tax revenue data to account for
discretionary changes in tax policy.

• This can be done by either using micro level tax data or adding a dummy variable
into the regression model for each exogenous policy change.

• Although tax elasticity is a more desirable measure to use for forecasting it is not
always practical and often difficult to retrospectively adjust tax revenues to take
account for historical tax changes.

• Thus in practice tax buoyancy is more often used in the tax revenue forecasting
process. This requires that practitioners should be mindful to the limitation of tax
buoyancy and to make informed adjustments to this measure.



Total (Gross) Tax Revenue & Nominal 

GDP 
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Trends analysis 

• Population

• Total Government 

Expenditure

• PIT Revenue

• VAT Revenue

• CIT Revenue

• Total Tax Revenue

• Nominal GDP

• Number of motor 
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Summary of key tax concepts and 

principles

• Equity:  Horizontal equity (fairness) ; Vertical equity (ability to pay); 
Progressive, Regressive, Proportional

• Efficiency:  dead weight loss / excess burden, neutrality, economic growth

• Certainty: Tax legislation,  compliance costs / burden, simplicity / 
complexity, administrative capacity, administrative efficiency, tax 
avoidance, tax evasion, tax fraud, tax havens

• Tax (revenue) buoyancy

• Tax morale 

• Inequality: Gini-coefficient – redistribution (tax and benefits system as a 
whole; i.e. revenue and expenditure)

• Externalities: market failures, Pigouvian taxes



Thank You

Questions ?



Behavioural Economics 
• Starting with Simon (1955), Kahneman and Tversky (1979), and Thaler (1980), a large body

of research has incorporated insights from psychology - such as loss aversion, present bias,
and inattention - into economic models. Although this subfield of “behavioral economics" has
grown very rapidly, the neoclassical model remains the benchmark for most economic
applications, and the validity of behavioral economics as an alternative paradigm continues to
be debated.

• … from a pragmatic perspective, behavioral economics represents a natural progression of
(rather than a challenge to) neoclassical economic methods.

• First, behavioral economics offers new policy tools that can be used to influence behaviour.

• Second, behavioral economics can yield better predictions about the effects of existing
policies.

• Third, behavioral economics generates new welfare implications. Behavioral biases (such as
inattention or myopia) often generate differences between welfare from a policy maker's
perspective, which depends on an agent's experienced utility (his actual well-being), and the
agent's decision utility (the objective the agent maximizes when making choices).

• BEHAVIORAL ECONOMICS AND PUBLIC POLICY: A PRAGMATIC PERSPECTIVE. Raj Chetty, Working Paper 20928, 
http://www.nber.org/papers/w20928 - February 2015

http://www.nber.org/papers/w20928


What are behavioural insights, 

economics and science?

• Behavioural insights aim at improving the welfare of
citizens and consumers through policies and regulations
that are formed based on empirically-tested results,
derived using sound experimental methods. Behavioural
insights is one discipline in a family of three, the others
being behavioural sciences and behavioural economics,
which mix traditional economic strategies with insights
from psychology, cognitive science and other social
sciences to discover the many “irrational” factors that
influence decision making. (Lunn, 2014; OECD, 2016)
p.16

• OECD (2017), Behavioural Insights and Public Policy: Lessons from Around the 
World, OECD Publishing, Paris. http://dx.doi.org/10.1787/9789264270480-en



Main Budget - 2018
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Principle Description / Definition

1. Equity and fairness Taxation system design should take account of horizontal and vertical equity.

It is important that the public perceives the tax system as fair. Inter-nation

equity should be considered for international elements.

2. Certainty and simplicity Tax rules should not be arbitrary. Tax rules should be as clear and simple to

understand as the complexity of the subject of taxation allows, so that taxpayers

can anticipate in advance the tax consequences of a transaction including

knowing when, where and how the tax is to be accounted. There should be

transparency and visibility in the design and implementation of the tax rules.

3. Efficiency Compliance and administration costs should be minimised and payment of tax

should be as easy as possible.

4. Neutrality The tax system should not impede or reduce the productive capacity of the

economy. Business decisions should be motivated by economic rather than tax

considerations. Taxpayers in similar situations carrying out similar transactions

should be subject to similar levels of taxation. Capital import neutrality and capital

export neutrality should be considered.

5. Effectiveness The system should collect the right amount of tax at the right time without

imposing double taxation or unintentional nontaxation at both the domestic and

international levels. The system should be flexible and dynamic to ensure a

match with technological and commercial developments. The potential for active

or passive non-compliance should be minimised while keeping counter-acting

measures proportionate to the risks involved.

Principles of a good tax system 
Source: Clinton Alley and Duncan Bentley. (2005) "A remodelling of Adam Smith’s tax design principles" 


