What Political Philosophy should learn from
Economics about Taxation®

Alan Hamlin
Politics — University of Manchester

1. Introduction

The aim of this essay is to outline three broadlynr®mic approaches to the analysis of
taxation and discuss what, if anything, each hasdfey to the more general normative
political philosophy of taxation. The three apptoes to be considered may be
characterised as the mainstream Optimal Tax (@diplure, the Political Economy (PE)
literature and the Tax Constitution (TC) literat¢hile all are economic in their basic
approach, these three literatures differ from edbbr in many ways, and among the
guestions | will address is whether these liteestlare best viewed as complements or
substitutes, and how they might be combined inraeontribute to any more general
and more philosophical discussion of taxation.

The motivation for this paper derives from the alagaBon (or assertion) that normative
political philosophy lacks any widely shared, sysatic or detailed account of taxation,
or even any general approach to taxation, whilenofelying on very broad claims about
progressivity, redistribution or other aspectsaxftion. Taxation is often regarded as a
sort of ‘black box’ technology that can be callgzbn to put into effect whatever

distribution of economic benefits and burdens tha¢quired by the normative theory
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under discussion, without the need to considentbee detailed properties of the ‘black
box’ itself. Atthe same time, there is a traditiof resisting the ‘economic’ analysis of
taxation at a variety of levels, as exemplifiedvinrphy and Nagel's (2002) discussion.
The tactic in this essay will be to start from ae@unt of the range of contemporary
economic approaches, and then attempt to showwaleie to normative political

philosophy.

Tax theory and tax policy are complex, multidimensil issues. We might focus on the
overall progressivity of the tax system and its @&eipon the distribution and
redistribution of income, wealth, resources or sonoge general indicator of well-being;
we might focus on the pattern of taxes across seatwd/or activities so as to consider
impacts on patterns of production or economic #gtiwe might focus on the balance of
indirect vs. direct taxation so as to address ssfi@ersonal responsibility and the
visibility of taxation; we might focus on the rataiship between taxation and levels and
patterns of public spending to address issuegpfesentation and the hypothecation of
taxation; we might focus on the role of corpotatees, in order to address issues
conceming the role of non-natural agents in puifé¢ we might focus on the taxation of
capital and savings, in order to address issuesecnimg the inter-temporal aspects of
economic life; we might focus on international t#o@, tax havens and tax competition

to focus on issues of global justice; and s on.

Clearly, we cannot hope to consider all of thestterahere. In fact, we will refer
explicitly only to issues concerning progressinatyd distribution, and the balance of
taxes between direct and indirect taxes. Ratherakiand to the range of issues raised
within the analysis of taxation, we focus on theibapproach to the analysis of taxation
that might carry implications for all of the morarpcular issues listed above. By this
means, | believe that the discussion presentedgrevides a basis for the more detailed
exploration of the variety of issues within taxdhg since the general lessons drawn
from the discussion here are relatively robust sEparticular settings.

2 Many of these aspects of taxation are discuss&ajtow (2011). For discussion of progressivity see
Diamond and Saez (2011); for discussion of thertwa@ldetween direct and indirect taxation see Cremer
Pestieau and Rochet (2001); for discussion o€tempetition see Wilson (1999).
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While there may be a place for taxation within idbaory, tax policy may be argued to
be an essentially non-ideal issue, for severatdt@necting reasons concerning the
motivation of agents and the availability of infation. In the political philosophy
literature, the distinction between ideal and nisal theory is widely deployed despite
there being no widely accepted definition of thegise nature of the distinctiron

some accounts, ideal theory is reserved for thiysisaf social institutions under the
assumption of full compliance with appropriate niowarms by all (or almost all) agents,
so that problems associated with agent motivatierahsent. At the same time, ideal
theory is often taken to apply only in circumstago€full information. If this view is
adopted, an ideal account of taxation would takpdditical and economic agents as well
motivated and fully informed, but then it might &gued that the widespread use of an
essentially coercive instrument like taxation wolaéle at most a minor role to play in
an ideal setting, since ideally informed and maéadecitizens would surely know what
they should contribute and be willing to make #attribution voluntarily? In this way,
the general topic of genuinely coercive taxatiognsg more at home in the context of

non-ideal theory.

A second aspect of taxation that suggests its gip@on-ideal nature relates in more
detail to the epistemic context in which taxatigremates and focuses on the information
available to the tax authorities. In the econoritesature a distinction is commonly
made between first-best tax policy and secondtb&gtolicy (where second-best is taken
to include third-best and so on). The point of thiiinction is simply that in a first-best
or ideal world the taxing authority has full, petf@nd costless information on all
economic agents and activities and is itself pdlsfenotivated to pursue the public good.
In such a first-best world tax policy is relativelynple. The taxing authority could

achieve almost all of its ends, including endstiedgto the distribution and redistribution

® See, for example, Mills (2005) Robyns (2008) Samm(2010), for discussion and further referenees s
Hamlin and Stemplowska (2012), Stemplowska andt324f1 3).

* Some apparently coercive taxation might be relegaan in an almost ideal context, for example stier
was difficult for individuals to assess their owantribution and where the tax authority playedrtle of
providing information to individuals which allowéddividuals to coordinate their actions (althougtai
fully ideal world, citizens would be taken to bdiyiunformed). This assumes that the tax authasitiave
full information, even if citizens do not; an asqtion discussed in the next paragraph.
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of resources, by a set of agent-specific, lump-taxas. So that each economic agent
would simply be assessed as owing a particular atriodax, or entitled to a particular
amount of additional income in the form of beneditsiegative tax payments, without
those taxes/benefits being expressed as taxesyqmadicular economic variables or
activities. Such lump-sum taxes are argued torBeliest or ideal in the sense that they
have no impact on decision making at any marginsando not distort economic activity
away from its first-best or ideal outcomélo the extent that the taxing authorities may
legitimately wish to have an impact on decision mglat the margin in some specific
cases (for example, in order to internalize extéres such as pollution) specific non-
lump-sum taxes and subsidies could be used alomgsmp-sum taxes, but such
regulatory or corrective non-lump-sum taxes andslies would not be used in a first-
best world as a means of revenue raiginglmost all of the economic analysis of
taxation therefore relates to the discussion dadtiar in the non-ideal setting in which

tax authorities lack sufficient information to inephent first-best or ideal policies.

The third and final point relating to the non-ideature of most economic discussion of
taxation picks up on the motivation of the tax auitly or government itself. If decision
making on tax matters is in the hands of agentsvated by considerations that depart
from, or go beyond, some agreed idea of the puritgcest, or if there is some risk that
this will be the case; or if tax decisions areueficed by some political process
(democratic or otherwise) that is not guaranteddaitk the public interest perfectly, then
we might expect the tax system to depart fromdeal. And in guarding against such an
outcome we might wish to put in place structurabthrer constraints to limit the extent of
such departures. But such constraints will theneselhe costly and so will place the

system as a whole in non-ideal territory.

®> The basic idea is that a tax on an activity gatherally have two effects: one to raise the nadgtirice of
the taxed activity thereby causing taxpayers tssuie away from that activity, the other to reeltice
real income of the taxpayer. Roughly, a non-diginery (lump-sum) tax is one in which there is an
income effect but no substitution effect. For & tenok discussion see Myles (1995).

® Of course regulatory measures other than taxesutsidies could also be employed to internalize
relevant externalities in at least some casesoWwnify on from the previous footnote, a perfect ective
tax is one that has a desired substitution effrdtno income effect. This means that any reveaised by
a corrective tax should be returned to the taxpagex lump-sum, so that ideal corrective taxeg rais
revenue.
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In each of these senses, which will be exploredame detail in what follows, the
specifics of tax policy are a matter that will ddluenced by a multitude of non-ideal
factors and considerations. And it is preciselyduse of the relatively complex nature of
taxation in a non-ideal world that normative pobli philosophy may need to attend to

the lessons that can be drawn from the economigsaas®f taxation.

The remainder of this essay is organised as folltivesnext three sections outline the OT,
PE and TC approaches to taxation in turn, sketcthie basic characteristics. Section 5
then offers some discussion of the three approaedesesses the issue of the
relationship among the approaches and considetegbens that may be drawn for a

more general normative political philosophy of taxa.

2. The Optimal Tax Approach

The OT approach is now firmly established as thanstieeam approach within the
economics literature, although it is important taenthat this has only been the case since
the 1970s. The previous ‘Public Finance’ orthodeas based on a range of normative
principles and analytic ideas including ‘taxableaeaity’, ‘horizontal and vertical equity’,
‘willingness to pay’ and ‘ability to pay’.

Optimal tax theory is essentially normative andceasially holistic. Normative because it
derives its claim to optimality from the explicftexification of a value function; holistic
because it attempts to design an entire tax anefibegstem, rather than treating
individual taxes and benefits separafeBlthough it is known as the optimal tax
approach, the approach is not restricted to thdysifitaxes but includes the distribution
of benefits and subsidies (which might be constasdegative taxes). The OT approach

" For a presentation see Musgrave (1959) or AII&TT). It is worth noting that it is this earlier
orthodoxy, rather than the OT approach, that pesvitie target for many of Murphy and Nagel's
criticisms. In the UK context the Meade Report @PWas the last major review of tax structure that
employed the Public Finance view. The most receview, led by James Mirrlees, IFS (2010), adops th
optimal tax approach.

8 By contrast the previous Public Finance orthodmiyht be considered to be rather piecemeal in its
approach, typically analysing the implications pésific normative principles for specific forms of
tax/benefit, or comparing two or more forms of ksedefit.
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conceives of the basic problem of designing a taklzenefit system as a form of double
maximization problem. Government is modelled asoshng a tax/benefit system to
maximize a value function subject to the fact #gents (both individuals and any non-
individual economic agents) will take the tax/béngfstem as given when making their
own maximizing choices. In this way, the OT applohailds the optimizing behaviour
of economic agents into the structure of the tesigieproblem. More specifically, it does
not assume that there exists some pre-tax situigtimhich all economic agents have a
right to their income (or wealth or consumptiasg,that taxes and benefits have to be
justified relative to that baseline. Rather, thdlanefit system is seen as one of the
factors that shape the behaviour of economic agemtso influence economic outcomes
(including both pre-tax and post-tax levels of imeg wealth, consumption). To put the
same point otherwise, economic outcomes are datednn part by the tax/benefit rules
(and other rules) in place and in part by the b&haof agents under those rules. In the
absence of specific tax/benefit rules, or if alggire rules had been in place, behaviour
would have been different and both pre- and postlflacations of economic burdens
and benefits would also have been different. logeding this point, the OT approach
attempts to look through the optimizing behaviole@nomic agents in order to put in
place that set of tax rules which can be expedstetd the optimal outcome in terms of
the specified value function, once all agents hraaeted to those rulés.

OT theory is concerned with constrained optimatityher than full optimality; that is, it
explicitly identifies constraints that might be exjped to prevent us from reaching the
fully optimal or ideal situation and seeks to idgrthe best available tax/benefit system
given those constraints. Most fundamentally, asaaly sketched, the exercise is
constrained by the nature of the behaviour of ecoo@gents and by the information
available to the tax authority or government. liatien to the first of these, the intention
is to model economic agents as they are ratherafdiney should be; although, as with
any modelling exercise there is inevitably a degresbstraction from reality. Agents are
modelled as rational rather than moral, in thay #re assumed to pursue their own

® Among the classic papers in the development obfitinal tax approach are Ramsey (1927), Mirrlees
(1971), Diamond and Mirrlees (1971, 1971), Atkingnd Stiglitz (1976). For influential surveys see
Stiglitz (1987) and Slemrod (1990).
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interests rather than the social value functiom dimalerlies the normative status of the
OT approach itself. In this way, the overarchingyase of the OT approach is to
determine the pattern of tax/benefit rules whichkximally serves the defined public

interest on the assumption that economic agentatgprationally under those rules.

In relation to the second set of informational ¢oasts, as already noted, if all
information were fully and freely available to gowment, the first-best tax/benefit
system, involving lump-sum taxes on, and benefnpents to, individual agents, would
be available. But these optimal lump-sum transfeligypically depend on underlying
characteristics of individual agents and speciiteaconomic activity that are, in practice,
unobserved?® Exactly what details are observable, and therefdrieh tax/benefit
systems are feasible in informational terms withyvfaom time to time and place to place,
and we will return to this point below. The unolysdrle or unobserved nature of
potentially relevant information may be seen asyaspect of the non-ideal nature of

the OT approach.

We may now turn to the structure of OT theory ftsé$ already indicated, the normative
nature of this approach derives from the requirdrteespecify the value function that is
taken to represent the public interest or socidlane In fact, the value functions
actually employed in the OT literature are gengnatlfarist in nature, defined in terms
of the levels of utility or welfare of each indiudl in society with parameters to reflect
inequality aversion. Clearly the interpretatiorfudflity’ or ‘welfare’ is very flexible, as

is the degree of inequality aversion that may lexidied, indeed one of the points of the
exercise is to see how responsive the design affihimal tax system is to different

detailed specifications of the social value funttio

Once a value function is specified the next stép imodel the population of agents. And

it is here that the potential complexity of the rabd most apparent. In the simplest

12 Some relevant information may be unobservableimciple, other information may be observable only
at high cost, where that cost may be financiahderms of other aspects of relevance to overalbso
value (e.g. in relation to the value of privacn example of the former might be an individuatiget

ability (rather than proxy measures such as edutaltattainment); an example of the latter migheaeh
individual's consumption of particular goods susht@bacco or alcohol.
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possible model we might assume that all agentesgentially identical, so that no issue
of (re)distribution can arise. In moving away freinis extreme case we might introduce
heterogeneity in just one dimension, so that imtlials differ only in respect, say, of their
productivity. The next step might be to allow indivals also to differ in their

preferences; and so on.

As already noted, everything then depends on wtiatrmation is assumed available to
government and so what types of taxes are takba feasible. In some situations,
perhaps particularly relevant in less developedties, it might not be possible or
practical to monitor all employment, so that aroime tax might not be feasible. In such
cases the only feasible taxes might be a rangerafhwdity taxes, including taxes on
imports and exports, since transactions in comnesd#tre relatively easy to monitor. In
more advanced economies, which have invested imffastructure of data collection, a

much wider range of taxes might be feasible.

Since commodity taxes are usually thought of as ilf®rmationally demanding than
income or wealth taxes, the simplest, benchmarkel@of the OT approach is one in
which only commodity taxes are considered andhdlividuals are assumed to be
identical. This is the setting of Ramsey’s origih@P7 paper which first introduced the
structure of the double maximisation problem andhsoked a distinct step from the
prevailing literature which operated on the nornmbasis of a number of relativedyg
hoc principles rather than an integrated value fumctamd which tended to treat taxes
individually rather than the whole tax system.Histcontext, where we are only
concerned with efficiency, since the issue of distion does not arise, the optimal tax
structure will involve a set of differentiated comdity taxes, with higher tax rates on
those commodities that are relatively price indaresand lower taxes on commodities
that are more price sensitive. In this way, thegmmal distortion associated with taxing

each commodity can be equalised and the totaleifiy distortion minimised.

" For discussion of issues concerning taxation ireldging countries see Burgess and Stern (1993),
Gordon and Li (2009).
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To illustrate the way in which assumptions on te&logeneity of the population and the
feasibility of alternative taxes affect the optirdakign of a tax system, we should
consider cases which differ from each other in qu& respect. For example, if we
continue to assume that income taxes are infeaaizleonly commodity taxes are
available, but allow heterogeneous agents, salieatbution becomes an issue, we must
now use our commodity taxes not only to raise raeanith as little efficiency loss as
possible, but also to influence the distributiomelfare. In this case, the optimal tax
system would still exhibit differential commoditgxes, but the pattern of tax rates would
now reflect two forces: one, as before, reflecfinige responsiveness and efficiency loss,
the other placing higher rates on commaoditiesiight be thought of as luxuries, and
lower rates on necessities, so as to generateraaefjprogressivity into the systefn.
Since there is no guarantee that these two fordepuil in the same direction, we can
expect that the desirable redistributive impadheftax system will imply greater
distortions to efficiencyl'he greater the inequality aversion built into timelerlying

value function, the greater the emphasis on thistrézlitive aspect of taxation and the
greater the resultant loss in efficienEyen in this very simple case, then, we see tleat th
OT approach is essentially concerned with balanttiegrarious costs associated with a

necessarily imperfect tax system, so as to protheeptimal overall resuft®

If now we consider a situation in which both incotares and commodity taxes are
available, a progressive income tax will typicdlly the optimal means for addressing
distributional issues, with commodity taxation agk#ing efficiency issues. This will
typically imply a wide commodity tax base with aiform tax rate, although higher rates
may be levied on goods that are complements wighile and to internalise specific

externalities (such as specific taxes to addresesssuch as environmental pollution).

While the tax/benefit system that is revealed dsr@d may vary considerably from case
to case, reflecting both different informationahstraints and different specifications of
the social value function. OT theory providesaafework in which an explicit

2Where ‘luxuries’ are those goods and services wizossumption is strongly positively correlatedhwit
income, and ‘necessities’ those where consumptidargely independent of income.
13

See, for example, Kaplow (2008).

9



normative value function is set in the contextedévant feasibility constraints to derive
the appropriate overall tax and benefit structlifeere are a number of practical
implications of the OT approach that are relativelyust across detailed settings.
Mankiw, Weinzierl and Yagan (2009) identify eiglgrgral, structural lessons from OT
theory and discuss the extent to which these lessawve influenced actual tax policy.
The eight are:

1) Optimal marginal tax rate schedules should démenthe distribution of ability (rather
than merely the distribution of income or wealth);

2) The optimal marginal tax schedule could deddiheery high levels of income, (even
in systems which are overall progressive);

3) A flat tax, with a universal lump-sum transfenll often be close to optimal,

4) The optimal degree of redistribution rises withge inequality;

5) Direct taxes should depend on personal charstitsras well as income;

6) Only final goods (rather than primary or intedi@y goods used in the production of
final goods) ought to be taxed, and typically toeight to be taxed uniformly;

7) Capital income ought to be untaxed, at leaskjpectation;

8) In stochastic, dynamic economies, optimal talicgas complex.

Merely listing these lessons is sufficient to iradecthat while tax reforms in many
countries have moved in the direction indicateddye of these lessons, the pattern is
by no means uniform or complete. It is certainky tase that in many advanced
economies the top marginal rates of income tax lkdaeéined, direct tax profiles
flattened, and commodity taxation moved towardamiifity often via versions of value
added tax (VAT); but the patterns of reform in ¢alpiaxation and universal benefits are
much less clear. Of course, the eighth and fireslda is that optimal tax systems will be
complex and different across setting, but evernearhpact of the OT approach on tax
reform in practice has been rather slow and pap&haps for reasons to be discussed

below and in the following sections.
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Common criticisms of OT theory focus on the speatiion of the value function
employed, issues surrounding the identificationetdvant agents and the lack of
political analysis. | will touch on each area inntu

At the most basic level, the specification of aneafunction, whatever its details,
indicates that the OT approach is essentially te¢goal in its structure, seeking to
maximise overall net benefits, whatever the dedadlecount of benefits and costs may
be!* While it is true that the OT literature is presshin teleological and
consequentialist terms, this does not imply thatiificapable of recognizing at least
some more deontological claims: specifically, thttse can be expressed as constraints
which may be built into the OT exercise of consteai maximization. Of course, to the
extent that such constraints dominate, there mditleescope for optimization within

the permissible set of tax policies, so that thin@pation idea will lose much of its force.
But the idea that deontic considerations (almasly ietermine tax policy seems
extreme, and the OT structure seems to be a saimadhns of balancing those deontic
considerations that can be modelled as side-camistraith more teleological and

consequentialist considerations.

Within the teleological structure of the OT appioazne might also criticize welfarism

as an appropriate basis for identifying social gafuAnd it is true that, in the OT
literature there is a general assumption thatiefficy and equity in relation to welfare are
the only relevant normative categories, but aghis,does not seem essential to the OT
approach per se. All that is essential here isttieae should be an explicitly specified
value function. Now, of course, the requirement the value function be explicit forces
clarity and, if the intention is to perform a priaat exercise, the need to specify the value
function in terms that are tractable may force grele of simplification, but there is
nothing in the structure of the OT approach (asepd to any particular application of

that approach) that involves a deep commitmenteifenism or any other substantive

1 For a discussion of the consequentialism/deonyadiigfinction in the context of taxation see Murphy
and Nagel (2002) pp 41-45.

*The debate here is wide-ranging and the literdtuge, see, for example: Dworkin (2002), Kaplow and
Shavell (2002), Cohen (2008), Sen (2009).
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view of the nature of the value to be maximizedprimciple, at least, the OT approach is
capable of working with any well specified valuadtion, whatever its more
philosophical underpinning.

On the question of the identification of the reletvagents for the purposes of tax policy
formulation, OT theory, and all other approachesi@tion, face a significant issue. One
obvious problem lies in the treatment of individuahd families (or other groupings of
individuals); another issue revolves around theistaf corporations and other
institutional agents. OT theory is sometimes dréd for being too individualist and
ignoring corporations. Now, any practical tax ppheill have to come to some view on
these questions — but it is not obvious what tiew\should be or how the factors that
influence our choice of position on these questintesact with the OT approach (or any
other approach). Whether we treat individuals arili@s or households as the
appropriate units for tax and benefit purposesasmaplex issue, and our answer may be
different in different parts of the same systerg.(e/e might tax individuals, but provide
benefits based on families), and much may depernsgsoes of information availability
and reliability (as is stressed by the OT approashmilarly, whether we view
corporations and other institutions as taxablesunithemselves or treat profits and other
such variables as accruing to individual sharehslgdea complex matter, and will again
depend on a variety of factors. And these questiandd have to be answered, at least
provisionally, in designing any tax system, butetizey are answered, and however they
are answered, there is still a need to designathieytstem on the basis of those answers,
and this seems to be the point at which the OTaamtr becomes relevatitn other
words; the OT approach does not in itself answesfahe questions that require
answering about a tax/benefit system; it merelyiges a structure of analysis that both
helps to identify the relevant substantive questiand organizes the answers to those

guestions in a manner that balances all of theesmisadentified as important.

16 Another area in which genuine questions arisdaglm the specification of time periods for taxgmses.
In the context of income taxation, for example,idtiave be concerned with weekly income, monthly
income, annual income or lifetime income? See Heand Stark (2005), for the specific issue of the
taxation of savings see Atkinson and Sandmo (1980).
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The final criticism of OT theory to be considereztdis that it ignores politics. This
criticism has two aspects; first that the OT apphoadopts the heroic assumption that
government itself is ideally motivated (while ecamo agents are modelled in non-ideal
terms as rational rather than moral), and secaaidvthile focusing on informational
feasibility, it ignores political feasibility. Thescriticisms clearly carry weight, but might
also be said to be criticizing the OT approachHdding to do something which it does
not set out to do. OT theory is not intended a®dehof the process of tax design or
reform, rather it is a framework for articulatifigetnormative standards relevant to the
design of tax/benefit systems. The political chadke is taken up by the PE and TC
approaches.

3. The Palitical Economy Approach

By contrast with the OT approach, the PE approaai Ioe seen as broadly positive
rather than normative in nature and focussed owighray an analysis of a tax/benefit
system seen as the outcome of a democratic pojtioaess. While the analysis of the
political process is broadly economistic, in thassethat it builds on the ‘public choice’
school of rational actor political analysis, thesis does not depend on any specific
economic analysis of the tax/benefit system itSefhe essential question addressed by
the PE process is, what tax structure might we expeemerge from, and be supported
within, a democratic political process, and howmithe answer to this question depend

on the details of the democratic process.

The PE approach builds on the Downsian model ofateacy.’® In this setting neither
the tax authority nor individuals are modelleddesail moral agents. Politicians are taken
to be motivated by the prospect of winning elej®o that they offer whatever
expenditure / tax / benefit package will maximise probability of winning the next
election; while individuals, as voters, are assutoeebte rationally in pursuit of their

" For an overview of the public choice literature séueller (2003), for a review of its applicatiantéx
policy see Holcombe (1999).

8 See Downs (1957), for extension to represerga@dmocracy see, for example, Besley and Coate
(1997).
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self-interest. A benchmark case in this literaisrhe case of majoritarian voting for a
purely redistributive tax/benefit system involviagimple flat-rate income tax which
finances equal lump-sum payments to all citizete argument here brings together
three points. First, a simple analysis of the Iagjithe tax system under discussion: if,
for simplicity, one assumes that the tax systesifits costless to operate, so that all
taxes raised are returned as benefit paymentgfa@na moment) that pre-tax incomes
are independent of the tax rate, it is clear thgbae with pre-tax income below the
mean level will gain from a system which taxes megproportionately and distributes
benefits as lump-sums, while anyone with pre-taome above the mean will lose. The
second point derives from the basic idea of the m@n median voter theorem, which
indicates that, in a simple majoritarian electi@veen two candidates or parties we can
expect the policy offered by the candidates to eoge on the policy that would be
chosen by the median voter. The third point is1the empirical claim, that the typical
distribution of income is skewed so that mediarome is less than mean income.
Taking these three points together indicates treatrtajority would vote for a
redistributive tax scheme: indeed, in the simpkeecgketched, the majority would vote
for full equalization of post-tax incomes by impugia 100% tax rate and redistributing
all revenues equally.

Of course, moving away from this simple and extrease in the direction of realism
modifies the result. Most obviously, if one drope issumption that pre-tax incomes are
independent of the tax rate, so that the tax rdtdnawve a disincentive effect on income
generation, it is clear that 100% tax rates wowldem be chosen. Nevertheless, the
simple model will still give rise to redistributitaxation, limited by the extent of the
disincentive effects. In essence, redistributioth @acur up to the point where the
marginal benefit to the median voter associated waiity further increase in the tax rate is

Z€ero.

9 Among the classic papers in this tradition areF¢1967), Romer (1975), Roberts (1977) and Meltzer
and Richard (1983).
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This type of analysis can be extended to considemeodity taxes and other taxes
alongside income taxes. The models become morelegmjut the essential structure
remains: as part of political (i.e. electoral) catifpon, rival parties will face incentives
to design tax structures that, for any give levdbtal tax revenue, maximise political
support. The basic result is that the tax striectiiat arises as a political equilibrium is
such that the marginal loss of political supportfef tax revenue raised is equalized
across all taxes, and across all tax paffers.

Of course, full equalization of political suppottadl relevant margins may not be
feasible in practice; it may be necessary, forara®f cost and convenience, to group
commodities and individuals and treat elementsachegroup equally. However,
grouping of this sort implies political losses,tke question of how to group in order to
minimise these political losses arises; that isy hzany tax bands for income tax, how
many groups of commodities with different tax ratee politically sustainable? The
logic of the PE approach on such questions ispbltical parties seeking election will
simply balance administrative costs against palittosts, and so offer the pattern of

grouping that minimises total costs as they peec#ient*

The PE approach predicts complex tax structurds tvé number of rate bands and
commodity groups being constrained by administeatiosts and political considerations.
Tax structures, rates and exemptions are all da@tedointly in political equilibrium

and so will reflect the relative voting power obgps in society. Political parties, in this
approach, can be seen as playing groups of votleagainst each other in attempting to
raise revenue at minimal political cost in termsatles lost. This approach also suggests
that the tax/benefit system may not be stable trer. Shifts in underlying technical,
economic, demographic and political variables mifluce shifts in the political

equilibrium. Tax reform will be politically drivemather than responsive to more

®The point here is that, if this marginal loss weot equalised, it would always be possible todase
political support at no cost in terms of tax reveiny marginally increasing the tax in the area \ith
lower marginal loss and decreasing the tax in tea with the higher marginal loss. Thus, equatisedif
marginal loss is a necessary condition for the méxdtion of political support for any given levéltax
revenue.

L For a detailed analysis that considers the graupiriaxpayers and economic activities see Hettitdh
Winer (1988).
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fundamental economic or social analysis. The taklsnefit system will be open to
political manipulation by special interest grougs that we would expect to see log-
rolling and other political manoeuvres. In partarulve would expect to see relatively
small well organised groups lobby successfullytéorbreaks at the expense of relatively
large but disorganised groups. There is certaialguarantee that the tax/benefit system
that emerges as a political equilibrium will satishy particular efficiency criteria, or

any more general normative criteria.

The PE approach is not directly normative in itgrapch, it seeks to explain the
observed pattern of taxes and benefits ratherritedte proposals for reform. However,
to the extent that it provides the basis for a dasis of political failure in the tax and
benefit setting process, it might be taken to me\a counterbalance to the OT
approach’s identification of an optimal tax and é@rsystem. The extent to which the
PE approach actually explains the observed patteiaxes and benefits, how tax
systems evolve and how they differ across jurigahistis limited by the relative paucity
of detailed empirical studies, but it is hardlymising that there is at least considerable
evidence that political factors and the operatibthe democratic process itself does

influence both the structure and the detail oftalicy.”

4. The Tax Constitution Approach

The TC approach returns to a more explicitly noieastandpoint but one that
emphasises the political dimension, albeit in tlerercontractarian, constitutionalist
perspective associated with the constitutionalioalieconomy literatur& While the PE
approach stresses the direct control of tax pahoyugh electoral competition, the TC
approach focuses more broadly on the need for itot@hal controls on the
discretionary power of government elites, whethese controls operate via electoral
competition or otherwise. In contrast to the OTrapph, the TC approach does not
assume that governments are benignly motivatedatarmze an appropriate value

function, but rather assumes that government wilspe its own objectives (which will

2 See, for example, Steinmo (1989), Slemrod (1996jtich and Winer (2005).
% For an overview of the constitutional politicabeomy literature see Brennan and Buchanan (1985)
Brennan and Hamlin (1995) Buchanan (2004).
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include, but not be limited to, the seeking of lec&on) constrained by binding
constitutional arrangements. From this perspectihas, the TC approach argues for a
fiscal constitution that limits governmental distwa, both by restricting the set of tax
policies that the government can implement andaes, by imposing substantive limits
on tax revenues, or fiscal deficits, or other ralgwariable$? In common with the OT

and PE approaches, the TC approach models indigsidsaational rather than moral.

The benchmark case in this literature assumegthatrnment is a revenue maximizer
and then investigates the constraints on the ptoviaix that would be supported by a
representative citizen behind an appropriate conisthal veil of ignorancé> The

general observation is that the incentive to lengploitation of tax bases cuts across
many of the arguments from OT theory. For exangilndard economics and the OT
approach tends to support broadly defined tax b@sesmprehensive definition of
income, a wide range of commodities, etc.) on tloeigds that the broader the tax base,
the less distortionary will be the optimal tax rataeucture associated with any given level
of revenue to be raised. However, the TC approagftpout that, in the absence of well-
motivated government, broader tax bases clearlyigeagreater opportunities for tax
exploitation, so that constitutional restrictiomsallowable tax bases might be motivated
despite their narrowly economic inefficien@yOne way of viewing this point is that by
restricting access to certain tax bases, a taxtitetisn would ensure that there are some
tax-free areas of the economy to which citizensesarape, or exercise an exit option, so

limiting governmental power.

% The classic reference in relation to the tax dartiin is Brennan and Buchanan (1980). The tax
constitution might be seen as a part of a morergéfiscal constitution that also applies constimal
controls to expenditure policies and, importarilgrrowing. See Buchanan and Wagner (1977), Buchanan
(1987). The TC approach may be seen as an exarfple ‘@rincipal-Agent’ approach to constitutional
politics, where citizens are the principals, poléns the agents, and the constitution is the feafitthat
seeks to limit the agents power to exploit thezeits.

% The logic is extended in Brennan and Buchananf)18& also Hamlin (2014).

% One possible restriction on the set of allowahlettases that might meet generally shared moral
intuitions as well as limiting the scope for teopkitation might involve disallowing a commoditytan
basic food. In the UK most food for human consumpts zero-rated for VAT, as are some other goods,
although this zero rating is not constitutionaligrenched.
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Similarly, the TC approach might motivate restoos on rate structures aimed at
reducing the monopoly power of government: imposingquirement of a common rate
of tax on different commodities, and/or a commds @& tax on different individuals will
reduce the ability of government to ‘discrimina#®d so raise additional revenue;
equally, a requirement that the rate structurprbgressive will typically reduce the
maximum revenue that a government can raise, sincenstrained revenue
maximization will normally imply regressive taxatio In some cases these conclusions
run counter to the mainstream OT theory (e.g. erbtload vs. narrow tax base), but in
other cases they are consistent, but derived frem different logic (e.g. on progression,

or on uniform rates).

A further aspect of a tax constitution concernsal@cation of taxation powers across
levels of government. In the OT approach, it imdtad to think of a single government
designing the entire tax/benefit system; not lsaxte (given the assumption of a well-
motivated government) there will be efficiency gafrom an integrated approach to tax
policy. But in the TC approach the separation pfreasing powers across agencies
within a broadly federal structure may be apprdprito reduce an effective monopoly

power and to set up forms of internal tax comptitl

The constitutional nature of the controls envistbimaplies that the controls must be
relatively general, and this in turn implies tHay cannot hope to achieve fine-grained
control. If constitutional requirements are thoughas applying equally at all times, but
tax policy is thought of as varying over time botftlically and in response to particular
economic events, it is clear that any constituti@oatrols motivated by the TC approach
face a trade-off. If they constrain governmenttigbtly, they will disallow the flexibility
that may be required for tax policy to responditowmnstances, but if they are loose
enough to allow governmental discretion to managée face of varying circumstances,

they will also allow at least some tax exploitatiomthis way, a tax constitution has to

*Tax competition may take a number of forms, soehgng on mobility of agents between
regions/jurisdictions, others relying on voterswggpractice in other jurisdictions as a yardstigkiast
which to judge their own government, see Wilsoro@)9
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balance inefficiency (and/or ineffective redisttilon) against greater insurance against

political exploitation.

There is also the question of the most appropnatare of the constitutional controls to
impose in attempting to limit governmental powé&ras in the benchmark case, the
central concern is that government may over-usaxisaising powers, it might seem
natural to specify the relevant constitutional cohih terms of a maximum scale of tax
revenues (e.g. as % of GNP), leaving the detailewf this tax is raised flexible.
Although if the concern is with over expansion of/grnment expenditure, such a
constitutional constraint may simply incentivisébpe borrowing, so that it might be
more appropriate to place the constitutional cdmlirectly on expenditure levels rather
than on taxation. However, if the concern is with generally invasive nature of
government power, any control on either taxatiomxqrenditure might simply
incentivize regulatory activity by government whictay have still more damaging

effects than taxes or expenditures.

At a broader level, we can see that there is a ofgationship between the PE and TC
approaches, in that both are recognise the cotigti control of government power. In
the PE case, the focus is on the positive effdatdeatoral competition or other
procedural aspects of the policy making procesdewinthe TC case the focus is on the
normative justification of constitutional constres over and above the idea of electoral
competition that attempt to restrict specific pasvef government. In considering the
constitution as a whole, it is clear that both ferof control may have a part to play. Just
as invoking specific substantive controls on theréasing power of government limits
governmental discretion and so provides insuraga@at exploitation, so specifying the
nature of the political process (voting systenmsgdrency of elections, term limits, etc.)
will reduce governmental discretion by effectivelypowering the electorate; but, as we
have seen, there is no guarantee that either rglgovernmental discretion or
empowering the electorate necessarily resultdax aystem that is optimal in the sense
of OT theory.
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5. Normative Political Philosophy of Taxation

In an ideal world, tax policy would be relativelynple. If all agents are fully moral in
their motivations and behaviour, all are fully infeed and other ideal institutional
arrangements are in place, itis conceptuallygitiorward to translate from the
relevant normative principle (whatever it may kejite financial contribution required
from each agent to the state (if any), or fromdtate to particular agents (if any). As all
three of the economic approaches to taxation atired¢ax and benefit system in such an
ideal world would consist mainly of lump-sum tayesl benefits, with little or no need
for taxes levied on particular economic activitieso general income, wealth or property
taxes, no general commodity taX&8ut such an ideal is scarcely a guide for a tax
system in a non-ideal world. The OT approach m#kepoints that even if
governments and their agencies are well motivditsthbest lump-sum taxes are
informationally infeasible and that second-bestdgstems must account for the reactions
of economic agents, so that second-best tax systédhgenerally be very different in
structure and character to first-best systems.Flh@pproach makes the further point
that if we consider tax and benefit systems a®thputs of political processes, rather
than as the direct products of normative theorisivggshould expect the properties of the
relevant political processes, and the motivatidith® agents that operate within them, to
be reflected in the tax system which is then verljkely to achieve the standard of the
second-best. The TC approach builds on this palipoint to identify a range of
constitutional controls on the political systemagsrimary means by which we might
structure and constrain the power to tax, partitpiahen there can be no guarantee that

those in political control of day-to-day tax polimyaking will be well motivated.

Identifying the key points of each of the threeremmic approaches to taxation in this
way serves to underline the claim that these tappeoaches are best understood as
complements rather than substitutes. Of course &agioach focuses on a different

aspect of the general problem of the design ancatipa of a tax and benefit system and

8 As noted above, it is possible that there mighitst a need for some corrective taxes, to therxhat
these were not rendered redundant by the idealttammsl
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offers distinctive insights; and it is sometimesitied that the approaches are in
opposition - particularly where the OT and TC agoites seem to offer contrary
recommendations, for example in relation to whetheibases should be defined as
broadly as possible to minimise inefficient disimms or restricted to constrain
governmental discretionary power. But there is @epdconflict here. Rather, the
approaches differ in terms of the extent to whigkytfactor in political as well as
informational and motivational constraints on tlledl. The OT approach focuses on the
narrowly defined economic relationship between goreent and tax payers, while the
PE approach focuses on the essentially politidatiomship between voters and political
candidates when tax policy is seen as part of tiidqal agenda, the OT approach then
adopts a normative position that attempts to stredhe political and constitutional
environment in such a way as to favour the intsrettitizens in general rather than
political elites. Thus, to return to the appareniflict between the PT and TC
approaches in relation to the breadth of tax basesbining the insights of the two
approaches allows us to identify the trade-off thahost relevant in determining the
optimal overall configuration: the broader the ase, the lower the costs of inefficient
distortions associated with raising any given ant@fitax revenue, but broader tax bases
also increase the extent (or the risk) of excedsixation. Balancing these two costs (as
well as others) is the key to identifying the tggtem that is optimal all-things-
considered. ltis this idea of explicitly identifg the constraints that are most salient to
the tax design problem, recognising the naturdéefcbsts associated with each such
constraint (whether those costs are economic, lsacgolitical in nature), and balancing
these various costs at the margin, that identiiessssence of the economic approach.

The three economic approaches to taxation broaxthgspond to three relatively familiar
approaches to normative political philosophy: tireat derivation of institutional or
policy implications from explicit normative critarithe explication of legitimate policy
through an analysis of democratic procedures; sleeofi constitutional devices to
constrain and channel political behaviour. Theesal complementarity of the three
economic approaches reflects the essential complamity of these general approaches

to normative political philosophy.
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Of course, a hallmark of all of the economic apphess to taxation canvassed here is that
they are optimising approaches — differing in tb&aded specification of the constraints
that combine to limit the attainment of normatideals. It is always open to the political
philosopher to reject the optimising approach atbgr as evidence of a mistaken
consequentialism. But it is difficult to believeatithere is no place for at least some
consequentialist considerations within the doméipatitical philosophy, and it should

be very clear that the emphasis of the secondewesiomic approaches to taxation lies
very much on understanding and investigating tmstaints that restrict the domain of
optimisation rather than on optimisation pefs&Vhile the optimising approach may not
exhaust the normative political philosophy of tasat it must surely be very significant

part of it.

If we accept, as suggested at the beginning oefgay, that taxation is essentially a non-
ideal topic, then at least a major part of the radive political philosophy of taxation has
to operate in the imperfect context implied by groring at least the major constraints
imposed by the real worf{.An important question then is; what are the makest
constraints and imperfections to incorporate intor@rmative political philosophy of
taxation? The three economic approaches to taxatitined here pick out several
leading candidates: the motivations of individualbject to taxation, the motivation of
governing elites, the availability of relevant imfmation, the political and constitutional
structures that shape the policy making processh&mmore, they offer an analytic
framework within which these various constraintd #reir interactions can be studied in

some detail. In so doing they offer valuable lessonthe normative political theorist.

Optimal Tax theory stresses the significance of#ypag the optimand explicitly and

delimiting the feasible set. The Political Econoapproach stresses additional

# 1t would be entirely possible to include withireteconomic approaches formulations other that simpl
maximisation subject to identified constraints ~dgample by considering satisficing models thaghmi
relate to sufficientarian ideas, for discussiosuificientarianism and further references see Gesse
(2011), Shields (2012).

% The suggestion that political theory should takeose realistic stance in order to contribute more
forcefully and directly to debates on public polisyof course, not restricted to the area of iarasee,
for example, Swift (2008) and Wolff (2010).
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procedural constraints and the necessity of embhgdtie normative within a positive
model of the political process. The Tax Constitnt@pproach stresses additional
substantive constraints, and the issue of the mdiv of political agents. All stress the
importance of defining the issue at the level eftéix and benefit system taken as a
whole (not, for example, tax by tax, or separataganalysis from benefit analysis). A
key point here is that the tax and benefit systammot properly be seen in isolation from
other aspects of the institutional structure ofestyc Most obviously, the tax and benefit
system has to be seen as being operated withiovirall political system, so that details
of the political system such as the structure pfesentation, the pattern of delegation of
tax and benefit matters across sub-national juigdis, or the voting system are likely to
carry implications for the tax regime that is suped and sustained under those political
arrangements. Causal influence may also run iopipesite direction with tax systems
influencing voting, campaigning and lobbying cdalits and political outcomes that may

go well beyond the tax system itself.

At the same time, other institutional and regulatspects of society may bear on both
the political and economic aspects of tax theorye ©Obvious and direct way in which
wider issues relating to the institutional and pplrrangements surrounding health care,
education, overseas aid and all other major ariaslicy concern will bear on tax theory
is by influencing the overall level of public spémgl, and hence the overall demand for
tax revenues, but it may also be the case thae thiber structural aspects of society
impact less directly on tax policy through the @tien of the political system. While the
three economic approaches to taxation outlined yergome way to embed the
discussion of the design of the optimal feasibkestad benefit system in a more political
setting, and to make that process explicit by belagr as to exactly which economic and
political factors are being identified as releveomtstraints on feasibility, it is clear that
one might wish to recognise rather different canats in order to analyse their impact

on the design of a tax and benefit system.

None of the three economic approaches outlineddiféges the answer to the design of

the optimal feasible tax system; and even the coatioin of the three approaches will
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fall short of such an ambition. Nevertheless, | Wauggest that, taken together, they do
offer valuable lessons to the normative politidailgsopher who wishes to adopt a less
than ideal approach to the design of social antdligallinstitutions including, but not
limited to, a tax system. Looking inside the ‘bldukx’ of tax theory, recognizing that
second-best proposals may differ markedly from-fbesst proposals and being explicit
about the many potential economic and politicaldé-offs that operate to identify
second-best proposals are important steps towards@ mature and general debate on

the role of taxation.
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