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Introduction

In the fall 1989 the Berlin Wall, which had stood for nearly 50 years as the demarcation between “east” and “west,” geographically, economically, politically and socially, was torn down. The fall of the Berlin Wall was a manifestation of a fundamental transformation taking place within the Central and Eastern European countries.  The transformations spanned the entire spectrum, from political, to social to economic.  The fundamental economic transformation was from a centrally planned economy to a free market economy.  As a key component of any economic and political system, tax policy has played an integral role in the reformation of the Central and Eastern European countries.   


Tax policy in the developing free market economies of Central and Eastern Europe is important in at least three distinct ways.  First, tax policy can help to shape the political, economic and social transitions, to make them successful or not. In order for the Central and Eastern European countries to make a successful transition to a free market economy they will need the right tax policy.  Second, taxation, especially in a free market economy, is a complex entity that relies on the historical and social background of a society for its support and authority.  The historical and social background for a free market economy does not exist in the Central and Eastern European countries. As such, the Central and Eastern European countries are faced with the challenge of convincing the people of the merits of a different economic and taxation system.  Finally, tax reformers have long tried to influence existing taxation systems, with very limited success.  The newly developing tax systems in the Central and Eastern European countries are being developed on relatively clean slates that offer an opportunity to put reform ideas into practice.  In other words, the lack of a historical background is both a challenge and an opportunity in terms of developing and implementing a new taxation system.


The key to the success of the new taxation schemes in the Central and Eastern European countries is to not lose track of the reasons behind the transition to a free market economy.  At the risk of oversimplification, the reasons were freedom and empowerment.  Freedom and empowerment may appear to be very general and non-controversial goals for an economic and taxation scheme.  However, it is important to have such general principles at the foundation of social scheme, especially one experiencing such a radical transformation.  Furthermore, individual freedom and empowerment are in fact relatively radical concepts in centrally planned economies.  While members of Western societies may take such concepts for granted, such is not the case throughout the world.

The taxation system must be developed with individual freedom and empowerment as its central concepts.  To facilitate individual economic freedom the taxation system must not interfere with the operation of the free market economy.  To facilitate individual empowerment the taxpayers must be educated with regard to the tax system as a whole so that they can make informed democratic decisions.  


This paper endeavors to provide a high level overview of the general taxation issues that face Central and Eastern European countries as they continue their transformation into free market economies.  As a result, broad generalizations have been made about the basic structure of past, present and future tax systems in these countries. The individual details of each country’s tax system and progression in reform are simply to complex to be of use to a high level analysis.  In addition, one problem with examining the taxation system as an independent economic entity is that tax reform is dependent on the reform of other areas of the economy.
  For example, it is difficult to discuss how a property tax should be developed when there is only a developing concept of what private property is.  Nonetheless, tax reform can help drive the reform of the various other aspects of an economic system and a society.  Therefore, it is important to examine the taxation issues as a separate entity.

Part I of this paper provides a brief history of the general taxation systems of the centrally planned economies of Central and Eastern Europe.  Part II presents the issues that are involved in developing a new tax system in the Central and Eastern European countries.  Finally, Part III provides some recommendations on how to best structure the developing taxation systems. 

I.
Taxation in Countries with Centrally Planned Economies

A.
The Difference Between Centrally Planned and Free Market Economies

The fundamental difference between the taxation in a centrally planned economy and a free market economy stems from the role assigned to taxes.  Economic systems are generally organized politically to secure three basic goals: to secure funds for the financing of the government and its public services, to influence a socially desirable income distribution and to stimulate economic stability and development.
  In a free market economy taxation is the primary method of securing the first of these goals, a consciously limited tool to achieve the second goal
, and is losing favor as a tool for achieving the final of these goals.
 The political structure relies on the workings of the free market itself to provide the primary source of economic growth and equitable distribution of wealth (except for the aforementioned limited redistributive role of taxation).  As a result of the reliance on the free market to do the bulk of the economic “regulation” taxes become a necessary entity.
  Although the free market serves to allocate resources, the free market fails to provide for or allocate any public goods.
  Therefore, taxation is used to allocate some resources for the public good (which in turn supports the free market).


By contrast centrally planned economies rely on an overarching “plan” as dictated by the government as the primary tool to achieve the three political goals of an economic system.  Taxation serves only a secondary role in the achievement of the political economy goals.  In fact, in an ideal planned economy there would be no need for explicit forms of taxation.
  However, in reality the limitations of planning result in the need for tax and transfer measures to correct mistakes.
  Furthermore, the term “taxes” is often used to refer to the mere operation of the central plan. 

The most prominent tool of the centrally planned economy’s “plan” is the state ownership of the primary economic enterprises.
  In a centrally planned economy the bulk of the government’s revenue comes from state owned enterprises.
  The structure of the planned economic system and the source of government revenue is reflected in the overall taxation system used.  In a centrally planned economy there are four major sources of revenue: turnover taxes, profit taxes, payroll taxes and personal income taxes.

B.
Sources of Revenue in a Centrally Planned Economy


1.
Turnover Taxes


Turnover taxes apply to the sales from a state owned enterprise to retailers.
 
Turnover taxes are the difference between the wholesale price from the state enterprise, plus a retail profit margin and the retail price.
  Turnover taxes are facially similar to sales taxes in the United States.  However, a fundamental difference is in the administration of the tax.  In a centrally planned economy the government, as the owner of the economic enterprises, determines how much of a product will be produced, the “production quotas.”
  In addition, the government set the prices for the product, both the wholesale and the retail prices.
  As a result, it was very easy for the government to determine how much turnover tax was due from a particular retailer.  The government simply adds up the difference between the set retail and whole sale prices on all the sales to a particular retailer, subtracts a small, set profit margin and the result was the turnover tax due.
  

The collection of turnover taxes was equally as simple.  The government required that the payments from the retailers to the state enterprises be conducted through state owned banks.  Therefore, to collect the turnover tax, the government simply transferred the calculated turnover tax liability from the state owned enterprise account into the government account.
  

The turnover tax rate was not set by law.
  Instead, the rates were flexible at the government’s discretion. The degree of flexibility was such that it was sometimes difficult to even establish a schedule of the rates.
  In fact, a wide variety of rates were used (the number of different rates in several countries was in the thousands
).  The flexibility in tax rates provided the government with tools of economic control.  For example, if the cost of producing a product went up, but the government did not wish to raise the retail price of the product it could simply reduce the turnover tax rate by the amount of the production cost increase.
  Or if a particular product was in short supply, the turnover tax rate could be increased (really an increase in the set retail price with the excess designated as a “turnover tax”) to effectively decrease the demand.  

2.
Profits Taxes

Profits taxes apply to the difference between the actual production costs and the government established wholesale price of the goods.  The profits tax of a centrally planned economy are somewhat analogous to the corporate income tax in free market economies.  However, there are several fundamental differences.  As mentioned above, the state was the sole owner of most of the primary economic enterprises in a centrally planned economy.  In effect the gross revenues of a state enterprise belong to the central government.  From the gross revenue the state must pay for the production and other costs of the enterprise and the profits tax.  The rest of the “profits” were the state’s, as the sole shareholder, to keep.  Therefore, after paying the costs of the enterprise the state is free to determine which portion of the remaining revenue it wants to call “profit” and which portion it wants to call “tax.”
  Furthermore, for practical purposes the distinction means very little, as both shares go to the government.  The result is that the profits “tax” rates were arbitrary.  The taxation by “law” became little more than a presumptive tax; the final burden was often negotiated.
  In fact, the more “profitable” enterprises were subject to higher tax rates, and the resulting state revenue was used to subsidize less efficient enterprises (directly or via lower profits tax rates). 

3.
Payroll Taxes


Payroll taxes in a centrally planned economy are not significantly different that those in a free market economy.
  Payroll taxes are paid by the enterprises at a rate applied to the gross pay of its individual employees.
  Two primary differences in payroll taxes in a centrally planned economy exist.  First, the government can use payroll tax penalties to enforce compliance with the government’s mandated wage policies.
 Second, as with turnover taxes and profits taxes, the government, as owner of the state banks, could collect payroll taxes via withholding from the enterprises’ accounts. 
 

4.
Personal Income Taxes 


In addition to the payroll taxes paid by the enterprises, individuals are subject to personal income taxes in centrally planned economies.  However, the personal income tax is entirely a withholding tax.
  As the primary economic enterprises are state owned, the majority of individual income comes from wages and salaries from working for a state enterprise.
  Therefore, full withholding is a viable method of collection.  Furthermore, personal income taxes from employees of state owned enterprises constitute the vast majority of personal income tax revenues.

Personal income taxes also apply to personal income arrived at through private enterprises (a far less amount than through public enterprises).
  Centrally planned economies use personal income taxes on private enterprise to implement the government’s policy decisions as to the ideal distribution of income (a fundamental goal to be achieved via the “plan” in centrally planned economies).
  Control of the distribution of income is maintained by ensuring that the state owned enterprises are the source of the income.  Private enterprise is discouraged by subjecting income from such endeavors to high rates of tax.  Discriminatory income taxation such as this is referred to as scheduled taxation.  Income sources are not aggregated and all taxed as the same rate, as in a global system.  Instead, the source of the income determines the particular scheduled tax rate, and other tax details that will apply to that income. 
  The rates on private sector personal income were steeply progressive, and could in some situations exceed one hundred percent.
  For example, in Bulgaria the marginal rate on wages and salaries was 14%, on incomes of artists and scholars 50%, on “unearned income” (that from dividends, etc.) 81% and income from private business activities 85%.
 


C.
The Problem with the Centrally Planned Economic System

The result of the basic taxation scheme in centrally planned economies was a system that was arbitrary and discriminatory.
  Not only were the burdens often subject to negotiation, but the results typically worked against profitable or private enterprises.
   Given the relationship between the taxation scheme in a centrally planned economy and the “plan” itself, it can be said that the problems with the tax system and the central plan are one in the same.  The result of the arbitrary and discriminatory nature of the economic system was dead weight loss from the economy.
 

Two aspects of the centrally planned economy taxation system described above best illustrate the potential dead weight loss.  First, the higher taxation of “profitable” enterprises to subsidize less efficient enterprises reduces incentive to increase economic efficiency.
  If the wages are set and the existence of the enterprise is guaranteed and increased efficiency or profitability has no return benefits for an enterprise, then the enterprise will have less incentive to increase efficiency than if these conditions were not present.
  The subsequent loss in potential output is dead weight loss to the economy as a whole.  Second, the suppression of private enterprise incentive results in the loss of the gains that society would recover as a result of private enterprise.
 No one is going to bother developing a new product, etc. of their own accord, from which society would reap substantial gains (both direct, via taxes, and indirect) when the effective tax rate of that private enterprise is in the neighborhood of one-hundred percent.    

As a result of the dead weight losses that came about from the centrally planned system, the societies eventually came to institute reform, a symbolic event of which was the fall of the Berlin Wall.  However, bringing about fundamental changes in the social, political and economic systems is no easy task.  Some of the issues particular to the reformation of the taxation system follow. 

II.
Issues in Developing a New Tax System in Developing Free Market Economies

A.
Ideal Taxation Scheme


When setting out a new tax system it is important to have some criteria in mind by which to evaluate the new system.  Adam Smith, the “father of capitalism” provides a set of four such “maxims.”
  Taxes ought to be based on the ability of individuals to pay, certain and not arbitrary, convenient and as little as possible.
  Others have added considerations to the list such as the promotion of economic growth and as little interference with the free market as possible.
  Finally, one consideration that may at first glance appear inapplicable to the Central and Eastern European countries, yet nonetheless deserves consideration, is to avoid change in the tax system, “old taxes are good taxes.” 
, 

In January 1991 the Organization for Economic Cooperation and Development (OECD) held a conference titled The Role of Tax Reform in Central and Eastern European Countries.  The Secretary-General of the OECD opened the conference with a speech that included a reference to lessons from the experience of the OECD countries with regard to tax policy.
  The Secretary-General stated that tax systems should be transparent, that governments should refrain from using taxes to institute social policy, that taxes should not be subject to negotiation and that frequent changes in taxes should be avoided.
  The experiences of the OECD countries bear a striking resemblance to the observations of Adam Smith and his followers when it comes to the fundamental aspects of good tax policy.  Each of these factors should be kept in mind when dealing with the issues that arise in the development of a new taxation system.  While it is unlikely that any tax policy will achieve all of these goals, the degree to which the ideals are met can be used to evaluate the tax policy.  

B.
Limitations on Taxation Reform 


It is also worthwhile to examine the practical limitations on the reform process in the Central and Eastern European countries.  Most of those countries desire to join the European Union (EU).
  A condition of EU membership is the adoption of EU law, including its tax policies.
  While the EU aims to play only a “subsidiary” role in regard to tax policy and not to standardize the national systems, the requirement that member countries’ tax systems be compatible with EU tax policy limits the tax reform in Central and Eastern European countries.  For example, the EU has adopted a value-added tax (VAT) to serve as its sales or turnover tax.  Therefore, the Central and Eastern European countries are all but required to adopt a VAT.  In addition, the EU in effect dictates the adoption of a standard corporate tax, personal income tax, social security taxes, a withholding system and various excise taxes.
 


However, the EU is itself still struggling with issues of taxation and the level of unification that is required.  The problem for the EU is that the goal of a single unified market requires a relatively high degree of tax policy unification in order to avoid the distortion of competition or limit the free movement of goods.
  The general trend appears to be towards more unification rather than less, as evidence by the recent changes in EU law made by the Cardiff European Council.
 


Regardless of the formal requirements of EU membership, there are gains to be made from the unification of tax policy.  Competition for both international and domestic investment will typically lead to generally unified tax policies among various countries.  The trick is to find the right balance of tax burden and social benefit expenditures that will attract investment.  The EU must be careful to not distort the natural free market competition, including in the realm of tax policy.  


In any event, the EU law does not dictate every aspect of tax policy.  There are no set models for local taxation, property tax or personal capital income tax.  Furthermore, the EU does not dictate tax rates, levels of government revenue and expenditure or basic redistribution mechanisms.
  Therefore, each of these fundamentally important areas are open to a country’s discretion.
  Finally, the EU does not dictate any methods of achieving actual compliance with the tax laws.  A country that can achieve higher compliance within the EU mandated tax structure will be better off than a country with lower compliance.  Therefore, the tax administration systems of the Central and Eastern European countries become of particular importance. 

C.
General Issues


1.
Equity vs. Efficiency 


Every taxation system must strike a compromise between equity and efficiency.
  The equity and efficiency balance applies in two basic ways.  First, in a “horizontal” equity sense the balance must be achieved with regard to tax administration efficiency.
  The administrative costs of a perfectly horizontally equitable tax system are simply too high.  Therefore, a taxation system must make decisions on the proper balance of equity to be achieved within acceptable efficiency limits.  For example, to create a perfectly equitable personal income tax would require no falsifications or mistakes in income reporting.  One way to achieve such perfection would be to assign a tax administrator to each individual to monitor and double check his or her personal income reporting.  Such a system would be prohibitively expensive.  Therefore, in the United States we use a system of self-reporting and spot checks to achieve an acceptable level of accuracy, while accepting that some fraud and mistakes will occur.  


Second, in a “vertical” equity sense, the balance must be achieved in regard to the efficiency of the economic system.
  Creating a society in which everyone is absolutely equal, regardless of his or her contribution eliminates the motivation to contribute to the society.  For example, high taxation allows a greater level of income redistribution, however, high tax rates also reduce the incentive to work, decreasing the efficiency of the economic system as a whole. 
  Examples of high taxation and redistribution countries are Denmark and Sweden.
  These economies are now suffering as a result, even to the extent that the Danish unemployment system includes two month long “training programs” in Eastern Europe, as it is cheaper to fly the individuals to Eastern European and feed them there.  


The equity and efficiency balance, in both senses, is particularly precarious in developing free market economies. Horizontal equity and administrative efficiency is important, as the governments simply lack the revenue to accommodate inefficient expenditures and the perceived fairness of the system has a significant impact on the subsequent compliance with that system.  Vertical equity and economic efficiency is important, as the economies are making the transition from a system that valued vertical equity at a cost to economic efficiency.  Unfortunately, vertical equity and economic efficiency is in some sense a zero sum game, meaning that during the transition gains in economic efficiency will come about only with losses in vertical equity.  Losses in vertical equity are difficult consequences form a political standpoint.
  Therefore, the transition will require a significant amount of sacrifice.  The hope is that the increased economic efficiency will ultimately overcome the losses in vertical equity, such that despite the inequalities, everyone is better off as a result.    

2.
Attitudes


Closely related to the equity and efficiency balance is the issue of individual taxpayer attitudes.  As mentioned above, the attitude of the taxpayer is in large measure determined by the equity of the system and has a direct impact on the efficiency of the system.  However, changing attitudes on a society wide level is a daunting task to say the least, especially those regarding taxation and social entitlement.  The attitude issues that face the Central and Eastern European countries are two fold.  


First, a positive attitude towards a free market economy must be developed.  The problem here is also two fold.  At the government level, a release of control over the market must occur.  In a centrally planned economy policy makers maintained control over the market.  However, in a free market economy the market itself must be allowed to control how the market will operate.  It is important that the market driven decisions be viewed as superior, or at least neutral, to the policy maker decisions, regardless of any apparent folly of such a conclusion.
  

At an individual level, it is important that profits, the driving force in a free market economy, come to be viewed as an appropriate goal.
  A history of high social equality as dictated by the centrally planned economy has resulted in a general distrust of profits as a motive.
  As discussed above, a history of enterprise profits with no subsequent benefits and prohibitive private income taxes has created, or is a reflection of, an attitude suspicious of profits.  As profits are a fundamental driving force of a properly functioning free market economy, it is imperative that profits become an acceptable motivation on an individual level.  

One threat to the acceptance of profits is the financial capitalization on the temporary market imperfections that are inevitable in an economic system transition.
  It is important that such financial gains not be seen as legitimate profits.
  Similarly, outright criminal activity that results in financial windfalls must not be confused with legitimate profits. 
   In fact, criminal activity is particularly problematic as it can undermine both the willingness and ability of individuals to pay their taxes.
  


Second, a positive attitude, at least to the extent possible, towards the taxation system in a free market economy is essential.  As the discussion above suggests, and as one observer as directly pointed out, the centrally planned economic societies suffer from substantial tax illusions.
  As a result, the transformation to a free market economy also entails a transformation to a more explicit taxation system.  Therefore, at a time when government expenditures are going down, the explicit taxation will be increasing.  The potential for problems is obvious.  As a result, it is important that an attitude toward taxation be fostered that justifies the increases in explicit revenue while explaining the need for decreases in expenditures.  In addition to tax illusions, the quality of the tax laws will affect taxpayer attitudes.  For example, in Lithuania the money that an agent receives from a principal to act on the principal’s behalf is taxed as income of the agent rather than the actual commission that the agent receives.
  Such illogical tax laws are not bound to foster the necessary positive taxpayer attitudes.

3.
Transition


A third general issue is how to deal with the transition period from a centrally planned to a free market economy.  Should the transition be dealt with as a separate entity, given special treatment?  Or should the policies implemented during the transition be intended to carry over into the system that comes about as a result of the transition period?  One important factor is the need to produce adequate government revenues regardless of what stage the economic system is in.
 In fact, government expenditures become even more crucial during the period of social turmoil that inherently accompanies economic upheaval.  In addition, it is important to make sure that the transition period is ultimately successful, immediate full scale changes in the taxation system could threaten the economic changes altogether.
  However, at the same time implementing a separate transition policy creates the complexities of determining what the proper transition policy is, determining what the proper post transition policy is, and implementing each policy when appropriate.  The observers are generally split as to the transition issue, with a general acceptance of some need for special treatment during the transition period.
  

The Secretary-General of the OECD suggests a separate transition period approach, as he offered a separate list of criteria for tax reforms: the reform should promote the move towards a market economy, provide a stable source of revenue for the government, be administratively feasible and acceptable to the public.
  However, of these criteria the only one unique to a transition period is the promotion of a move towards a market economy.  The other criteria are all generally included in the “maxims” for an ideal taxation system in a stable economic system.  It may be arguable that some aspect of the tax reform should be uniquely tailored to the promotion of a market economy, instead of the generally hands off tax policy ideal in an established free market economy. 

A related transition issue is the appropriate pace of the change.  An immediate implementation of changes is referred to as a “big bang” approach.
  With regard to the pace of change nearly all observers agree that the pace will be slow, either out of necessity or desirability.
  Social changes as fundamental as a complete transformation of economic and taxation systems simply take time. 


4.
Models


A final general issue is the use of tax system models to base a new taxation system on for the Central and Eastern European countries. The use in some manner of the tax systems and experiences of other countries is desirable.  However, it is important to note that the development of new tax systems in formerly centrally planned economies is not so simple as photocopying another country’s tax system and enacting it.  The problem is that the tax systems of other countries have been developed over time with concurrent social and economic system development.
  In addition, the tax systems of other countries and individually tailored to the unique circumstances of that particular country.  As a result, the Central and Eastern European countries cannot simply copy another country’s tax system, as they don’t have the economic and social systems to match.  Nor would wholesale model adoption be desirable, as the tax system should serve the unique needs of its country.
  Despite the problems with using tax systems from other countries as models for the tax system in Central and Eastern European countries, most of these countries have, and continue to, copy tax systems.
  

D.
Specific Issues

1.
Basis: Constitutional/Statutory


The first specific issue, the need for a constitutional and statutory basis for the new taxation system, is less of an issue as it is an observation.  The need for a legally based tax system is the one area of universal agreement among observers of the transition of centrally planned economies.
  In fact, one commentator compared the need for a tax system based on law to the same requirement for a criminal system, stating that “no departure can be tolerated.”
 In contrast to the taxation system in centrally planned economies, as discussed above, where tax rates, etc. were often subject to the policy maker whims or even negotiation with the taxpayers, the tax system in a free market economy must be objective and based on constitutional and statutory provisions.  However, this is not to say that all tax system details must be spelled out in the constitution or at the statute level, such is certainly not the case in the United States.  Nonetheless, the regulatory system by which the details of the tax system will be worked out must be based on clear authorizing language at the Constitution or statutory level.
  

2.
Administration


The second specific issue facing the developing free market countries is the creation of a tax administration system.  The importance of an effective tax administration can not be over emphasized.  A poor tax administration can undermine even the best of tax laws.
  The problem of tax administration has been particularly acute in the developing free market economies.  Many of the issues are apparent, given the structure of the old, centrally planned, tax regime.  As discussed above, the amount of tax administration necessary in a centrally planned economy was fairly minimal, given the government’s control of the economy in the first place.  Furthermore, that control made tax evasion nearly impossible, also reducing the need for robust tax administration systems. The fundamental difference for the new administration is the shift in burden in paying taxes from the state owned enterprises to the individuals.  Despite the neutrality or even decrease in overall taxation,
 shifting the burden of compliance to millions of individuals from hundreds of state owned enterprises operating through state owned banks creates some problems.  Therefore, the primary challenge in creating an effective tax administration in the Central and Eastern European countries is that it must be done essentially from scratch. 


The problems facing a new tax administration have been listed as unclear definition of the administration’s role, dispersal of responsibilities among many agencies, lack of personnel and lack of resources.
  These problems lead to two basic dilemmas, each somewhat related.  With regard to the lack of personnel and resources the challenge is in making the appropriate expenditures to create a tax administration that can subsequently provide the revenues for the administration itself.  The solution may appear relatively straightforward, you have to spend money to make money.  However, in a fragile political and social situation that is experiencing a radical decline in government expenditures it can become extremely difficult to justify indirect expenditures over those that directly serve the welfare of the society.  On the other hand, compliance rates have a direct impact on tax rates, the lower the compliance the higher the rates need to be.  Furthermore, tax rates have an impact on compliance, the lower the rates the higher the compliance.  The compliance problem in Central and Eastern European countries can be astounding.  For example, at one point in Bulgaria only approximately 40% of taxes due were collected.
  In addition in October of 1996 the tax arrears in Russia were approximately 5% of the Gross Domestic Product.
  Clearly such failure to collect has a dramatic impact on the health of a tax system overall.


The second dilemma considers the flip side of one hundred percent collection and relates to the lack of definition of a proper role and a dispersal of responsibilities of the tax administration.  As discussed above, the state owned enterprise profits tax was often used to subsidize inefficient and otherwise failing enterprises.  Without continued state subsidies many of these less efficient enterprises will go out of business resulting in a loss of jobs and personal income tax revenue.  Some of these enterprises may be inherently non-viable, in which case they should go out of business.  However, some of these enterprises may suffer only from historically ingrained inefficiencies, not inherent in the business itself.  Such an enterprise should not be put out of business in a free market economy, assuming it can overcome the inefficiencies.  The dilemma arises when a complete tax collection would effectively put such businesses under.  The question becomes, is it more effective to have a strong tax administration precedent or to have increased employment?  The answer to this question is not easy.  

3.
Rates/Revenue/Expenditure Levels


A key element, if not the key element, to any taxation system is the tax rates.  To the law abiding tax payer the fundamental tax question is not how, when, by what authority, etc., but rather how much?  David M. Newbery identifies four factors of an optimal tax rate: degree of inequality in skills, elasticity of taxed and non-taxed activities, level of required government expenditure, and the egalitarian nature of the government.
  In essence the first two deal with the ability to avoid paying taxes and the last two deal with the amount needed to be generated.  Tax rates need to avoid being so high that the ability to avoid paying is cheaper by comparison.  However, tax rates need to be high enough to provide the necessary amount of government revenues.  In other words, the higher the rate the more redistributive benefits that can be provided by the government, but also the greater the risk of non-compliance.
  

Two issues related to the basic tax rates are the progressivity of the rates, higher marginal rates on higher incomes
, and the direct or indirect nature of taxation.
 The progressivity rate issues are basically the same as above, increased progressivity results in increased equity, especially in terms of taxing according to an ability to pay.  However, increased progressivity may result in marginal rates so high as to discourage work.  The direct/indirect issues are also similar to those listed above.  In theory indirect taxes are less understood or taxpayers are less aware of them.  As a result, indirect taxes can be used to generate revenue levels that direct taxes would not allow for, given their disenctives to work or to comply.  One observer notes that the common level of direct taxation is one half to two thirds of the total taxation with the rest coming from indirect taxes.
  A similar, or perhaps lower level of direct taxation may be advisable for the Central and Eastern European countries. 


A preliminary tax rate issue that must be decided is the “threshold” rate at which taxes will be collected.  Nearly all tax systems have a base amount of income at which no taxes are collected, for efficiency or policy reasons.  The question is at what point should that threshold be set at.  A low threshold creates more equality in contribution obligation.
  The shared obligation and increased exposure to taxation can lead to increases in democratic participation.
  However, low threshold rates can create administrative inefficiencies, such as individuals receiving government expenditures while also paying for them via taxes.
  In this situation, the simple processing of the money through the government has significant costs.  Furthermore, a high threshold rate reduces the overall number of taxpayers, greatly reducing the administrative burden, leading to increased efficiency or decreased costs.
  The OECD countries vary significantly in the threshold rates and there are no clear answers as to what the optimal threshold rates should be, especially for economies in transition.


With regard to personal income taxation an additional issue is whether to use a global system, all income aggregated and treated the same, or a schedular system, different treatment for income from different sources.
  A global system has the advantages of simple and unified rates, but the disadvantage of decreasing the effectiveness of withholding provisions (the proper rates can not necessarily be determined from a single source of income).  A schedular system also allows the government to implement various social policies, favoring or disfavoring certain sources of income (a benefit or harm depending on your perspective).  With regard to the Central and Eastern European countries a schedular system has the benefit of some historical continuity.  In practice most countries incorporate elements of both global and schedular systems, the challenge being to balance the benefits and harms of each system.

5.
Miscellaneous


Several other specific tax issues bear mention here, but are not central enough to warrant further discussion.  One such issue is the use of tax policy to enact social policies. The tax system provides governments with a unique opportunity to implement various social policy directives.  However, several problems with such policy implementation methods do exist.  First, taxpayers below the threshold levels discussed above are outside the tax system altogether and, therefore, do not receive any policy benefits implemented through the tax system.
  Therefore, the policy benefits disproportionately accrue to the wealthy, those with more to gain from tax incentives.
  The trend is to reduce the social policies within the tax system.
  Experience has shown that the cost in lost revenue, both direct and through increased evasion incentives, does not outweigh the social policy benefits that could be achieved in other ways, via a tax credit system or altogether separate programs.

Another issue is the breakdown of taxation between the different levels of government.  The United States has a very delicate balance of federalism between its states and the federal government.  A similar relationship will have to be worked out within each of the individual countries.  One observer made the assumption, probably warranted, that as in the United States, income taxes will likely become revenues of the federal governments with local governments receiving a small share.
  

A third issue is whether to provide for preferential capital gains taxation.  This issue receives continuing discussion even within developed tax systems.  However, one commentator suggested that in encouraging privatization in previously centrally planned economies the reduced share prices from an increase in revenue from full capital gains taxation would be more effective than the capital gains taxation preferences.
  

An issue relating to the transition period is the proper use of amnesties.  Amnesties could encourage the transition of an underground economy into the public sector.
  However, most observers agree that if amnesties are used they should be explicitly limited to a single application, to avoid encouraging new illegal activities.  

Finally, an issue that several commentators mention, but few offer even suggestions for dealing with is the use of the taxation system to address environmental concerns.  As with the federalism concerns, environmental taxation issues are not unique to the Central and Eastern European countries.  However, the developing nature of the taxation systems may provide a unique opportunity to implement such policy goals into a tax system. 

III.
Proposed Solutions to the Issues for Central/Eastern European Countries

A.
General Solutions


Clearly there are no easy solutions to the issues facing the Central and Eastern European countries in the development of new taxation systems.  Tax policy is controversial even under the best of circumstances, and a fundamental shift in the economic structure of a country hardly represents the best of circumstances.  The solutions proposed below are based on a combination of the experiences of other countries as well as basic common sense as to how to best create a taxation system that will be acceptable to all involved.


As discussed above, the primary elements of any solutions to the taxation issues should be freedom and empowerment.  These were the basic concepts that led to the economic transformation in the first place and these concepts will best serve the countries in both a social and economic sense.  Granted, merely stating that freedom and empowerment should direct all future solutions to taxation issues is easier said than done, and provides very little in the way of concrete suggestions for change.  Nonetheless, as long as the developing and evolving solutions to the taxation issues continue to refer back to these two basic principles at every step of the way, the end result will be positive.


As evidence of the importance of freedom and empowerment I would point to the progress of taxation reform in Hungary, where the government provided only a limited amount of information to the people about the progressing tax reform.
  The result was increased opposition to the new tax system.
  In addition, the former Soviet state of Georgia initially progressed in its taxation reform faster than Russia, despite the fact that Georgia faced an even greater challenge to reform in that it lacked any established government from which to start.
  The reason was that the overall economic and social situation was so bad in Georgia that the citizens simply demanded and got effective reform.
  These examples indicate that freedom and empowerment are not only key to getting the transition underway but making sure that it is a successful one. 

1.
Equity vs. Efficiency


The equity and efficiency balance could theoretically be achieved and evaluated strictly based on an economic analysis.  It would be relatively easy to propose that the level of administration should be set at an optimal level relative to achieving a horizontal equity sufficient enough to result in a level of compliance such that additional efforts in administration would not be cost effective in terms of revenue generated.  In addition, in a vertical equity sense it could be suggested that the amount of redistribution via taxation should be such that additional taxes are not cost effective in terms of the effect of the increased tax rates on the overall economy.  In theory these are laudable goals.  However, the economic analysis is very complex and not clear cut, such that for all practical purposes the actual equity and efficiency balances must be determined with very little concrete analysis as guidance.
  


For purposes of the formerly centrally planned economic countries the balance should be weighted towards increased horizontal equity, via increased administrative efficiency.  In such countries it is important to set an early precedent regarding expected compliance with the new taxation system.  High levels of administrative expenditures in order to increase compliance can be justified not only in terms of increased horizontal equity, but also in terms of setting the historical and social foundation for a successful individual, voluntary tax collection system in the future.  Even if the increased administrative expenditures would not otherwise be cost effective, they may be so when the effect of precedent is factored in.  Therefore, the Central and Eastern European countries should do everything possible to ensure that their tax administration systems are well funded.  However, I am not advocating that the administration system consist of jack booted thugs capable of forcing one hundred percent compliance.  The method of administration should also take into consideration future efficiency concerns, utilizing education and assistance to encourage compliance in the long run.  In addition, such an approach is consistent with the freedom and empowerment concept that should be at the foundation of the tax system.


With regard to vertical equity the ideal balance for the formerly centrally planned economic countries is less obvious.  On the one hand, the people are used to a high degree of vertical equity.  However, on the other hand experiencing the power of an efficient free market economy is particularly important to a society that is being asked to adopt such a model.  In the long run, however, the high levels of vertical equity experienced in centrally planned economies must fall by the wayside, and the earlier the benefits of a free market economy can be experienced by the people the more successful the transition will be.  Therefore, the taxation system should generally weight the balance against increased vertical equity, while promoting the efficiency of the free market economy.  One way to overcome the political backlash that may result is through the education and information empowerment of the people.  By explaining the levels of revenues and expenditures and ensuring that such information is available the people will better understand the limitations of the system and can ultimately have the final decision in a democratic society.  

2.
Attitudes


The general solutions with regard to the attitudinal issues are two fold.  First, the free market economy needs to work, in that people need to get rich.  All social policy opinions and differences between cultures and societies aside, quality of life is a common ground that we can all agree on.  I do not mean to suggest that money and material wealth is the end goal to all human existence.  While that is certainly part of the equation, quality of life can be experienced in other ways as well, such as security, time to spend with friends and family, ability to travel to see friends and family, improved health, etc.  The whole point in making a transition to a free market economy and its subsequent taxation system is to improve the basic quality of life.  Therefore, it is important that people get rich (legitimately) and that the transition, tax system and otherwise, stay out of the way of the free market economy, allowing it to work.  A successful free market will certainly serve the goals of freedom and empowerment.


With regard to taxation attitudes, the challenge can be met more proactively.  The tax illusion problem in centrally planned economies should be addressed with education and information.  People can be made to understand the revenue limitations on expenditures (this should be somewhat intuitive from their own experiences).  Therefore, information and education as to the government’s expenditure requirements and revenue limitations will allow people to, at the very least, have an informed attitude as to the taxation system.  In a democratic society individuals have a forum in which to change the system.  Such control will further improving the general attitude towards the tax system itself.  It has been argued that the history of centrally planned economies and their strong social programs, e.g. guaranteeing employment means that the new system will also require a high level of government expenditures.
  However, the people should be left to determine the level of social assistance, but only if informed as to the consequences and requirements of such programs.  An understanding of and control over the system will serve the goals of freedom and empowerment and will create positive attitudes, to the extent possible, with regard to the tax system.



3.
Transition


I am wary of treating the transition period as a separate entity.  Tax policy creates expectancy type interests that once in place are extremely difficult to modify or remove.
  Tax reform in countries where the tax system is well established is often painfully difficult for just this reason.  As discussed above, the lack of such expectancy interests in the new system is a unique opportunity in the Central and Eastern European countries.  Putting in place interim tax policies for the transition that will later serve as speed bumps if not roadblocks to implementing a more efficient permanent regime would compromise this opportunity.  Other considerations counsel against treating the transition period separately.  For example, when is the transition period over, how and when are the permanent policies going to be developed, etc.?  In some sense taxation policy, especially in a democratic society is always in a state of transition, however, the level of flux should be kept to a minimum, as the “old taxes are good taxes” principle suggests.


The only transition specific policies that I believe would be justified would be those designed to jump-start the effectiveness of the free market economy.
 The success of the free market plays a central role in developing the societal attitudes towards the taxation system.  As mentioned above, the Secretary General of the OECD also suggests such a limited transition particular policy.   



4.
Models


As discussed above, the use of models must be approached with much care given their likely lack of relevancy in many respects to the developing economic systems of the Central and Eastern European countries.  The models of the EU have the most relevance given the desirability of future EU membership and its taxation system requirements.  However, in other aspects the Central and Eastern European countries are likely better off simply creating their own taxation systems, rather than attempting to modify a complex and well developed tax system model.

B.
Specific Solutions

1.
Taxation based in law



As discussed above, the need for the taxation system to be based in law, at the constitutional and statutory level is scarcely debated.  The idea of law based taxation goes all the way back to the Magna Carta of 1215, which stated that the reigning sovereign in England must seek approval of certain representatives before levying taxes.
  Among the benefits of a law based tax system are objectivity, certainty, and equity between individuals and the government.
  Taxation regulations, necessary to accommodate the level of detail inherent in any tax system, must also be clearly based in the law.
  An implication of law based tax system is that the tax provisions not be retrospective, a requirement not strictly followed to date by the Central and Eastern European countries.
 


A more controversial aspect of legally based taxation system is the concept of explicit taxpayer’s rights and obligations.  Taxation in a free market economy, as discussed above, relies heavily on the attitudes and perceptions of individual taxpayers, especially as they influence voluntary compliance with the tax laws.  In order to bolster taxpayer confidence many countries, the United States included, have recently considered or implemented explicit taxpayer rights and obligations.
  The various rights include, the right to be informed, assisted and heard, to a fair and impartial treatment, of appeal, to pay no more than the correct amount of tax, to certainty, to no retrospective taxes, to privacy, to confidentiality and secrecy.
   Countries can use the opportunity created by making taxpayer rights explicit to also outline taxpayer obligations, including to file a return, to provide additional necessary information, to keep certain accounting information and not to delay payment.
  The concept of making the taxpayer rights and obligations explicit fits right into line with the guiding principles of freedom and empowerment.  Therefore, the Central and Eastern European countries should adopt such charters or statements in order to improve the overall taxation scheme.  



2.
Administration


As discussed above a commitment to a strong efficient tax administration is key to the success of tax reform in the Central and Eastern European countries.  Therefore, those countries should create strong and education-based administrations.  

A more specific tax administration recommendation is that a high level of withholding be used, especially early in the transition period.  The citizens of formerly centrally planned economies are used to the withholding concept.  Therefore, a high level of withholding won’t be as disruptive to taxpayer attitudes and won’t have a large impact on individual gross incomes.  The benefit of high levels of withholding is a high number of refunds back to taxpayers.  Speaking from personal experience, refunds are generally good for tax system morale.  In addition, the increased number of refunds increases the need to voluntarily file a tax return.  Encouraging voluntary tax return filing, especially early in the transition to the new free market economy taxation system sets a positive precedent.  Later on in the transition process the high levels of withholding should be reduced in order to limit the administrative costs.



3.
Rates/Revenue Levels


The tax rates and revenue levels in the Central and Eastern European countries should be kept as low as possible.  Government expenditure in excess of 40% of the GDP results in a situation in which free market resources become directed towards transactions with the government rather than the final consumers.
  Therefore, the Central and Eastern European countries must not attempt to spend more than 40% of the GDP.  In fact, given the historical economic enterprise orientation towards the central government, the Central and Eastern European countries should stay well below a 40% expenditure rate.  In addition, the Central and Eastern European countries should, to the extent possible, start with lower levels of expenditures so as to avoid creating unnecessary expectancy interests.


In addition, the tax rates should be as minimally progressive as possible.  A highly progressive rate would fit in with the historical suspicion of profits.  However, in a free market economy such attitudes can be very detrimental to the success of the economy.  Therefore, a suspicion of profits should not be reinforced in any manner.  Increased profits for increased productivity is a basic concept of a free market economy, which should be experienced wherever possible.  Progressive tax rates work against this basic concept.  Although, mature and developed free market economies can withstand a progressive tax rate, a newly evolving free market economy may not be so robust.  Therefore, progressivity should be kept at a minimum to allow the free market to work properly and for the benefits to be experienced.  

Conclusion


Freedom and empowerment should serve as the foundation for the new tax regime in the Central and Eastern European countries.  Freedom and empowerment were at the heart of the social changes that led to the transformation of centrally planned economies into free market economies.  Freedom and empowerment create the necessary background for a healthy democratic society.  Freedom and empowerment are simply good for human development and realization.  Freedom and empowerment in a taxation system means allowing the free market to control, basing the taxation system in the law, adopting explicit taxpayer rights and obligations, allowing informed democratic decisions on government revenue and expenditure levels, creating an effective tax administration process, and emphasizing education in the tax administrative process.

Epilogue


The foregoing paper was read and commented upon by Scott Diel, an individual with extensive experience working in the Eastern and Central European countries.
  I believe that Mr. Diel’s comments and my thoughts regarding them merit inclusion here.  


In general Mr. Diel suggested that my thesis on freedom and empowerment was somewhat idealistic.  He felt that stability, both political and economic, was of far greater importance to the citizens of the Central and Eastern European countries than freedom or empowerment.  Stability is also of great importance to the United States and other countries with regard to their foreign policy.  In fact, Mr. Diel argued that “freedom” in the sense of individual freedom is associated with individual responsibilities in a way that would not be popular in the Central and Eastern European countries.  In other words, “…’freedom,’ as we know it, is not a value cherished by all other cultures,” and not just because they don’t know what they are missing.  For example, “[Russians] just want a bottle of vodka and a soft grassy place near the river to drink it.”  


Mr. Diel also raised an issue with regard to the motivations of other countries, particularly the United States and, to a lesser extent, the European Union, with regard to foreign policy in the Central and Eastern European countries.  The problem is that other countries do not necessarily have the best interests of the Central and Eastern European countries in mind, rather they have their own best interests in mind.  Which is to say that other countries want political stability (regardless of the economic and political system that creates it) and markets in which to sell their own goods (of which chicken is a large component, according to Mr. Diel).  For example, as stated above, my research indicated that the citizens of Georgia had demanded and received at least the beginnings of effective economic reform (See Section III.A. above).  However, Mr. Diel suggested that the real motivation for the “reform,” which was largely illusory, was International Monetary Fund money, from which those in power in Georgia took a healthy cut.  Mr. Diel also suggests that the United States foreign aid to the Ukraine was largely a shell game reminiscent of the past Cold War, in which the U.S. simply sought to buy Ukraine’s allegiance.  The individuals in power in the Ukraine were only too happy to provide their allegiance at the right price, their share included.  Worse, the motivation for the United States’ “support” of the Ukraine was largely based on the cost/benefit efficiency over further defense spending.  In other words, we shovel money into a country to, in effect, bribe the leaders of the country to maintain political control over the citizens and to keep them from coming under a less desirable influence and mostly because it is cheaper than making bombs.  And we wonder why reform is not happening.  


The situation is somewhat bleak, given that the citizens themselves do not really want full reform for fear of creating individual responsibilities and other countries really couldn’t care less about full reform, so long as the people are going to McDonalds.  So what is the real solution?  In the spirit of John Stuart Mill we could just “leave them the hell alone as much as possible.”
  Unfortunately, it is the “as much as possible” part that is difficult to quantify.  The events of September 11, 2001, in addition to the history of the entire 20th century, demonstrate clearly that “as much as possible” can be nowhere near “entirely.”  On the flip side, attempting to force feed a country a free market economy and democracy smacks of cultural elitism, in addition to being somewhat immature given our own continuing struggles in the political and economic realms.  Furthermore, even if we wanted to convert the world, it may not be possible from a practical standpoint, “…they don’t want to be rich, and we can’t make them,” and we would run the risk of creating a backlash movement.  


The bottom line is there is no real “solution.”  The benefits of a free market society take a substantial amount of time to realize.  In addition, human societies take even more time to change.  Therefore, part of the solution is to simply wait.  However, as mentioned above this can not be the entire strategy.  In the meantime, partly by necessity, partly by design we will “…just have to muddle along, doing the best we can.” 
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