* K %
*
*
*

* g K

European
Commission

EUROPEAN
ECONOMY

Economic Papers 502 | August 2013

The role of tax policy in times
of fiscal consolidation

Savina Princen and Gilles Mourre




European Commission

Directorate-General for Economic and Financial Affairs

The role of tax policy in times of fiscal
consolidation

Proceedings of the workshop organised
by the Directorate General for Economic and Financial Affairs
held in Brussels on 18 October 2012

Edited by Savina Princen and Gilles Mourre

EUROPEAN ECONOMY Economic Papers 502



Economic Papers are written by the Staff of the Directorate-General for Economic and Financial
Affairs, or by experts working in association with them. The Papers are intended to increase awareness
of the technical work being done by staff and to seek comments and suggestions for further analysis.
The views expressed are the author’s alone and do not necessarily correspond to those of the European
Commission. Comments and enquiries should be addressed to:

European Commission

Directorate-General for Economic and Financial Affairs
Publications

B-1049 Brussels

Belgium

E-mail: Ecfin-Info@ec.europa.eu

This paper exists in English only and can be downloaded from the website
ec.europa.eu/economy_finance/publications

A great deal of additional information is available on the Internet. It can be accessed through the
Europa server (ec.europa.eu)

KC-Al-13-502-EN-N
ISBN 978-92-79-32328-7
doi: 10.2765/54257

© European Union, 2013


mailto:Ecfin-Info@ec.europa.eu

CONTENTS

1. INTRODUCTION 6
1.1 PURPOSE OF THE WORKSHOP 6
1.2 AFEW LESSONS FROM THE 2012 COMMISSION REPORT 'TAX REFORMS IN EU MEMBER STATES'

by Gilles Mourre 8
1.2.1 The policy context 8
1.2.2 Tax reforms adopted in 2011 — 2012, when consolidation gains momentum 8
1.2.3 Main challenges relevant for tax policy in consolidation times 10
2. SUMMARY OF THE WORKSHOP 14
2.1 SESSION ON CONSOLIDATION ON THE REVENUE SIDE AND ITS MACROECONOMIC IMPACT 15
2.2 SESSION ON THE REDISTRIBUTIVE EFFECTS OF CONSOLIDATION ON THE REVENUE SIDE 18
2.3 CONCLUDING POLICY PANEL 21
3. SESSION I: CONSOLIDATION ON THE REVENUE SIDE

AND ITS MACROECONOMIC IMPACT 22

3.1 TAXPOLICY FOR CONSOLIDATION AND GROWTH

by Michael Keen 23
3.1.1 The near-term 23
3.1.2 The medium- and longer-terms 24
3.1.3 Concluding 26

3.2 THE ROLE OF TAX POLICY IN FISCAL CONSOLIDATION:
INSIGHTS FROM MACROECONOMIC MODELLING

by Matthias Burgert and VVolker Wieland 28
3.2.1 Introduction 28
3.2.2 A brief review of some recent findings 31
3.2.3 Macroeconomic models for evaluating the role of tax policy in fiscal consolidation 34
3.2.4 The impact of permanent changes in income taxes under different assumptions concerning

government spending and debt 37
3.2.5 Fiscal consolidation with lower consumption and capital taxes 46
3.2.6 Monetary and fiscal policy interaction at the zero-lower-bound on nominal interest rates 47
3.2.7 Model comparison 50
3.2.8 Conclusions 52

Appendix 56
3.3 DiscussioN by Werner Riger 62
3.4 DiscussION by Salvador Barrios and Bert Saveyn 65
3.5 MEASURING CONSOLIDATION EFFORTS ON THE TAX SIDE

by Savina Princen 68
3.5.1 Definition of discretionary tax measures 68
3.5.2 Size and composition of discretionary tax measures 68
3.5.3 Cyclicality of discretionary tax measures 69
3.5.4 Conclusions 72



3.6 CONSOLIDATION ON THE REVENUE SIDE: IRELAND
by Gary Tobin

3.6.1 Introduction

3.6.2 Path to Recovery in Ireland

3.6.3 Front Loaded Fiscal Consolidation

3.6.4 Case Study: Universal Social Charge

3.6.5 Case Study: Jobs Initiative — Targeted Temporary Reduction in VAT
3.6.6 Concluding Remarks

4. SESSION II: REDISTRIBUTIVE EFFECTS OF CONSOLIDATION
ON THE REVENUE SIDE

4.1 SAFEGUARDING SOCIAL EQUITY DURING FISCAL CONSOLIDATION: WHICH TAX BASES TO USE?
by John Hills

4.1.1 Meanings of “‘social equity’

4.1.2 Fiscal consolidation options

4.1.3 General spending cuts and tax increases
4.1.4 Specific options for fiscal consolidation
4.1.5 Conclusions

4.2 DiscussIoN by Marcel Gerard

4.3 SHOULD WE MAKE THE RICHEST PAY TO MEET FISCAL ADJUSTMENT NEEDS?
by Thomas Piketty

4.3.1 The rise of European wealth-income ratios
4.3.2 A proposal for a European wealth tax
4.3.3 Conclusion

4.4 DISCUSSION by Francesco Figari
PROGRAMME

73

73
74
75
75
76
78

79

80

80
81
82
84
91

94

99

99
101
101

103
108



List of speakers and discussants

Madis Aben, Ministry of Finance, Estonia (Speaker)

Salvador Barrios, European Commission — Joint Research Centre (Discussant)
Matthias Burgert, Goethe University of Frankfurt, Germany (Speaker, Co-author of the
commissioned paper on Tax modelling)

Vieri Ceriani, Ministry of Economy and Finance, Italy (Speaker, Panellist)
Francesco Figari, University of Insubria, Italy (Discussant)

Georg Fischer, European Commission - Directorate General for Employment, Social Affairs
and Inclusion (Chair of Session I1, Panellist)

Marcel Gérard, Catholic University of Louvain, Belgium (Discussant)

John Hills, London School of Economics, UK (Speaker)

Michael Keen, International Monetary Fund (IMF) (Speaker)

Thomas Larsen, Ministry of Taxation, Denmark (Speaker)

Gilles Mourre, European Commission — Directorate General for Economic
and Financial Affairs (Organiser, Keynote address, Panellist)

Lucio Pench, European Commission — Directorate General for Economic

and Financial Affairs (Introduction and Chair of Session I)

Thomas Piketty, Paris School of Economics, France (Speaker)

Savina Princen, European Commission — Directorate General for Economic
and Financial Affairs (Co-organiser, Speaker)

Werner Roger, European Commission — Directorate General for Economic
and Financial Affairs (Discussant)

Bert Saveyn, European Commission — Joint Research Centre (Discussant)
Gary Tobin, Department of Finance, Ireland (Speaker)

Volker Wieland, Goethe University of Frankfurt, Germany (Co-author of the commissioned
paper on Tax modelling)

Acknowledgements

The workshop was coordinated by Savina Princen and organised under the supervision of
Gilles Mourre (Head of Unit, DG ECFIN) and under the direction of Lucio Pench (Director,
DG ECFIN). Patricia Tuite provided excellent administrative support to the organisation of
the workshop and Eugeniu Colesnic contributed in a valuable way to the editing of these
proceedings. We thank all the participants of the conference for their vivid presentations,
insightful discussion and fruitful contributions.



4.3 Should we make the richest pay to meet fiscal adjustment
needs?

Thomas Piketty”

4.3.1 The rise of European wealth-income ratios

In order to answer the question whether the wealthy should bear a larger portion of the EU
fiscal adjustment burden, one should start by analysing the dynamics of income and wealth
distribution. The World Top Incomes Database (WTID) is in this respect an excellent source
of information, as it includes annual series covering most of the 20th century for over 25
countries from the five continents and is the largest historical data set on income inequality.

When looking at the income shares of the top decile from 1910 to 2010 (Figure 1), a different
pattern can be observed for the United States and continental Europe. In the US, the top
decile share rose dramatically from 35 to 50 % of national income (top percentile share from
10 to 20 %) over the period 1980-2010, absorbing 70 % of macroeconomic growth and
reaching the levels registered at the beginning of the 20th century. In continental Europe, the
rise in top income shares started only during the mid-1990s and was quantitatively much
smaller. As a result, income concentration is much lower in continental Europe than in the
United States.

Figure 1. Top Decile Income Shares 1910-2010
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Source: World Top Incomes Database, 2012. Missing values interpolated using top 5% and top 1% series.

A recent study (Piketty and Zucman, 2013) analyses how and why aggregate private wealth-
national income ratios evolve in the long-run. Until recently, it was impossible to answer
properly this basic question because national accounts were mostly about flows — on income,
output, savings — and very little about stocks and liabilities. In order to address the
aforementioned question a new data set of national balance sheets for the top 8 rich countries

* Paris School of Economics, piketty@pse.ens.fr
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was compiled to estimate wealth accumulation equations over the timeframe 1970-2010.%
For the United States, Germany, France and the United Kingdom the analysis was expanded
by looking at the official national accounts as well as at the historical estimates over the
period 1870-2010.

Figure 2: Private wealth/national income ratios, 1970-2010
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Source: Authors' computations using country national accounts. Private wealth = non-financial assets + financial
assets - financial liabilities (household & non-profit sectors).

Figure 3: Private wealth/national income ratios, 1870-2010
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Source: Authors' computations using country national accounts. Private wealth = non-financial assets + financial
assets - financial liabilities (household & non-profit sectors). Europe: average Germany-France-UK-Italy.

The study provided evidence of a gradual rise of wealth-income ratios over the 1970-2010
period in every developed country considered, from about 200-300 % in 1970 to 400-600 %
in 2010 (Figure 2). Another interesting result of the study is the fact that today's ratios seem
to be returning to the high values registered in the 19th century in Europe (600-700 %)
(Figure 3). This can be accounted for by a combination of factors. Politics is responsible for
the long-run asset price recovery effect (itself driven by changes in capital policies since the
World Wars, from anti- to pro-private wealth holders). Also economic factors as high saving
rates and low growth rates (driven down by near zero population growth and the slowdown of
productivity) have contributed to the rise of wealth-income ratios in Europe (Piketty and

%1 The top 8 countries are: the United States, Japan, Germany, France, United Kingdom, Italy, Canada and Australia
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Saez, 2012).*® These factors explain the different long-run evolution of private wealth in
Europe and the United States.

4.3.2 A proposal for a European wealth tax

Given the above mentioned results, the introduction of a comprehensive wealth tax at
European level could be justified. A comprehensive wealth tax would be based on the market
value of the net personal worth and calculated as the sum of the non-financial and financial
assets minus the liabilities. It would therefore be very different from the 19th century style
wealth tax, based on cadastral values. It is actually closer to the current French wealth tax
(Impot sur la fortune, ISF), based on annual wealth returns (assets are valued at market
prices). The European wealth tax would however need to have a broader tax base than the
ISF (no exemptions) and the returns should be prefilled by the tax administration on the basis
of information transmitted by the third parties (banks). Although this process requires a lot of
data exchange, it is technically doable. Political aspects play a key role here — automated
cross-border information exchange on financial assets and financial flows should be linked to
every EU free trade agreement, and appropriate sanctions should be enforced. Being able to
publish credible tabulations on the number of European wealthy individuals by net wealth
brackets would also be an appropriate test for the working of automated information
exchange systems.

Introducing a marginal tax rate of 1 % for net wealth above EUR 1 million (about 2.5 % of
the EU's population concerned) and a marginal tax rate of 2 % for net wealth above EUR 5
million (about 0.2 % of the EU's population concerned), would raise revenue of
approximately 2 % of EU GDP. There are two reasons why such high revenue could be
raised: (i) aggregate private wealth is very large in the EU (500 % of EU GDP), (ii) wealth is
highly concentrated, as the top decile owns 60 % of the aggregate wealth, and the top 1 %
holds 25 % of it. Hence, the wealth tax base for the very rich — holding 1 % of the wealth — is
estimated at 125 % of EU GDP.

Alternative options are possible, but would raise less revenue. A financial transaction tax
(FTT) would only raise less than 0.5 % of EU GDP; introducing a supplementary tax rate of
20 % on top 1 % income earners (above EUR 100 000) would increase revenue by 0.5 % of
EU GDP; increasing the tax rate on corporate profits by 10 % would represent extra revenue
of about 1 % of GDP. All these options are useful, especially the increase in corporate tax,
given the tax competition and the large decline in rates. Nevertheless, in the long-run the
wealth tax is the most promising option. It is also worth noting that this is the most natural
option in order to reduce public debt. Europe is the continent with the highest private wealth-
income ratio, so it is quite paradoxical that it is also the continent facing the largest
difficulties to solve its public debt problem.

4.3.3 Conclusion

This presentation showed that top income shares are significantly higher in the United States
than in Europe, while wealth-income ratios are superior in Europe. The taxation of wealth is
therefore most useful in Europe, while in the United States top income taxation could be

%2 The Harrod-Domar-Solow steady-state formula p=s/g (where p is the wealth-income ratio, s is the net saving
rate and g is the total growth rate) allows to explain accurately the rise in wealth-income ratios.
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exploited. The introduction of a European wealth tax can be beneficial if it helps the Member
States to raise tax revenue, which is adapted to their economic fundamentals and which they
cannot raise on their own. Although top income or corporate taxation meet the two criteria as
much as the suggested wealth tax, the latter is even more appropriate in the long-run as it
raises more revenue. The increase of VAT or general income or payroll taxation meet none of
the criteria.

References

Piketty, T. and Saez, E. (2012), Top Incomes and Great Recession: Recent Evolutions and
Policy Implications, Paper presented at the 13th Jacques Polak Annual Research Conference,
hosted by IMF, Washington DC.

Piketty, T. and Zucman, G. (2013), Capital is Back: Wealth-Income Ratios in Rich Countries,
1700-2010, available on-line at piketty.pse.ens.fr.

102



	Contents
	1. Introduction
	1.1 Purpose of the workshop
	1.2 A few lessons from the 2012 Commission report 'Tax reforms in EU Member States'
	1.2.1 The policy context
	1.2.2 Tax reforms adopted in 2011 – 2012, when consolidation gains momentum
	1.2.3 Main challenges relevant for tax policy in consolidation times


	2. Summary of the workshop
	2.1 Session on consolidation on the revenue side and its macroeconomic impact
	2.2 Session on the redistributive effects of consolidation on the revenue side
	2.3 Concluding policy panel

	3. SESSION I: Consolidation on the revenue side and its macroeconomic impact
	3.1 Tax policy for Consolidation and Growth
	3.1.1 The near-term
	3.1.2 The medium- and longer-terms
	3.1.3 Concluding

	3.2 The role of tax policy in fiscal consolidation: Insights from macroeconomic modelling
	3.2.1 Introduction
	3.2.2 A brief review of some recent findings
	3.2.3 Macroeconomic models for evaluating the role of tax policy in fiscal consolidation
	3.2.4 The impact of permanent changes in income taxes under different assumptions concerning government spending and debt
	3.2.5 Fiscal consolidation with lower consumption and capital taxes
	3.2.6 Monetary and fiscal policy interaction at the zero-lower-bound on nominal interest rates
	3.2.7 Model comparison
	3.2.8 Conclusions
	Appendix

	3.3 Discussion
	3.4 Discussion
	3.5 Measuring consolidation efforts on the tax side
	3.5.1 Definition of discretionary tax measures
	3.5.2 Size and composition of discretionary tax measures
	3.5.3 Cyclicality of discretionary tax measures
	3.5.4 Conclusions

	3.6 Consolidation on the Revenue Side: Ireland
	3.6.1 Introduction
	3.6.2 Path to Recovery in Ireland
	3.6.3 Front Loaded Fiscal Consolidation
	3.6.4 Case Study: Universal Social Charge
	3.6.5 Case Study: Jobs Initiative – Targeted Temporary Reduction in VAT
	3.6.6 Concluding Remarks


	4. SESSION II: Redistributive effects of consolidation on the revenue side
	4.1 Safeguarding social equity during fiscal consolidation: which tax bases to use?
	4.1.1 Meanings of ‘social equity’
	4.1.2 Fiscal consolidation options
	4.1.3 General spending cuts and tax increases
	4.1.4 Specific options for fiscal consolidation
	Contents
	4.1.5 Conclusions

	4.2 Discussion
	4.3 Should we make the richest pay to meet fiscal adjustment needs?
	4.3.1 The rise of European wealth-income ratios
	4.3.2 A proposal for a European wealth tax
	4.3.3 Conclusion

	4.4 Discussion
	Programme


