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Summary

“there is no surer art one government learns from another than the art of taking money from the pockets of the people”.
Adam Smith

“on the level of individual nations and of international relations the free market is the most efficient instrument for utilising resources and effectively responding to needs”.






Pope John Paul II

· A new survey of IoD members reveals significant opposition to the Chancellor’s conduct of fiscal policy. When asked whether fiscal policy was favourable or unfavourable towards business, the survey revealed a negative balance of -11%. This contrasted with a positive balance of 60% when IoD members were asked the same question about the MPC’s conduct of monetary policy.

· The tax take is now rising sharply compared with the pre-1997 period. Between the beginning of Labour’s first term in office and the end of their second term, the IoD estimates that the tax share will rise by almost 5% of GDP - £50 billion per annum in current prices. This compares with a 3.3% projection shown in the 2002 Financial Statement and Budget Report (FSBR). The IoD argues that cyclical and structural factors will add to the upward pressure.
· OECD modelling suggests that a 10 percentage point increase in the tax to GDP ratio could decrease economic growth by 0.5 to 1.0 percentage points per annum. Applying these results to the UK, suggests that by the end of Labour’s second term in office, tax and spend fiscal policy may reduce the long term GDP growth rate by at least 0.25% per annum. 

· Unless the current trend is broken, little more than a decade from now, the public spending to GDP ratio in the UK will converge with that on the continent. In little more than a decade the UK and the EU will have closed a record gap in the share of public spending, which stood at 9% of GDP in 2000. Not quite the sick man of Europe, but pretty sickly in comparison with the recent past.

· The argument that some well performing economies have high tax to GDP ratios and some badly performing economies have low tax to GDP ratios, ignores the counter factual i.e. the well performing economies might have performed even better with a lower tax ratio, whilst some badly performing economies could have performed even worse with a higher tax ratio.

· Between 1996-97 and 2002-03 the total number of income tax-payers has increased by 10% whilst the number of top rate tax-payers has jumped by 35% over the same period. This, together with far greater labour market flexibility and performance related remuneration, suggests that in the future, labour supply - and GDP growth - may be far more responsive to tax changes than in the past.

· The IoD has consistently argued for the introduction of a Third Fiscal Rule – a medium/long term commitment to reduce the tax burden as a proportion of GDP. The IoD believes that the Chancellor’s two fiscal rules are insufficient to restrain growth in public expenditure in the long term. Satisfying the Golden Rule could still mean that taxation and public expenditure rise significantly. There needs to be a more binding constraint on expenditure if upward pressures on taxation are to be avoided. The Third Fiscal Rule can still be reconciled with improved public services, by providing people with the incentive to make a greater private contribution towards the cost of health and education.
· In order to assess the impact of public spending we need to consider not only the impact of the rise in spending, but the costs of higher taxation as well. There is a very real threat that tax and spend fiscal policy may deliver negative macroeconomic consequences with little/no microeconomic improvement in public services.

· There are considerable modelling difficulties in estimating the impact of fiscal policy on long run economic growth. However, despite these difficulties, the IMF, OECD and EC literature reviews we have analysed, show that there are no grounds for complacency about the negative impact of tax and spend fiscal policy on long run economic growth.

· This report argues strongly that fiscal policy is going the wrong way under New Labour and that alternative models for the provision (and funding) of public services should be considered.

· Over the 1997-2001 period the UK experienced a significant rise in the tax burden attributable to ‘covert’ increases in taxation. Following the 2002 FSBR we are now faced with the possibility of ‘overt’ increases further raising the tax burden.
1 Introduction

“The economy is nourished and strengthened by a low tax burden. Take-away that nourishment and it will get progressively weaker” 

Graeme Leach, IoD evidence to Treasury Select Committee 2002 Budget Inquiry

The genesis for this study was varied:

· In order to address the concerns of IoD members regarding the cost to business of tax and spend fiscal policy (hereafter TSFP). 

· In order to explain why the IoD argues that a smaller public expenditure and tax share will ultimately benefit everyone.

· In order to challenge widespread complacency regarding the negative impact of higher public spending and taxation on economic performance.

· In order to provide a comprehensive micro and macro economic analysis of the impact of fiscal policy on the economy.

The IoD has strong concerns that TSFP may deliver negative macroeconomic consequences with little/no microeconomic improvement in public services. 

The concern of the IoD is that:

· Higher taxes will impose an increasing burden of deadweight losses on the economy as the size of the public sector expands.

· As the public sector grows relative to the private sector, diminishing returns will reduce the rate of return derived from the public sector.

· The political process is much less dynamic than the market with less incentive for increased productivity.

· As the public sector expands it has a tendency to further engage in the re-distribution of income and regulatory activism.

A recent survey of IoD members illustrates the degree of concern in the business community over current fiscal policy.

New IoD survey on fiscal policy
A recent IoD survey
 reveals strong doubts about the business impact of TSFP (see Chart 1.1). The IoD asked its members their views on the conduct of economic policy. The survey revealed very strong support for the Monetary Policy Committee’s (MPC) conduct of monetary policy – a balance of 60% of IoD members thought the Bank of England’s management of monetary policy was favourable towards business. 

In sharp contrast, the survey revealed significant opposition to the Chancellor’s conduct of fiscal policy – a balance of –11% of IoD members, when asked whether fiscal policy was favourable or unfavourable towards business. The survey revealed even greater opposition to the Government’s overall economic policies (including other areas such as regulation) towards business – a balance of –21%.

Chart 1.1 
IoD member survey – economic policy and business

(Balance of those stating the policy was favourable/unfavourable towards business)
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Historical contrast

In little more than a century attitudes towards public expenditure and taxation have changed dramatically. In 1874 Gladstone fought an election on a pledge to abolish income tax and Disraeli said that it should only exist at times of war. In the US, before the 16th Amendment, the constitution forbade graduated income taxes. 

Table 1.1

	General government revenue - % of GDP

	                             Year
	                   % GDP

	About 1870
	8.7

	1913
	11.2

	1920
	20.1

	1937
	22.6

	1960
	29.9

	1980
	39.6

	1990
	38.7

	1997
	37.8

	(Source: Table 3.1, Public Spending in the 20th century, V. Tanzi & L. Schuknecht, CUP, 2000)


At early stages of economic development there has been a positive relationship between growth in public expenditure (and the taxation to finance it) and overall economic growth, but this paper will argue that such a level has long since passed in the UK. Saatchi and Warburton (The War of Independence – a declaration, M. Saatchi & P. Warburton, CPS 1999) have pointed out that the tax system had the potential to collect 53% of GDP, but does not do so because of the assortment of allowances, reliefs and exemptions provided.

In an article in the Economic Journal in 1945, Dr Colin Clark drew the conclusion that the critical level of taxation was about 25% of national income. Keynes himself supported this conclusion that damaging consequences would follow a rise above 25%. Current levels of taxation are way in excess of this share. Keynes, the original exponent of an active fiscal policy, would find current fiscal policy too active.

As Chart 1.2 shows the tax-take is now rising sharply compared with the pre-1997 period. 
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Chart 1.2 
The rise and fall in the tax take 

The April 2002 Financial Statement and Budget Report (FSBR) was rich in irony. On the same day that the Chancellor announced higher taxes (higher national insurance contributions for employers and employees), he also announced an improvement in underlying economic growth
. Given the risk of a negative economic relationship between higher tax and growth, one was left wondering what substantive change elsewhere had led to the revision in underlying GDP growth
. 

In his 1988 Budget speech, the then Chancellor, Nigel Lawson stated that:

“Excessive rates of income tax destroy enterprise, encourage avoidance and drive talent to more hospitable shores overseas. As a result, far from raising additional revenues, over time they actually raise less”.

In the wake of the two previous Comprehensive Spending Reviews (CSR) UK public spending is edging higher and higher as a proportion of GDP. However, in order to assess the impact of public spending we need to consider not only the impact of the rise in spending, but the costs of higher taxation as well. There is a very real threat that higher spending won’t deliver positive results, but higher taxation will deliver negative results.

This report argues strongly that TSFP is moving in the wrong direction under New Labour and that alternative models for the provision (and funding) of  public services should be considered. Since 1997 public expenditure and taxation have edged higher and higher as a proportion of GDP and yet the quality of public services has declined, not improved.

Ultimately we would argue that the potential output of the economy, as shown by the production possibility frontier (see Chart 1.3), may expand less than it otherwise would - as a result of the impact of fiscal policy during Labour’s first and second terms in office. 

This paper argues that for advanced economies such as the UK, the coefficient for the relationship between taxation and GDP growth may now be negative.
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Chart 1.3
The production possibility frontier

[image: image4.wmf]30

32

34

36

38

40

42

44

46

48

2000

2003

2008

2013

EU ratio

UK ratio

[image: image5.wmf]-40

-20

0

20

40

60

Monetary policy

Fiscal policy

Government policy


[image: image6.wmf]-1

0

1

2

3

4

5

Labour 1965-70

Conservative 1970-74

Labour 1974-79

Conservative 1979-97

Labour 1997+

Rise or fall in the tax take -  %

GDP


The report is structured as follows:

· Chapter 2 – Health and education, provides a detailed microeconomic analysis of the failure of public provision and funding in these services.

· Chapter 3 – Fiscal trends, highlights the key trends in public expenditure and taxation. This chapter shows that the fiscal burden has increased more than headline indicators suggest.

· Chapter 4 – Fiscal policy and growth – empirical problems, examines the methodological difficulties in assessing the relationship between fiscal policy and economic growth.

· Chapter 5 – Taxation and labour supply – examines the theoretical and empirical relationship between taxation and labour supply.
· Chapter 6 – The impact of fiscal policy on short run growth, examines the relevance of the macroeconomic literature on crowding out to current fiscal policy.
· Chapter 7 – The impact of fiscal policy on long run growth, provides a detailed theoretical and empirical overview of the economics literature on the relationship between fiscal policy and supply side performance. 
· Chapter 8 – UK-EU public expenditure trends highlights the dramatic turnaround in public expenditure trends between the UK and the EU.

2 Health & education

Health expenditure provided the focus for the 2002 FSBR whilst education was central to the 2002 CSR. We will therefore focus on these two spending departments in order to highlight the dangers of embarking on TSFP before introducing radical competitive reforms to the provision of these services.

The Government has embarked on a high stakes gamble over the future of public services. This has been recognised by the controller of the Audit Commission, Sir Andrew Foster, writing in the Financial Times (16th July 2002),

“The Spending Review completes the launch of a highly ambitious programme for Britain’s public services … the public now has high expectations of public services improvements … if this Spending Review is judged to have been a failure, the future of public services as we currently know them will be in doubt. If those services have not significantly improved, despite huge increases in money, their critics will insist they will never be capable of real improvement. And that will pave the way for an upheaval of the public sector that will resonate for a political generation to come and will transform the relationship between the citizen and the state”.

In this chapter we will examine the poor performance arising from public sector provision and funding for education and health. We will question the wisdom of raising taxes and public expenditure in order to improve these public services, without first reforming the provision of those services. We will also argue that there is a strong case for incentivising private sector contributions. 

The IoD recommends a voucher scheme for both health and education, which, by introducing choice, improves competition and producer responsiveness to the consumer. Increased expenditure for public sector monopoly provision is not the best way to deliver improved public services. 

Education

A recent CPS press release (issued 14th July 2002) showed that each school pupil costs the taxpayer £4,626, yet average per pupil expenditure in schools is only £3,300 – around 28% of the per pupil budget is retained by the local and national bureaucracy. The CPS noted that if all the education budget were given to state schools, with no strings attached, the average cost of education would only be £432 per pupil less than the average cost of independent school fees.

An Adam Smith report (Customers not bureaucrats, S. Pollard, ASI 2000, source www.adamsmith.org.uk) showed that although private primary education cost 50% more per pupil, it provided twice as many teachers per pupil. Similarly, private secondary schools cost about 30% more than the state but provided 40% better pupil teacher ratios. The report concluded that,

“Clearly, the private sector is getting more bang for its buck”.

In a major new report on education (Education and training: a business blueprint for reform, Ruth Lea, IoD Policy Paper, July 2002) the IoD has re-iterated its support for a tax-payer funded voucher scheme in order to give parents choice of schools. Ruth Lea, Head of the Policy Unit, stated that:

“The Chancellor has recently announced [in his CSR] huge increases in taxpayers’ money for education. Whilst we agree with this emphasis placed on education and the need for better skills, we doubt whether the extra money will deliver significantly improved results, without major structural changes”.

Following the latest CSR, UK education spending will rise to 5.6% of GDP by 2005-06. However, this does not mean that educational ‘outputs’ will improve. 

The price of failure

The IoD report highlights the weaknesses in the education system in the UK after more than a century of state control:

· According to many international surveys, Britain’s educational standards are poor compared with other countries. On the most respected international surveys, including the International Adult Literacy Survey (IALS) and the Third International Mathematical and Science Study (TIMSS) it is clear the UK performs relatively poorly, compared to the Far East and much of Europe. A recent OECD study (TIMMS 1995, cited in Standards and spending, dispelling the spending orthodoxy, J. Marks, CPS 2002) ranked the UK 24th of 40 countries with regard to secondary level mathematics ability.

· The Moser report (Improving literacy and numeracy: a fresh start, Report of a working party chaired by Sir Claus Moser, DfEE, March 1999) found that 23% of British adults were at the lowest levels of literacy (Germany 12%) and numeracy (Germany 7%). Our performance is around a year behind our main rivals and given the long tail of underperformance, our low achievers are even further behind.

· The correlation between high state spending countries and educational standards is poor – possibly even negative. Even in 1998, UK public expenditure on education, as a proportion of GDP (3.4%), was similar to the OECD average (3.6%) and more than in Germany (3%). Top achievers, such as Japan and Korea, only spent around 3% of GDP on public education. In 1998, public expenditure accounted for 92% of education spending in the UK. In Japan, Korea and Germany the comparative proportions were 75%, 57% and 78% respectively (Source: Education at a glance: OECD indicators, 2001).

· The correlation between high spending LEAs and standards is also poor and possibly negative. Contrary to popular opinion, spending more on education and reducing class size were actually associated with lower rather than higher standards in LEA schools (Value for money in LEA schools, J. Marks, CPS, 1998). The issue is not one of how much money, but how effectively it is used.

· Standards have declined. Between 1989 and 2000 the required mark for an ‘A’ grade in GCSE exams dropped from 72% to 54%. Syllabuses are now less challenging. Pupils can take exams more often and ‘soft’ subjects are often chosen. The rapid improvement in the National Tests for 11 year olds since 1995 is questionable. Other tests have found that reading ability among 11 year olds remained stable between 1975 and 1999 (Standards, achievement and educational performance – a cause for celebration?, Professor Peter Tymms & Professor Carol Fitz-Gibbon, 2001).

· Around 7 million adults are functionally illiterate, with one in five adults unable to locate the page number for plumbers in Yellow Pages. Nearly half of adults have numeracy skills below those expected for an 11 year-old. One in four adults cannot calculate the change they would get from £2 when they buy one item for 68p and two more for 45p each.

· A 1996 survey by the IoD revealed that 79% of company directors were concerned about the basic numeracy and literacy of job applicants.

Box 2.1

Choice, Choice, Choice

In December 1999 the IoD published a policy paper (Choice, Choice, Choice, Graeme Leach, Institute of Directors, December 1999) which argued for the introduction of state funded education passports, with a parental top-up facility – analagous to education vouchers in the economics literature
. After a century scarred by far too many failures in state education, the introduction of education passports, with a top-up facility could create a truly world class education system for the twenty first century.

The report argued that the differences in performance between the state and private sectors was too wide to be explained by factors such as affluence and socio-economic group. Figures showed (1999 data) that the GCSE pass rate (A-C) was 37 percentage points higher in the independent sector. The A-level pass rate was 23 percentage points higher in the independent sector. The report argued strongly for real consumer choice and parental power in education, echoing the long forgotten words of John Stuart Mill (On Liberty) that,

“if the Government would make up its mind to require for every child a good education, it might save itself the trouble of providing one. It might leave to parents to obtain the education where and how they pleased, and to content itself to helping to pay the school fees …an education established and controlled by the state should only exist, if it exist at all, as one among many competing experiments”.

The IoD argued that a voucher scheme was straightforward to finance and that the state needed to take a step back in order to allow parents to step forward.

It is clear from the analysis that public sector education performance in the UK is poor
 and that this performance has not been caused by a low level of public expenditure.

International Experience of School Choice

Recent evidence from the US on the impact of school choice, is striking (School choice and productivity - or could school choice be a tide that lifts all boats? C.M. Hoxby, NBER Working Paper 8873, April 2002),

“Intriguing evidence comes from three recent choice reforms: vouchers in Milwaukee, charter schools in Michigan and Arizona…public school’s achievement rose significantly and rapidly in response to competition, under each of the three reforms. Public school spending was unaffected, so the productivity [higher achievement for each dollar spent] of public schools rose, dramatically in the case of vouchers in Milwaukee”.

In the wake of this finding has come a major constitutional development in the US, with the historic decision by the US Supreme Court which will allow parents to use vouchers for secondary education in all schools. On 26th June, by 5 votes to 4, the court decided that parents should be able to spend state funded education vouchers in private schools, even if they are religious schools.  This may provide the trigger for radical changes.

The Adam Smith Institute has also reported that quasi-voucher schemes have been in operation in the Netherlands and Denmark, for a very long time (Learning from Europe - The Dutch and Danish School Systems, MK Justesen, ASI 2002)
. 

Health

The increase in health expenditure announced in the 2002 FSBR will mean that by 2007-08 public expenditure on health will reach 8.2% of GDP. Total expenditure on health - with an unchanged share for private expenditure - will reach 9.4% of GDP. This means that by 2007-08 the UK is likely to have the highest share of public health expenditure in GDP, in the EU. This calculation is based on latest OECD health data which shows the highest current level of public health expenditure, is in Germany, where it accounts for 7.8% of GDP
.

The final Wanless Report (Securing our future health: Taking a Long View, HM Treasury, April 2002) set out projections of future health expenditure. Recognising a range of possibilities, it projected health expenditure rising to between 10.6% to 12.5% of GDP two decades from now – assuming private health expenditure remains constant as a proportion of GDP. The average annual real growth rate in UK NHS spending is projected at between 4.2% and 5.1% over the 20-year period. 

The Wanless Report also noted that the projections were very sensitive to productivity (and GDP growth) and that it is possible under a weak growth scenario the GDP share could rise to 13.1%.   Much of the growth in expenditure is front loaded with average real growth around 7.4% per annum over the first five-year period to 2007-08. The Wanless Report stated that,

“In the current year total NHS spending in the UK is expected to be around £68 billion …the Review projects that this will rise to between £154 billion and £184 billion [in 2002-03 prices, by 2022]”

Table 2.1

	                               UK health spending as a proportion of GDP

	% GDP
	2002-03
	2003-04
	2004-05
	2005-06
	2006-07
	2007-08

	Total UK health spend
	7.7
	8.0
	8.3
	8.7
	9.0
	9.4

	Total UK NHS spend
	6.6
	6.9
	7.2
	7.5
	7.8
	8.2

	Non-NHS spend
	1.2
	1.2
	1.2
	1.2
	1.2
	1.2

	(Source: Table 7.3, 2002 Spending Review, HM Treasury, Cm 5570, July 2002)


The projected growth rates imply an increase in health expenditure of between 3% and 5% of GDP – an increase of £30 billion to £50 billion per annum in today’s prices. These are huge numbers and one must surely question why the entire increase in health expenditure needs to be funded through direct taxation. 

Raising the tax burden by 3% to 5% of GDP could have hugely detrimental effects on the whole economy over the coming decades.

It doesn’t have to be this way

The IoD agrees that as a country we need to spend more on health care, but sharply disagrees with the Government that the NHS should be the focus of all the additional expenditure. Half the health divide with the rest of the EU is because these countries have a much larger contribution from private sector health care. If the UK private sector in health, was as large as its EU counterparts, the total health expenditure divide would close tomorrow.

The IoD does not believe that significant tax rises are necessary in order to improve the nation’s health care, quite the opposite. Britain is the only major country in the world that tries to fund health care through the tax system to this degree. The Government has used the Wanless Report to close the debate down, just when the general public needed to see it opened up. The IoD disagrees with the ‘open & shut case’ state funding approach taken by the Wanless Report. 

Resouces will not necessarily bring results. The Government is to establish two new ‘super regulators’ to monitor the use of health and care expenditure. It has also announced that Kaiser Permanente - the California based not for profit health maintenance organisation – is to be invited in to partner NHS purchasers. The long-term aim is to create a situation whereby the patient can choose which hospital waiting list they wish to be put on. Words, however, are cheap. The current system has hugely powerful vested interests who will resist any such changes
.

The fundamental question is what will be the most effective and efficient way of improving health outcomes in the UK? The IoD is deeply sceptical that pouring money into the National Health Service is a sensible use of the hard-earned income of employers and employees. 

Are we seeing value for money? 

Over the past five years the health budget has increased by almost 30% in real terms. This has not been mirrored by an equally dramatic improvement in the NHS. Hardly any extra patients have been treated and waiting lists remain above one million. Over the 2001-02 period, despite an extra £5 billion in health expenditure, only 2,000 extra patients on the waiting list were treated! The Financial Times has reported that ‘we are putting a lot more money in, and appointing a lot more consultants, but we are not getting any productivity increase’ (The Financial Times, 16th February 2002). 

Since 1960 NHS spending – in real terms – has doubled as a proportion of GDP, over a period when GDP has more than doubled as well. Can we really claim there has been a fourfold improvement in the NHS? The WHO ranks the UK 18th in the world on health system performance. Crude indicators of life expectancy show the UK was ranked 5th and 8th in terms of life expectancy for females and males in 1960, but by 1997 its rank had slipped to 16th and 11th. OECD health outcomes data show the years lost to heart and respiratory disease in the UK are far higher than in other advanced economies. More specific indicators, such as NHS Trust league tables, highlight huge differences in performance between the best and worst hospitals. The tables explode the myth that social deprivation excuses poor performance, when hospitals with similar catchment areas produce vastly different scores. 

The public policy campaign group, REFORM, has catalogued (various REFORM Weekly Bulletins in 2002) a long list of failure in public sector health care. REFORM has reported that: 

· The Department of Health has estimated that 16-20% of the NHS budget is lost as a result of poor management, fraud, blocked beds, hospital related infections and other areas of mismanagement. 

· Scotland already spends at the EU average of health expenditure, and yet it has even longer waiting lists and poorer standards of health than England. NHS expenditure per head is 20% higher in Scotland, yet health outcomes are poorer. Over the past four years the average wait for an operation has risen from 44-57 days.

· The tax cost of the NHS to the average family has more than doubled in 10 years. Public expenditure on the NHS will soon reach £3,000 per household per annum. This is more than the Government’s highest estimate of the cost to a family of insuring themselves.

· An article in the British Medical Journal, shows that the NHS delivers far lower standards than an American health provider, Kaiser Permanente, does with the same cost per patient – though care must be taken in comparing figures. Patients have access to between two and three times as many specialists and spend far less time waiting for treatment. A man diagnosed with lung cancer under Kaiser Permanente is twice as likely to live another five years than if he were treated under the NHS.

· The Adam Smith Institute has estimated that only 17% of any new resources for the NHS end up in front-line services. This order of magnitude has been supported by a recent report from the NHS Director of Finance.

· Despite increased funding, NHS waiting lists were rising in the last quarter of 2001. In an October 2001 report the Audit Commission reported that waiting times have been increasing since first measured by the Commission in 1996, and that the deterioration has increased since 1998. The report pointed out that despite extra investment and more doctors, waiting times are growing quite significantly – although there has been an improvement in certain specialities.

· An Audit Commission Review has found that accident and emergency services have deteriorated since 1997.
Double whammy

Where, in this dismal NHS performance, is the justification for raising taxation by tens of billions of pounds?  Why should taxpayers have to suffer the double whammy of higher taxation followed by higher personal health care costs, as the NHS fails to deliver and they have to seek alternative private treatment?

The Secretary of State for Health, Alan Milburn, has described the NHS as ‘the last great nationalised industry’. Despite this, to use a military analogy, Government policy remains set on sending ‘more men over the top’, instead of opening up a new front – in the private sector. Both strategies require additional resources, but in a different way and with potentially very different outcomes.

The Chairman of the BMA has recently stated that,

 “the NHS in its current state cannot survive without radical change”. 

The President of the Royal College of Surgeons recently stated that, 

“things are in such a mess, much worse than I would have imagined possible … the NHS is in a desperate state ... the Government’s claim that the NHS is already improving is at best premature, at worst a product of wishful thinking. It is based on the profoundly mistaken belief – against all the evidence – that huge increases in spending are themselves bound to improve services. A genuine debate on health reform is necessary, beginning with the recognition that, in spite of more resources, the existing structure of the NHS is failing to deliver the improvements and standards of care that patients and staff deserve and expect ”.
There is an alternative 

In the USA around 13% of GDP is devoted to health care. This figure may/may not be excessive, but it does illustrate an important point that in the UK, because of the overwhelming dominance of the public sector, a rising share of health expenditure in GDP is seen as a burden. This is paradoxical, because generally speaking, if we see one economic sector’s GDP share rising, it is perceived as a dynamic fast growing success story. If one looks across the globe, dynamic fast growing sectors tend not to be associated with the public sector. This is another argument for liberating the private sector.

The IoD argues that radical reform is required to improve healthcare – especially in improving management and autonomy in NHS Trusts. The IoD’s health passport model would overcome the ‘all or nothing’ choice people face at present. If the Government provided as a credit the equivalent cost of providing these services in the public sector, then people would be far better able to afford the necessary top-up. Importantly, the cost of privately insuring for the top-up would be less than that for meeting the full cost.  This could increase the share of health expenditure in GDP, improve the quality of service and cap public expenditure at the same time. Comprehensive health care would remain free at the point of use, for those who wanted to continue to receive treatment through the NHS.

Whilst the dead-weight cost to the public sector, in the short-term, of providing the top-up to people already using the private sector, needs to be acknowledged, we would argue that such sums would be outweighed in the medium and long term by the dynamic economic benefits attained by liberalising the private health sector.

Long term growth implications

This chapter has focussed on the microeconomic impact of health and education. However, we need also to consider the impact of public spending on education and health, for long term economic growth.

Government expenditure on education and health are two frequently cited examples of fiscal policies that can raise the long run growth rate of the economy. One recent study (The impact of fiscal variables on output growth, P. Gerson, IMF Working Paper 98/1, 1998) presented a literature review of the effects of public expenditure on growth. The report notes that,

“increases in public sector investment are unlikely to increase growth, at a given rate of saving, if they do not correct for an externality or market failure, since without externalities or market failures, there is no reason to assume that additional public sector investments would be more productive than the private sector investments they would replace”.

What does the empirical literature have to say about the impact of government spending in these areas?  The IMF report states that:

· Although it seems intuitively obvious that the educational decisions of individuals and firms should have a significant impact on economic growth, in fact, economists have had some difficulty integrating education expenditure into a unified model of economic growth.

· Even if one accepts that increases in the educational attainment of the population can lead to long-run output growth, the role of fiscal policy in achieving this growth cannot always be deduced.

· The absence of a strong empirical link between education expenditure and output growth means that although the studies tend to treat education as a single, undifferentiated good, the benefit cost ratio of education expenditure is likely to be much lower for university education than for primary education.

· Spending on education and health may take a long time, perhaps well over a decade, to generate productivity gains.

· Despite theoretical support for the contention that public expenditure on health and education would have some positive effect on output growth, there is as yet no consensus about whether this effect can be demonstrated statistically.

· Overall, the message from the empirical literature is that increases in educational attainment do appear to lead to output growth, but that government spending needs to be directed towards those areas where it will have the greatest impact on aggregate productivity.

· Even where there are arguments in favour of government funding, this does not necessarily mean that there should be government production.

· Empirical analysis tends to focus on quantitative measures whereas the quality of government spending is probably the more important factor.

We have seen that there is a strong possibility that increased public expenditure on areas such as education and health, is unlikely to boost GDP growth in an advanced
 economy such as the UK because:

· It is educational and health outcomes, not expenditure which provide the strongest link to GDP growth.

· As discussed, educational and health outcomes are unlikely to improve significantly, without radical reform of the provision of these services

· Much of the increased expenditure on health and education may not deliver productivity improvements, but instead be lost in public sector wage inflation.

· Education expenditure is more significant for economic growth at earlier stages of economic development.

3 Fiscal trends

In Britain we work half the year in order to pay for public expenditure
. The IoD is concerned that the real underlying tax burden is much greater than suggested by the headline tax-GDP ratio
. If the tax to GDP ratio is measured using the market prices – see below - measure of national output, we work until the middle of May to pay for taxation. If the tax to GDP ratio is measured using the factor cost measure, we work until the beginning of June. 

These are not arcane statistical issues
 - in the 2000-01 financial year, the difference between the tax ratio measuring GDP at market prices, versus the factor cost measure, was 6% of GDP!

The problem with using the market prices measure becomes obvious when considering the impact of a move from direct to indirect taxation. This would raise national output without real output having changed. The IEA have reported (IEA Yearbook of Economic Performance 2002-03, P. Warburton, IEA 2002) that,

“a supposedly neutral switch from direct to indirect taxation would inflate GDP at market prices and deflate the tax burden on this measure”.

The above analysis is in cross section. The IoD also has time series concerns regarding the future outlook for fiscal policy. According to the 2002 FSBR (Table C10, page 219) net taxes and social security contributions will rise from 37% of GDP in 2001-02 to 38.3% of GDP in 2005-06. Over the period 1996-97 to 2006-7 the tax to GDP ratio
 will have increased by 3.3% of GDP – roughly £33 billion per annum. 

There are strong arguments for believing that the eventual rise in the tax burden may be considerably more than 3.3% of GDP. The structural and cyclical reasons for this view are outlined below. Details of the IoD estimation are shown in appendix 1.

Structural forces – Chapter 2 outlined the structural problems in the delivery of public services and how pumping in extra funding, without radical structural reform in the delivery of these services, is unlikely to succeed. The IFS has recently stated (Challenges for the July 2002 Spending Review, C. Emmerson and C. Frayne, IFS, July 2002) that,

“if the Government finds that the increases in spending it has planned up until the next election are not sufficient to meet its desire to deliver world class public services …it could take the decision to allocate more funds … this would, as always, require either higher levels of public borrowing or higher levels of revenue than implied by the latest Treasury forecasts”.

Cyclical forces – HM Treasury use slightly more cautious GDP growth assumptions – for the purposes of estimating the public finances, than those for their overall macroeconomic forecasts. Despite this, the IoD’s GDP growth forecasts are more cautious than HM Treasury, thereby adding further upward pressure on the tax to GDP ratio (see appendix 1).
In the 2002 FSBR the Treasury raised their underlying growth assumption for the UK economy. This suggests that the tax burden will probably increase even more if the growth targets are not met, because the Government seem most unlikely to revise down their spending commitments. The potential for a higher tax share is made more apparent when one considers the recent HM Treasury one year ahead forecasting error for PSNB (public sector net borrowing). 

The House of Commons Treasury Committee has reported (2002 Budget, Second Report, Vol. 1 Report and Proceedings, HC 780-1, 30th April 2002) that the forecast error was £7.1 billion in the 1998 FSBR, £20.3 billion in the 1999 FSBR, £10.9 billion in the 2000 FSBR and £6.3 billion in the 2001 FSBR. The Treasury Committee also highlights evidence that one quarter of the extra spending by 2005-06 is financed by the upward revision to HM Treasury’s GDP growth assumption.

Even more worrying would be the consequence of any unforeseen recession in the UK - in the recessions of 1980-81 and 1990-91, public spending increased by 4 percentage points of GDP, or more.
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The IoD’s estimate of the combined impact of structural and cyclical forces adds a further 1.5% of GDP to the tax burden. Consequently, between the beginning of Labour’s first term in office and the end of their second term, the tax share in GDP could rise by almost 5% of GDP - £50 billion per annum in current prices – compared with the 3.3% increase shown in the 2002 FSBR.

Additional concerns at present include the degree of inflation in the public sector. The latest quarterly National Accounts show the public sector deflator was above 4% in the second quarter of 2002 – way in excess of that in the private sector. This is a warning sign that additional funds may not result in improved services but instead be captured by producer interests  - clearly improvements in delivery will be dependent to some degree on higher wages, where there are labour shortages at present.

From a fiscal perspective, the risk is that economic growth will disappoint - with the result that further tax increases will be required - at the same time that public sector wage inflation accelerates.

The Comprehensive Spending Review

Since the launch of the first CSR, the Chancellor has embarked, in real terms, on the largest sustained increase in public expenditure in 30 years. Public spending will increase from £418 billion in 2002-03 to £511 billion in 2005-06 – a real increase of 4.3% per annum. 

Moreover, previous peaks in expenditure tended to coincide with peaks in unemployment. This time the increases in public expenditure are planned and assume continued economic growth and benign unemployment. This alerts us to a key issue – the faster and greater the expenditure increase, the greater the probability of diminishing returns and ineffective use.

The third CSR announced the spending increases for individual departments up until 2005-06. The CSR maintained the total spending ‘envelope’ as set out in the April 2002 Budget. In real terms total public expenditure will rise from £400 billion in 2001-02 to £475 billion in 2005-06 – a 19% increase in just 4 years.

From a low point of 37.4% of GDP in 1999-2000 – in the wake of implementing the previous Conservative expenditure plans for the first two years in Government – total public expenditure is projected to reach 41.8% of GDP in 2005-06. Increases of this order – 4.5% of GDP – are normally only associated with recessions
.

Is this rate of growth in spending and taxation sustainable? Former Labour Minister, Frank Field has recently stated (Welfare Titans, How Lloyd-George and Gordon Brown compare, Frank Field, CIVITAS, 2002) that,

“The idea that the government can go on raising taxation to pay for an increasingly unresponsive welfare system is unrealistic. Voters will not put up with it, whatever they may be telling opinion polls”.

The tax increases announced in the 2002 FSBR are by no means the end of the story. The recent tax rises only cover the first five years of the spending increases recommended in the Wanless report. According to estimates by PricewaterhouseCooper, the following five years will cost a further £12 billion per year (Source: CPS News Briefing – Comprehensive Spending Review, 16th July 2002).

PwC have also argued that the big increases in spending are taking place before the costs of long-term population ageing have begun to bite. PwC estimate that age related public expenditure will rise from 17.7% of GDP this year to 20.9% by 2010 and 24.6% by 2050. Writing in The Sunday Times, David Smith has stated that,

“As a result, overall government expenditure will rise inexorably towards 50% of GDP”.

It should also be pointed out that HM Treasury foresee a deceleration in economic growth beyond the current CSR. The table below shows that HM Treasury growth assumptions for the long term public finances fall to 2.25% per annum for the 2007-08 to 2011-12 period and 1.75% per annum thereafter.

Table 3.1

	                 HM Treasury growth assumptions for public finance projections


	% Growth per annum
	2007-08 to 2011-12
	2012-13 to 2030-31

	Labour productivity
	2%
	1.75%

	Employment
	0.25%
	Zero

	GDP
	2.25%
	1.75%

	(Source: HM Treasury Red Book 2002, Table A1)


Box 3.1

Somebody has to pay
Somebody has to pay for public spending and one group in particular has been making an increasing contribution over the past decade. The top 10% of tax payers now account for more than 50% of all income tax, up from just over 40% a decade ago.

Speaking at an ESRC debate (Who needs the welfare state? A debate with Andrew Dilnot, ESRC 2001) Andrew Dilnot stated that,

“The real risk is that the top 10% of taxpayers, who pay 50% of all income tax, get fed up paying. What happens if none of them use the NHS or state schools that they are effectively funding? Will there be a crisis of legitimacy?”

The Fabian Commission has called for a new top rate of 50% on taxable income above £75,000. Inland Revenue estimates show that a 50% rate on income above £100,000 could bring in almost £3 billion per annum. There is a real threat that at some point in the coming years, the Government will move the top rate upwards in order to finance ever higher public spending.

A new third fiscal rule

The IoD has consistently argued for the introduction of a Third Fiscal Rule – a medium/long term commitment to reduce the tax burden as a proportion of GDP. The IoD believes that the Chancellor’s two fiscal rules are insufficient to restrain growth in public expenditure in the long term. It is possible to argue that satisfaction of the Golden Rule – which requires balance in the current budget over the course of the economic cycle - should alleviate this upward pressure, but the IoD is less confident. 

Satisfying the Golden Rule could still mean that taxation and public expenditure rise significantly. This propensity for tax and spend is a matter of great concern. There needs to be a more binding constraint on expenditure if upward pressures on taxation are to be avoided.

The Third Fiscal Rule can still be reconciled with improved public services, by providing people with the incentive to make a greater private contribution towards the cost of health and education.
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One possibility is long-term adoption of the so-called Clark-Keynes objective as set out by Tim Congdon (Towards a low-tax welfare state, Politeia, 2002) – by stabilising public expenditure on health and education, in real terms, and introducing voucher models, spending on health and education could continue to grow, but the extra spending would come from voluntary topping-up. Congdon’s simple estimates show that it is possible to envisage this policy switch alone reducing the public expenditure (and by implication the tax to GDP ratio) to GDP ratio to 25% of GDP by 2023
. Alternative optimistic/pessimistic assumptions produce a ratio of 25% of GDP by 2015, or by the late 2020s.

Congdon states (Shrinking the state 2, Lombard Street Research, Monthly Economic Review, May 2001) that,

“With social security spending growing in line with GDP, with miscellaneous public expenditure constrained to fall at the same rate (1.1% a year in real terms) as between 1982/83 and 1999/2000, and with the national debt assumed to be repaid, the stabilisation of spending on education and health in real terms reduces the ratio of government spending (and tax) to national output to 25% by the mid-2020s.”

Congdon may be too optimistic in his assumptions regarding the potential reductions in miscellaneous public expenditure. However, his conclusion that a significant reduction in the share of public spending in GDP is possible, is robust.

4
Fiscal policy and growth – empirical problems

Assessing the relationship between fiscal policy and economic growth has always been a challenging area of economics research, owing to data and econometric difficulties. One recent review of the empirical literature (The impact of fiscal policy on long run growth, chapter 4, European Economy, European Commission, 2001) on the relationship between fiscal policy and economic growth concluded that,

“The empirical fiscal growth literature is of highly variable quality and has generally yielded non-robust results”.

In a major review of the literature on taxation and economic performance, the OECD (Taxation and economic performance, W Leibfritz, J Thornton and A Bibbee, OECD Working paper No. 176, 1997) has stated that,

“Unfortunately, many important issues on the effects of taxation on economic performance remain outstanding in the theoretical and empirical literature … given the various effects of taxes on savings, investment (including human capital) and labour, and the possible substitution between these factors of production, attempts to quantify the overall impact of taxes on economic growth are fraught with difficulties”.

The recent Fabian Society  Commission on Taxation and Citizenship (Paying for Progress – a new politics of tax for public spending, Fabian Society, November 2000) reported that,

“there is little conclusive evidence on the relationship between taxation and economic performance, and indeed attempting to calculate it is fraught with difficulty. Separating out the impacts of tax policy and changes from other economic factors, and the effect of the structure of taxes from that of the total tax share is very difficult”.

There are very significant methodological difficulties in estimating the relationship between fiscal variables and long-run growth. The problems relate to the difficulties inherent in estimating growth regressions in general and using fiscal variables within these models, in particular. The principal source of bias is the simultaneity of fiscal variables and growth – the direction of causality can be unclear.

Measuring the tax burden and interpreting the impact of taxation on economic growth can be difficult for a host of reasons:

· Measurement of the tax burden e.g. using marginal or average rates of taxation.

· Overall measures of the tax burden may hide significant differences in the mix of taxation between personal and corporate or direct and indirect taxation. It is widely recognised that compared to the UK, the rest of the EU has a greater proportion of tax from payroll social security contributions.

· It is important to understand the scale of exemptions. Skousen (Economics on Trial, M. Skousen, 1991) has argued that countries with the highest growth rates - in the post war period – had the greatest capital gains tax exemptions.

· There is a need to distinguish cause and effect. Lower marginal rates may result in improved economic performance and a rising average rate of taxation.

· Tax revenues may not be comparable across countries, or over time e.g. the extension of tax credits in the UK in recent years, as a replacement of benefits to families with children. As a result, state welfare provision moves from public expenditure to negative taxation (see: Table C2, 2002 FSBR, HM Treasury, 2002) in the public accounts. 

· Effective marginal rates may be higher if transfers are means tested – the effective rate is then a combination of marginal tax rates and the rate of withdrawal of benefits. At the bottom of the income scale – and indeed much higher in the case of the Chancellor’s tax credits – the interaction between the tax and benefit system will be significant for incentives.

· The impact of taxation will depend on the elasticity of substitution – for example between capital and labour – and the extent to which the tax burden falls on those areas where the elasticity is high or low.

· There may well be very long lags in the response of all sectors of the economy to changes in fiscal policy. For example, if a tax rise results in workers demanding higher wages, and demand for the firm’s products is strong, then the employer may well pay the extra wage and pass it on to the consumer. Only in the long term, when growth weakened, would the additional cost of labour result in a fall in employment. Alternatively, a tax rise implemented at another stage in the economic cycle may have a much more immediate impact. Employment may/may not be affected depending on the nature of competition versus collective bargaining  and the degree of pass-through to final consumer prices.

· Some taxes may have a stronger impact on economic behaviour than others – they will act more as a burden – and therefore a breakdown of tax revenues is important in assessing the impact on economic growth e.g. a country may have one aspect of fiscal policy which is beneficial, whilst the positive aspects are equally countered by an aspect of negative fiscal policy elsewhere. The overall fiscal policy impact might be neutral, but this is not the same as saying there is no fiscal impact.

· Focussing on disposable income or post tax earnings may be a misleading indicator of ‘burden’ if households need to engage in supplementary private spending on health, education and welfare. In other words, the poor performance of public services results in people paying twice – first in taxation and then for the costs of personal privatisation.

· Institutional differences across countries – exemptions/allowances/treatment of men and women/top versus bottom of the income scale - could affect the reported tax to GDP ratios without having too much impact on the actual burden of taxation.

· The tax burden needs to be assessed in a wider context, including the burden stemming from regulation – a total intervention index – that mandates the private sector to provide social protection or public goods and services in the government’s place – what the IoD (The Devil or the Deep Blue Sea?, G. Leach, in IEA Readings 52, 2000) has termed a ‘total intervention index’. The OECD has reported (Labour market and social policy, W. Adema, OECD Occasional Paper No. 52, OECD 2001) that apparently large differences in gross direct public social expenditure levels are related to the way government’s pursue social objectives by the mandatory fiscal stimulus of private provision.

· The effects of policy may not be clear if the data are too aggregated, but there are difficulties involved in separating available data into productive and non-productive public expenditure and distortionary and non-distortionary taxes (see chapter 7).

· The issue of whether expenditure data should be used to measure the economic benefits of government policy e.g. should one use educational expenditure or educational attainment indicators as an explanatory variable?

· Many of the studies of the fiscal-economic growth relationship are quite dated, drawing on data covering the 1960s to 1980s. It may well be the case that the relationship between government spending and growth is now different. At the very least, one needs to be aware of differences across various stages of economic development.
· One of the most significant problems is that much of the negative impact of taxation is hidden, in the shadow economy. High levels of evasion drive down revenue with the result that a high tax burden may not be apparent in the tax to GDP ratio. The tax-GDP ratio may understate the distortions caused by fiscal (and regulatory) policy. The excess burden of taxation may have resulted in tax avoidance and parallel growth in the shadow economy. If there is widespread avoidance this could swamp differences in tax-GDP ratios between countries, and the ratio may not be a good proxy.  We will now look in more detail at the shadow economy.

The shadow economy

Academic research supports the view that high tax and social security contributions, together with a high intensity of regulation, are the main causes of growth in the shadow economy. This is hardly surprising. Taxes affect labour/leisure choices and stimulate labour supply in the shadow economy. In neo-classical economic models the most important influence on labour supply is the marginal tax rate.

Recent studies paint a gloomy picture of the impact of high taxes and regulatory burdens enlarging the shadow economy (What do we know about the shadow economy? F Schneider, World Economics, Vol. 2 No. 4., October-December 2001). Schneider estimates that over the past decade (1989/90 to 1999/2000) the size of the shadow economy in the UK has risen from 9.6% to 12.7% of GDP. The UK is far better placed than many countries (the unweighted average across 21 OECD countries was 16.7%), but the deterioration is still a matter of great concern 

Table 4.1

	The size of the shadow economy (% GDP)

	Country
	1989/90
	1999/2000

	
	
	

	Australia
	10.1
	14.3

	Belgium
	19.3
	22.2

	Canada
	12.8
	16.0

	Denmark
	10.8
	18.0

	Germany
	11.8
	16.0

	Finland
	13.4
	18.1

	France
	9.0
	15.2

	Greece
	22.6
	28.7

	Great Britain
	9.6
	12.7

	Ireland
	11.0
	15.9

	Italy
	22.8
	27.1

	Japan
	8.8
	11.2

	Netherlands
	11.9
	13.1

	New Zealand
	9.2
	12.8

	Norway
	14.8
	19.1

	Austria
	6.9
	9.8

	Portugal
	15.9
	22.7

	Sweden
	15.8
	19.2

	Switzerland
	6.7
	8.6

	Spain
	16.1
	22.7

	USA
	6.7
	8.7

	Unweighted average
	13.2
	16.7

	(Source: Table 2, What do we know about the shadow economy? F Schneider, World Economics, October-December 2001)


Schneider concludes that,

“There is a common finding that shadow economies were growing during the 1990s.  Furthermore, the results show that an increasing burden of taxation and social security payments, combined with rising state regulatory activities, are the main driving forces”.

The tax and regulatory burden has and will have a powerful impact on the economy:

· Research in the US shows that if the marginal federal personal income tax rate increases by one percentage point, other things unchanged, the shadow economy rises by 1.4 percentage points (An Empirical Analysis of the Impact of Government Tax and Auditing Policies on the Size of the Underground Economy: The Case of the United States, RJ Cebula, American Journal of Economics & Sociology, 56 (2), 1997).

· A one point increase in the regulatory index (on a scale of 1-5, with 5 being the highest degree of regulation) is associated with an 8 percentage point increase in the share of the shadow economy in GDP (Corruption, public finances and the unofficial economy, S Johnson, D Kaufman & P Lobaton, World Bank discussion paper, 1998)

The risk for the UK now is how the shadow economy will respond to a period of weaker economic growth. Up until now, the effects of an increased tax and regulatory burden may have been partially offset by the strength of economic growth. There is a real risk in the UK that a weaker economy will stimulate growth in the shadow economy.

Unfortunately, once shadow economic activity has begun, it is unlikely to be abandoned once economic growth resumes. The more deep seated these problems become, the greater the risk that people will not return to the formal sector, even in the long run.

5
Taxation and labour supply

Of crucial importance to the impact of taxation on the economy, is the impact on the supply of labour
. Income taxes transfer spending power from taxpayers to the government. In addition to this transfer of resources, taxes distort economic decisions – for example, whether to work more or less – and thereby impose an additional burden. 

Income and substitution effects

Economic theory cannot say unambiguously what will be the effect on work effort of a change in income tax.

Raising taxes does two things:

· It reduces disposable income – People therefore work more in order to maintain their previous levels of consumption of goods and services. This is known as the income effect.

· It reduces the opportunity cost of leisure – An extra hour of leisure now involves a smaller sacrifice in lost disposable income and consumption. Thus people may substitute leisure for consumption and work less. This is the substitution effect.

The overall impact depends on the net effect of income and substitution effects. A tax which reduces the marginal benefit of work will normally have a substitution effect which discourages work effort. Leisure and other non-market activities become more attractive because they are not taxed. As a result output is lower than would otherwise have been the case. 

Progressive taxes

Progressive tax rates have higher substitution rates than if the tax revenue were raised via a proportional tax. With progressive taxes the average rate increases with income. In the case of a progressive income tax, the extent of the substitution effect is determined by the marginal rate of tax. Because income tax distorts the labour supply decision, it creates an excess burden – a loss of economic welfare above and beyond the tax revenues collected – known as the deadweight loss. The deadweight
 cost of such a tax is the loss of output (hours worked) which would have occurred in the absence of the tax
.

Gylfason (Principles of Economic Growth, T. Gylfason, OUP, 1999) has stated that,

“Domestic tax distortions, for example, the tax wedges resulting from high marginal income tax rates, entail significant efficiency losses, and thus seem bound to impede economic growth … the welfare gain from removing a tax distortion is proportional to the square of the original distortion, a well known result in welfare economics”.

The deadweight loss of a tax increases with the magnitude of the substitution effect. It has long been recognised that the deadweight cost of a tax increases with the square of the tax rate. In other words, the economic welfare loss from taxation rises with the square of the tax rate rather than the level of the tax itself – the damage a tax does is greater the higher the tax is. For example, consider the following numerical example.  

Suppose the tax rate rises from 5% to 15%. The negative incentive effect may be very weak at this low level – the worker still keeps 85% of his gross income. However, if the tax rate rises from 80% to 90% it has the effect of cutting disposable income in half – from 20% to 10% of gross income.

Average versus marginal rates

Theoretically, we also need to distinguish between the impact of changes in the average tax rate and adjustment to marginal rates:

· Average rates  – If the average rate of income tax is increased, whilst leaving the marginal rate unchanged, this will tend to increase labour supply.

· Marginal rates – If the marginal rate of income tax is increased, whilst leaving the average rate unchanged, this will tend to decrease labour supply. The explanation is that total disposable income will have remained unchanged, but the incentive for additional labour supply will have changed.

Empirical evidence

Empirical evidence (Taxes on labour, in The economics of the public sector, S Connolly & A. Munro, 1999) on labour supply elasticity is mixed – there are significant differences in labour supply across gender and household groups. The labour supply of married men tends to be inelastic. Married women, on the other hand, tend to have very elastic labour supply schedules – they are more responsive to incentive effects.

Stiglitz (The Economics of the Public Sector, J. Stiglitz, 3rd edition, 2000) summarises the empirical evidence on labour supply by stating that there is widespread agreement, though not unanimity, that:

· The labour supply of married males is fairly unresponsive to changes in the wage rate.

· The labour supply elasticity of married females is larger but more problematic to estimate.

· Participation is more sensitive to the wage rate than is hours of work.

Eissa (Tax Reforms and Labour Supply, Tax Policy and the Economy, NBER, 10, 1996) reports that virtually all research shows that male participation and hours of work do not significantly respond to changes in after tax wages, but there is a small labour supply response to tax changes.

However, Eissa proceeds to argue that the matter is worthy of further investigation because:

(1) Responses to US tax reform in the 1980s – where behavioural responses to tax changes were significant for high income individuals.

(2) The participation rate of men may have become more responsive because it was lower than 20 or 30 years ago. However, there are many empirical issues surrounding this research. Inferences about taxation are drawn indirectly from relating labour supply to net wages. If individuals do not react to taxation in the same way that they react to other changes in their net wages, these inferences may be invalid. 

The Laffer curve

In principle, lower tax rates could lead to higher tax revenue. The famous Laffer curve shows a tax rate at which revenues are maximised – see chart below. Tax revenue equals the average tax rate multiplied by income. If tax cuts cause income to rise (due to incentives), then tax revenues will rise. These effects are illustrated by the Laffer curve, which shows that zero revenue will be yielded at a tax rate of zero or 100%. However, as Chart 5.1 shows, the precise shape of the Laffer curve is a matter for dispute. The curve may not be symmetrical. It may peak at 40%, 50%, 60%. The problem is identifying point t*.
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The crucial issue is not one of principle, but empirical. What is the elasticity of labour with respect to disposable income? How elastic or inelastic is labour supply?

In a US context, Professor Martin Feldstein has estimated (cited in Macroeconomics – a European Text, M. Burda & C. Wyplosz, see p. 421,OUP, 2001) that tax cuts in the USA will result in enough increased taxpaying to pay for a third of the revenue lost.

Gruber & Saez (The elasticity of taxable income: evidence and implications, NBER Working Paper 7512, January 2000) concluded that particularly for high income individuals, tax rates have a substantial impact on taxable income, and that any decrease in revenue from a tax reduction would be less than if there were no behavioural response. They also concluded that tax decreases would not be self-financing. Gruber & Saez argue that the revenue maximising rate is not the same for all income groups or the same for all types of income.

Disney (The impact of tax and welfare policies on employment and unemployment in OECD countries, R. Disney, IMF Working Paper 00/164, October 2000) has examined households facing high effective marginal rates, in order to assess how their behaviour is affected. He summarises the literature on the impact of top rate tax reductions in the US, in the 1980s, by stating that 

“Studies of the 1980s suggest large positive responses which are indeed in the ‘Laffer response’ range in which tax cuts raise taxable revenue [however, earlier tax changes suggest lower responses]  … generally the average of these studies suggests that taxable income is positively responsive to tax cuts (which may or may not be a labour supply response), but that the elasticities are not large enough to generate ‘Laffer curve’ type features”.
UK evidence

In a UK context CV Brown and DA Dawson (Personal taxation incentives and tax reforms, CV Brown & DA Dawson, Political and Economic Planning, 1969) concluded that the main result of studies up until the late 1960's, was that there was a small net disincentive effect of higher taxes. Griffiths and Wall (Applied Economics, 9th edition, A. Griffiths & S. Wall, 2001), reviewing the post 1970 literature, report that the general conclusion pointed towards a slight disincentive effect of higher taxes. Flemming and Oppenheimer (Are Government Spending and Taxes Too High? J. Flemming and P. Oppenheimer, NIESR 157, July 1996) found little evidence that lower marginal rates at the upper end had stimulated labour effort.

Dilnot and Kell (Top rate tax cuts and incentives: some empirical evidence, A. Dilnot & M. Kell, Fiscal studies, Volume 9, 1988) focussed on the 1979/80 reduction in upper rate income tax when the top rate fell from 83% to 60%. Even though the share of income tax paid by the top 5% of taxpayers rose from 24% to 27% between 1978-79 and 1985-86, Dilnot & Kell argue that there was no clear incentive effect and that the revenue change could be attributed to employment growth, earnings growth and other factors. Dilnot & Kell estimated that only 3% of the rise in tax revenues was attributable to incentive effects.  However, as Disney has argued, an alternative interpretation is that Dilnot & Kell’s conclusion is less than robust.

Past and future research

We would highlight a number of issues concerning labour supply estimates to date and possible future research. The factors discussed below suggest that labour supply may be more elastic in the future in response to tax changes, than presently acknowledged:

· It is quite understandable that many historic studies have found a weak relationship between real wages/post tax earnings and male labour supply. Historically there was far less opportunity for employees to voluntarily engage in more flexible work, if for example, there was a closed shop or other corporatist arrangements. In this ‘Fordist’ environment, individuals were more constrained in their ability to respond to tax signals. Looking forward, in a much more flexible working environment, where performance related remuneration is far more widespread, there is now a legitimate question as to whether the labour supply of men will become more elastic in response to tax changes. 

· More and more people are being drawn into the higher rate tax band. Since 1997 the number of top rate tax payers has risen by 35%, whilst the total number of taxpayers rose by 10% over the same period.

· Tax payers may think in terms of discretionary income i.e. disposable after tax income less the cost of mortgage payments. For example, just as tax increases to reduce a public sector deficit are being implemented, interest rates may be falling because of weak GDP growth. This suggests that monetary policy may work to offset any fiscal effect on labour supply.

· It is not surprising large labour supply changes haven’t been observed in response to tax reductions - no country has implemented deep cuts in personal taxation across the board. There is a question as to whether the labour supply response to significant tax reductions would be proportionally much larger than for small reductions. The OECD has reported that tax reforms in the 1980s and 1990s often reduced top marginal income tax rates and included moves towards separate taxation of spouses – which mainly increased female labour supply – but, 

“On the whole, however, while tax progressivity declined, the marginal rates of the bulk of the wage earners in most OECD countries were not reduced and actually increased at the lower end of the income scale in many instances [because of the withdrawal of benefits]”.

· The introduction of tax credits in recent years (see box 7.3) risks pushing the dependency culture further up the income scale. Former Minister for Welfare Reform, Frank Field, has recently noted (Welfare Titans, Frank Field, CIVITAS, 2002)the impact of tax credits and their rate of withdrawal and how this risks seriously undermining incentives at certain points in the income scale.

· There are also issues at the top of the income scale where the wealthiest may well take sophisticated tax avoidance measures. In an increasingly globalised economy, sophisticated tax avoidance schemes will undoubtedly attempt to exploit tax competition between nations. Whilst this may/may not influence labour supply, it will have an impact on tax revenues.

· The lags involved in labour market responses to tax changes may be surprisingly long. As in other areas of economic life, the behavioural response to changes in incentives may/or may not be swift. For example, in the case of high tax Sweden there was only a gradual decline in hours worked in response to a high tax burden.

Employer taxes and labour demand

The recent furore in the wake of the Chancellor’s decision to raise employer – and employee – national insurance contributions highlighted the fact that this was a ‘tax on jobs’.

Employer and employee employment taxes drive a wedge between what the worker receives and what firms pay. In countries with flexible labour markets taxes tend to get shifted back on to labour, reducing the take home wage. In countries with inflexible labour markets taxes tend to fall on the firm with the result that there is reduced demand for labour and employment is lower.

The OECD reports that empirical work shows that labour demand elasticities are much higher than supply elasticities – in other words, labour taxes will be more distortionary in countries where labour markets are less flexible.  This provides a warning for the UK.

The pick-up in employment growth in the EU in the late 1990s, in the wake of limited reductions in employer taxes on labour, provides tentative evidence of how a lower tax burden can stimulate economic growth. In the late 1990s, for a given rate of EU GDP growth, greater employment was created than in the first half of the decade – EU growth was said to be ‘richer’, in an employment sense.

6
The impact of fiscal policy on
short run growth

In order to assess the impact of fiscal policy we need to be able to distinguish between short and long term effects. For example, in the short term a tax cut could stimulate aggregate demand by increasing spending
. In contrast, the long-term impact of a tax cut will work on the supply side – encouraging people to work harder, save more and expand the productive capacity of the economy.

At certain times, such as in the US in the 1930s or Japan in the 1990s problems of systemic deflation mean that even with extremely low nominal interest rates – higher real interest rates because of deflation – aggregate demand is unresponsive to a monetary stimulus. In such an economic environment, the case for a fiscal stimulus becomes strong. The American economist Paul Krugman has described the need for a monetary policy aspirin in a normal economic downturn and the need for a fiscal morphine injection when matters get worse.  Clearly this justification for a more active fiscal policy, does not apply in the UK at the present time.

The standard theory of fiscal policy shows how changes in government purchases may cause an even greater increase in aggregate demand via the multiplier effect. However, economic experience, embodied in standard macroeconometric models suggests that at most, fiscal policy can affect only short run economic growth. 

Smith (Public Consumption and Economic Performance, David Smith, Williams de Broe, February 2002) reports the work of the former Warwick Macroeconomic Modelling Bureau (which existed from 1983 to 1999) that,

“By and large, the Warwick work indicated that after a year or so, real GDP increases by less than any given volume rise in public spending. This implies that the private sector is crowded out, at least on a pound for pound basis and that total national output is at least partially crowded out as well”.

In other words, after a time, following the initial direct impact of a change in public spending and/or taxation, the indirect effects of the change in fiscal policy begin to dominate.  We will now examine the relevance of crowding out effects for the UK economy at the present time.

Crowding out – the theory

Textbook aggregate supply and aggregate demand curve analysis shows that expansionary fiscal policy could increase income in the short term, but eventually the aggregate supply curve will shift back to its long run position and there will have been no increase in national income.  

In the traditional text book IS-LM economic model, there is no impact on national income whatsoever when the LM curve is vertical – interest rates rise to crowd out the private sector. Even with an upward sloping LM curve - which is less than vertical - the rise in interest rates crowds out some private sector activity.

Crowding out occurs when public expenditure squeezes out private expenditure. It occurs when government borrowing reduces private demand for domestically produced goods and services either because of a reduction in private sector investment (owing to higher interest rates) or a reduction in net exports (owing to higher interest rates driving up the exchange rate).

In other words, the increase in GDP is less than the increase in government expenditure and the multiplier is less than one. Super crowding out occurs when the multiplier is negative. Crowding out can occur without a government budget constraint but once the government financing requirement is taken into account, crowding out becomes much more probable.

If a country is running a large budget deficit with an associated risk premium in the government bond market, it is possible that a fiscal tightening with higher taxes and/or lower public spending, could actually have an expansionary effect
. This would arise from the stimulus to private consumption and investment from lower interest rates. In the early 1990s the case for deficit – and the 1993 tax rise - reduction in the US was ‘sold’ to President Clinton on the grounds that it would result in lower interest rates and a subsequent higher level of economic growth.

One other possibility is that if fiscal policy is seen as being at odds with monetary policy, the credibility of the latter could be weakened with a resulting additional risk premia on interest rates. 
Ricardian equivalence

There is another reason why a fiscal expansion may not expand aggregate demand. If taxpayers see a current budget deficit as a portent of future tax increases, they may make full provision now, by increasing the level of savings. As a result, there is no difference between a government financing its expenditure by taxation and by borrowing. The effect is the same – hence the term Ricardian equivalence
.

Ricardian equivalence is relevant for New Labour, even though the Chancellor’s second fiscal rule, the sustainable investment rule, shows that public debt is well under control. This is because the Golden Rule requires any increase in current expenditure to be tax financed. This means that if taxpayers believe that projected tax revenues will be insufficient to finance planned NHS spending – for example – they may well increase savings levels in anticipation of future tax rises.

Smith (2002) also advances the view that,

“one important current implication is that the low household savings ratio, buoyant consumption and strong tax receipts of recent years are partly the result of the UK’s large public sector surpluses and that this could all unwind now that the surpluses are being run-off”.

The rational expectations revolution of the 1970s highlighted the possibility that rational individuals would anticipate the future increases in taxes required to fund an expansionary fiscal deficit and hence reduce their consumption now, in advance. Smith (2002) reports on IMF studies suggesting that two-thirds of any increase in public borrowing is neutralised by an offsetting shift in private sector savings.

Empirical research rules out complete Ricardian equivalence – expenditure increases are not entirely translated into extra savings. It appears to be the case that in certain circumstances there could be near equivalence rather than literal equivalence.

Crowding out under New Labour

Tax financed changes in government expenditure have small effects on aggregate demand. In other words, balanced budget multiplier effects tend to be quite small
. Tax financed increases in government expenditure will have a greater impact on aggregate demand when viewed as temporary rather than permanent – a permanent tax increase reduces permanent disposable income more than a temporary tax increase.

The crowding out thesis of budget deficits is partly addressed by the Chancellor’s so-called Golden Rule of fiscal policy, whereby the Government only borrows for public investment. This results in only a very small deficit. 

Moreover, in a world of globalised capital markets, it is difficult to argue that current TSFP in the UK is having a significant negative impact on private investment, by pushing up interest rates. 

7
The impact of fiscal policy on long run growth

Is there a problem?

In the heyday of Keynesian economics most discussion of fiscal policy centered on its short run effects. Over the past decade or so economists have come to believe the most important effects of fiscal policy may be on an economy’s long run growth rate.

Fiscal policy and long run growth – the theory

We can think of the fiscal impact on long term economic growth as being determined by the effects of public spending and taxation on:

· The size of the labour force.

· Improvement in the quality of the labour force.

· Increases in the stock of human capital.

· Improvements in the quality of the capital stock.

· Improvements in the way labour and capital are combined to produce output.

Neo-classical model 

The standard neo-classical growth model states that at any time, the total output of the economy depends on the quantity and quality of physical capital, the quantity of labour employed and the skills level of the labour force.

In the traditional Solow neo-classical growth model if an expansionary fiscal policy is maintained, then the long-term consequence may be a lower level of steady state GDP. This is because the government – via a budget deficit - drives a wedge between private saving and investment. The reason is that government absorbs part of private saving to finance the deficit. If this results in less saving being available for private investment, the consequence will be a lower capital stock and lower steady state GDP.

However, to the extent that the government runs a deficit in order to finance public investment on roads and schools etc, the negative effects on steady state income could be reduced or even eliminated
. 

Traditional neo-classical models show changes in government policy having level effects but no long-term growth effects. That is, these policies raise the growth rate temporarily as the economy grows to a higher level, but in the long run the growth rate returns to its initial level. 

The neo-classical growth model predicts that the CSR will raise the level of output in the economy, whereas endogenous growth models predict that the CSR will raise both the level of output and the growth rate of the economy.

Endogenous growth models

In endogenous growth models, policies that affect the incentives to invest in either physical or human capital can have permanent effects on the long-run rate of growth. The growth implications of taxation in endogenous models relate to the accumulation of human capital, technological innovation and the way tax revenue is spent (Tax policy implications in endogenous growth models, Xu, Bin, IMF Working Paper No. 94/38, 1994).

A tax on income or investment will have a negative direct effect on the long run growth rate, because of the way it reduces incentives. A tax may also have indirect effects through, for example, productive tax revenue spending. The net long run growth effects of income or investment taxation are likely to be negative if the positive growth effects from productive tax revenue spending are small.

Neo-classical models assume that technical change is exogenous i.e. the rate of technical change is unaffected by the savings and investment levels it helps determine, through its influence on the growth rate. The independence of the rate of technical change from savings and investment activity is what is meant by the statement that technical change is exogenous
.

In contrast, endogenous growth models assume that technical change is determined endogenously by the interaction of saving, investment, GDP growth and technical change. For example, technical change can be influenced by investment in education to improve the quality of labour or investment in R&D to improve the quality of capital.

Endogenous growth models have challenged the ‘policy ineffectiveness’ prediction from the neo-classical model, in a number of ways:

· Crowding out – To the extent that ‘unproductive’ public expenditures crowd ‘productive’ private or public investment, and lower the capital stock, long term growth may be affected.

· Productivity – Fiscal policy can influence R&D and innovation.

· Production externalities – Public investment may enhance private sector production.

· Factor accumulation – Either indirectly through incentive/disincentive effects on private accumulation of capital, or directly via public investment in physical or human capital.

· Redistribution – Redistributive policies can alter long run growth in a number of ways, such as the alteration of savings rates.

Endogenous models show that growth can be permanently raised by lowering the tax burden - without cutting growth enhancing public expenditures on education and infrastructure. Views differ as to exactly what type of government intervention is prescribed by endogenous growth theory. Economists such as Barro stress the need to maintain a small public sector. As a result, the extension of the public sector in many OECD countries, driven by social transfers, may have been damaging to long term growth.

Distortionary versus non-distortionary taxes and productive versus unproductive public expenditure

Table 7.1 separates taxes into those that distort the incentives to accumulate (in either physical or human capital) and those which do not. The table also divides public expenditure into that which affects private sector production and that which does not. This classification therefore divides expenditure into that which is productive or unproductive, and taxation into that which is distortionary or non-distortionary.

Government consumption tends to be treated as unproductive and investment productive. Health and education expenditure could be treated as investment because of the additions to human capital it might entail and so there is debate as to how much should fall into the productive category. 

Chart 7.1 shows that the positive effects of government expenditure dominate at small sizes of government but distortionary tax effects dominate if government becomes too large.  As a result, the impact of productive government spending on growth is theoretically positive at first, but then becomes negative as government size increases and is financed by distortionary taxes
. 

Table 7.1

	                                                   The growth effects of fiscal policy 

	Financed by:
	Productive expenditure
	Unproductive expenditure

	Distortionary taxes
	Positive/negative at low/high government size % GDP
	Negative

	Non-distortionary taxes
	Positive
	Zero


Table 7.1 clearly shows that from an economic perspective there can be both good and bad expenditure - and the taxes raised to finance it. OECD data suggests that around one quarter of UK tax revenues are classified as distortionary (OECD Revenue Statistics, 1965-1999). Barro has shown that the positive effects of government dominate at small sizes of government but the distortionary tax effects dominate if government becomes too large (Government spending in a simple model of endogenous growth, R. Barro, Journal of Political Economy 98, 1990)
.

Barro acknowledges that there are quite high returns to increased public spending when it is starting from a low base, without the imposition of the rule of law, or adequate health and education. However, in the advanced economies the situation is entirely different and is more likely to be characterised by diminishing marginal returns - increases in public expenditure produce a smaller rise in GDP and tend to crowd-out private expenditure.

Chart 7.1
Growth effects of distortionary tax financing of productive government expenditures
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Empirical Evidence

A recent OECD study 
(The driving forces of economic growth: panel data evidence for the OECD countries, A Bassanini and S Scarpetta, OECD Economic Studies No. 33, 2001/11), in summarising the literature on fiscal policy and growth, stated that,

“The main conclusion from the literature is that there may be … a size effect of government intervention …at a low level the productive effects of public spending are likely to exceed the social costs of raising funds. However, government expenditure and the required taxes may reach levels where the negative effects on efficiency and hence growth starts dominating. These negative effects may be more evident where the financing relies heavily on more distortionary taxes (e.g. direct taxes) and where public expenditure focuses on unproductive activities”.
Gwartney, Lawson and Block (Economic Freedom of the World: 1975-1995, J. Gwartney, R. Lawson & W. Block, Fraser Institute, 1996) state that research shows that countries with a high degree of economic freedom, including lower levels of government spending as a percent of GDP and lower levels of transfer payments and subsidies, experience higher rates of economic growth than countries with less economic freedom. 

Box 7.1 highlights the results of one study which suggests fiscal policy has had massively damaging effects on the UK economy over the past 40 years. But there is no economic consensus around this view.

Box 7.1


An astonishing statistic

A Politeia report, published in 2001 (Public rags or private riches, High public spending makes us poor, D. Smith, Politeia, January 2001), advances a compelling argument that,

“Public expenditure in the developed world is too high – far too high in most of Europe, much too high in the UK and only a little too high in the US. Even putting aside the philosophical arguments against high public spending, the economic arguments are conclusive. Public spending at the level now reached in the UK damages the British economy, and even those poorer people who are supposed to be the special beneficiaries of high rates of public spending might well be far better off in a few years time in the more prosperous and successful economy which would be brought about by a sharp reduction in public spending”.

The Politeia report takes econometric estimates by Professor Robert Barro (Determinents of Economic Growth: A cross country empirical study, MIT Press, 1997) showing a negative coefficient for the public consumption/GDP ratio. Using the change in the public spending ratio between 1960 and 1998 the Politeia report then estimates the impact on economic growth of the increase in public spending over the period. The results show that over the past 40 years the negative impact of public expenditure on GDP has been immense. If the share of public expenditure in GDP in the UK had been held at its 1960 level, national output would have been 54% higher in 2000.

The size of this coefficient is open to challenge, but the study is important in the sense that it highlights the potential long term economic harm if the size of the public sector and tax burden gets out of control.

The UK Government’s view is probably close to that expressed by the recent Fabian Commission on Taxation (Paying for Progress – a new politics of tax for public spending, Commission on taxation and Citizenship, Fabian Society, 2000). The Commission argued that higher tax and public expenditure in many EU countries has not given them a worse economic performance or standard of living. 

The Fabian report acknowledges that individual taxes clearly create disincentive effects, and that in the absence of any individual tax, output would be higher. However, the report argues that the overall effect on the economy must take into account the benefits from the public expenditure financed by taxation. The Commission reported that,

“these higher taxes have paid for public spending which most people appear to regard as worthwhile”.

The lack of consensus extends further afield. In an article in The Sunday Times (Taxing questions of growth, David Smith, Sunday Times, 3rd March 2002) Smith argued that some of the best economies have high tax shares, whilst some of the worst economies have low tax shares. Smith
 stated,

“Prepare yourself for a statement that may come as something of a surprise. There is no identifiable relationship between a country’s level of taxation and its economic performance”.

In the same article, Andrew Dilnot, Director of the Institute for Fiscal Studies, was quoted as saying that,

“no reputable cross-country studies have found a link between tax burdens and economic performance”.

Robust views such as this, make one sit up and take note. However, they should not go unchallenged:

· Counterfactual – Just stating that some well performing economies have high tax shares and some badly performing economies have low tax shares, ignores the counter factual i.e. the well performing economies could have performed even better, with a lower tax ratio, whilst some badly performing economies could have performed even worse, with a higher tax ratio.

· Static analysis – The time lags for the impact of taxation on the economy may extend over decades. Just because an economy is performing relatively well/poorly now, doesn’t mean that this performance will be sustained, if the private sector is being progressively undermined/strengthened. 

As this paper has shown, there are considerable modelling difficulties in estimating the impact of fiscal policy on long run economic growth. However, despite these difficulties, the recent OECD and EC literature reviews surveyed below, show that there are no grounds for complacency about the negative impact of TSFP on long run growth. 

Box 7.2

American experience

A recent book on the US tax system (Taxing Ourselves, J. Slemrod & J. Bakija, MIT Press, 2000) has also argued that there is no clear relationship between tax and growth. Slemrod & Bakija argue that there is no obvious relationship between levels of taxation and economic performance. Other American economists are also sceptical as to the damaging impact of taxation. Wilensky (Rich Democracies – political economy, public policy and performance, HL. Wilensky, 2002) states that,

“From 1950 to 1980 the economic effects of a high level of spending and taxation were positive; since 1980 the effects have been either mildly negative or irrelevent”.

Professor Paul Krugman (Fuzzy Math – the essential guide to the Bush tax plan, P. Krugman, 2001) has argued that, 

“every economist believes that the supply side is important and that taxes reduce the incentive to be economically productive …although we all believe that changes in tax rates must have some impact on long run growth, that impact is invisible in the record”.
Krugman also states that supply side supporters of the Bush Tax Plan have failed to recognise that if the tax cuts result in a budget deficit, there will be crowding out effects.

However, others robustly hold to a contrary view. A recent briefing from The Heritage Foundation (Cutting taxes faster would help everyone, D. Mitchell, The Heritage Foundation, 2nd July, 2002, available at www.heritage.org/views/2002) points out that:

· In the 1960s President Kennedy cut the top rate of tax from 91% to 70% and subsequently, the share of tax paid by the rich rose from 11.6% to 15.1%.

· In the 1980s President Reagan cut the top rate of tax from 70% to 28%
. Subsequently, the share of tax paid by the top 10% of households rose from 48% to 57%. The share for the top 1% rose from 18% to almost 28%.

Mitchell also argues (The correct way to measure the revenue impact of tax changes, Backgrounder, No. 1544, 2002, www.heritage.org/library/backgrounder) when policymakers consider tax changes they assume that the changes will have no impact on the economy’s performance – static analysis. As a result, he argues that official estimates commonly overstate the revenue that will be generated by tax increases and the amount that will be ‘lost’ by tax reductions.

Dynamic analysis – sometimes referred to as reality based scoring – recognises that higher taxes will discourage work, investment and saving. In other words, there will be negative feedback effects. Lower tax rates are seen to encourage economic growth with the result that reductions will be at least partially self-financing.

Mitchell states that,

“Static scoring routinely overestimates how much revenue will be generated by tax increases … the income tax increases of 1990 and 1993 and the 1986 capital gains tax increase are all examples in which revenues fell far short of static predictions. Conversely, the 1981 Reagan tax cuts, the 1978 capital gains tax reduction, the Kennedy tax cuts of the 1960s, the 1986 Tax Reform Act and the 1997 capital gains tax cut all demonstrate how pro-growth tax changes generate revenue feedback”.

There are sceptics at the IMF as well. A number of IMF studies have addressed the issue of what is the optimal size for the state. Tanzi and Schuknecht (The Growth of Government and the Reform of the State in Industrial Countries, IMF Working paper 95/130, V Tanzi and L Schuknecht, 1995) argue that social indicators improved over the 1870-1960 period when the welfare state was in its infancy. Over recent decades they state that,  

“The expansion of public expenditure and of the welfare state during the last three decades has yielded limited gains in terms of social objectives while possibly damaging the countries economic performance. Today, countries with small governments and the newly industrialising countries show similar levels of social indicators but these are achieved with lower expenditure, lower taxes and higher growth than countries with big governments”. 

As a result, the IMF paper asserts that drastically lower levels of public spending could be achieved, with the possibility that it need not account for more than 30% of GDP. Chart 7.2 shows in conceptual terms the intercept between the marginal costs and benefits of taxation – as a proportion of GDP at 30% of GDP. 
Chart 7.2 The Costs & Benefits of Taxation
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Has the introduction of the CSR raised economic growth?

Has the introduction of the Comprehensive Spending Review boosted economic growth, due to the increased expenditure on health, education and infrastructure (Trend growth – Prospects and implications for policy, HM Treasury, November 1999). In the wake of the introduction of the CSR, HM Treasury alluded to the possibility that the innovation in policy would of itself raise the long-term growth rate – as distinct from the boost to economic growth in the short term from the higher level of public spending.

The neo-classical growth model predicts that the Comprehensive Spending Review (CSR) will raise the level of output in the economy, whereas the endogenous growth model predicts that the CSR will raise both the level of output and the growth rate of the economy (R. Kneller, p.96, NIESR no. 171, January 2000).

To date however, only a very weak, non-robust relationship has been identified. The NIESR (The implications of the Comprehensive Spending review for the Long Run Growth rate: a view from the literature, R. Kneller, National Institute Economic Review No. 171, January 2000) has estimated that the CSR may have raised the long-term growth rate by 0.1 of a percentage point per annum.

NIESR acknowledge that,

“the positive effects of government expenditure are, at least in part and possibly completely, offset by the negative effects of the taxes used to fund them”.

In a study for the European Commission (see below), applying third generation modelling techniques, Gemmell & Kneller have estimated the impact of the CSR on long run growth in the UK
 . Their model simulations suggest that,

“the net outcome of the CSR is likely to be positive but there is also a reasonable probability that the outcome could be negative”.
Recent empirical work
In this section we will summarise recent major reviews by the OECD and EC (European Commission) of the empirical relationship between fiscal policy and growth:

OECD

In its review of the total effects of tax on growth, the OECD (Taxation and economic performance, W Leibfritz, J Thornton and A Bibbee, OECD Working paper No. 176, 1997) concluded that,

“A number of studies, influenced by the new growth theories, have taken a top-down approach to assess the impact of taxes on per capita income and growth at the macro level. Several of them purport to demonstrate a significant negative relationship between the level of the tax/GDP ratio (or the government expenditure ratio) and the growth rate of GDP per capita, implying that high tax rates reduce economic growth … our estimates [using a top-down cross country regression] suggest that the increase in the average (weighted) tax rate of about 10 percentage points over the past 35 years, may have reduced OECD annual growth rates by about 0.5 percentage points.”

The OECD also report that their top-down approach needs to be supplemented by a bottom-up analysis of how the various channels of taxation impact on the economy -–the distortions to saving, investment and labour supply. The OECD reports that one such endogenous growth model, employing this approach, projected that a 10 percentage point cut in the tax to GDP ratio (accompanied by a deficit neutral cut in transfers) could increase economic growth by 0.5 to 1.0 percentage points. The OECD concludes that,

“there may be some room for tax policy to improve economic performance”.

UK GDP growth implications

If the OECD simulations are correct, the effect of the rise in the ‘true’ UK tax burden over the 1997-2006 period – around 5% of GDP – will have shaved 0.25% per annum off the GDP growth rate.

This means that if HM Treasury are wrong about the improvement in the underlying growth rate – because of lower productivity or participation rates arising from the immigration inflow – the underlying growth rate could have been reduced to 2.25% not raised to 2.75%.

Moreover, as we have seen, HM Treasury have already revised down their growth rate for 2007- 08 onwards, on the basis of demographics – just when the cumulative impact of the increase in the tax burden is likely to be felt! 

Chart 7.3 – The UK growth demise

European Commission

Gemmell and Kneller provide a detailed review of the empirical evidence on the impact of fiscal policy on long run growth (The impact of fiscal policy on long run growth, N. Gemmell and R Kneller, European Economy, 2001). Their findings are summarised below:

· First generation studies pre-date endogenous growth models. Many of these models stemmmed from public choice theory, and tended (though not entirely) to predict negative effects from taxation, public investment, public consumption or transfer payments. These models have also received criticism on methodological and econometric grounds, most notably for the failure to deal with the government budget constraint. 

· Second generation studies have tended to use more sophisticated econometric techniques, and some attempted to address endogeneity problems. One criticism which has been leveled is that these models tend to focus on either taxation or expenditure, without considering whether spending is financed by a budget deficit or taxation. These studies have tended to produce widely different outcomes. If government budget constraint influences are omitted, models may be misspecified, with the result that the fiscal variable coefficients have incorrect signs or magnitudes. The effect of tax changes on the fiscal balance have to be taken into account. For example, a tax cut which is accompanied by an increase in the budget deficit may lead to higher interest rates which dampen growth. Alternatively, a tax cut which is accompanied by a reduction of unproductive government spending may increase growth.

· Third generation studies (as defined by Gemmell & Kneller) require that: (1) At least two of the taxation/expenditure/deficit effects must be examined simultaneously. (2) Employ recent advances in panel or time series econometric techniques, including dealing with the endogeneity of fiscal policy. There are methodological problems surrounding these studies as well, but Gemmell & Kneller report that the results are more robust. Their broad conclusions are:

· Taxes tested have negative growth effects

· Some public investment spending impacts positively on growth

· Consumption and social security spending have zero or negative growth effects

Gemmell & Kneller also conclude that significant research problems still remain because:

· When taxes and expenditure are disaggregated there is less agreement on the growth effects of fiscal variables.

· Econometric techniques raise doubts as to whether endogeneity problems have been fully addressed.

· Parameter heterogeneity – If countries differ in the efficiency with which their institutions deliver public services, then fiscal parameters in cross country regressions should be allowed to vary. 

Welfare spending

Thus far we have focussed on government spending on health and education. However, the largest element of government spending is on welfare transfer payments. Gwartney & Lawson (The Economic Freedom of the World 1998-99, J. Gwartney & R. Lawson, Fraser Institute 1998-99) have argued that,

“The extent of transfer payments is even more significant for economic dynamism than the share of government consumption in the economy”.

Prior to the 1997 election New Labour stated – see box 7.3 - that it would use savings from the welfare budget to finance improvements in health and education.  Subsequently, the Government has not prevented the costs of welfare rising sharply. Saatchi & Warburton have pointed out that social security expenditure stood at 30% of total public expenditure when Labour came to power, but has subsequently increased.

The situation is made worse by the fact that: 

(1) Economic growth with rising employment and falling unemployment.

(2) The introduction of tax credits has replaced public expenditure with tax credits – negative taxation – in the public finances.

One study, examining the 14 wealthiest OECD countries, identified a significant negative effect on private sector total productivity, with a 10% increase in spending on transfers implying a decrease of about 0.8% in the annual growth rate. 

A 1996 study (Privatisation of social security: how it works and why it matters, LJ Kotlikoff, NBER Tax Policy & the Economy, No 10, 1996) argued that there would be substantial efficiency gains from the privatisation of social security, depending on the nature of the system being privatised and the manner in which it occurred.

Some studies suggest that active fiscal policy in this area promotes social cohesion and political stability – and thereby economic growth. However, it is unclear whether the line of causality runs from higher transfer payments to higher economic growth, or vise versa. The greatest period of economic growth in the history of the world has been over the past half-century. It is difficult to believe the growth in welfare in the 1980s and 1990s has encouraged overall economic growth – quite the opposite.

Box 7.3

Social engineering and the rising dependency culture
Since 1997 the FSBR has, more and more, become a tool of social engineering. The end result has been greater complexity and meddling in the tax system. This is not what the Budget should be about. 

A very crude indicator of the increase in complexity and meddling is given by the number of pages in each Budget Red Book. In recent years the size of the Budget Red Book has been on a steep upward trend. The Red Book is roughly 100 pages longer than five years ago.

The new Child Tax credit will be available to families with an income up to £58,000. As a result, the dependency culture will be pushed up the income scale. Also, from 2003, the incomes of half of all pensioner households will be increased by the pension credit, which is projected to eventually cost around 1% of GDP (John Hawksworth, PriceWaterhouseCoopers calculations, published in The Economist, 20th April 2002).

The Daily Telegraph has reported that (19th April 2002),

“Gordon Brown’s tax credits are turning Britain into a nation of benefit claimants, with nearly one in three adults soon to receive state handouts of one kind or another. He has tripled the number of families receiving benefits to nearly 6.5 million [according to research from the IFS]. He has also nearly tripled the number of pensioners receiving special help ... the explosion in numbers means Mr Brown is presiding over a massive increase in the social security budget”.

The growing cost of tax credits on the welfare budget has been hidden by:

· The classification of credits as negative taxation, instead of welfare expenditure.

· Falls in unemployment and the cost of cyclical benefits, such as jobseeker’s allowance, which have reduced the total welfare budget below what it otherwise would have been.

Before the 1997 General Election the Prime Minister stated that:

“I vow that we will have reduced the proportion [of national income] we spend on the welfare bills of social failure … this is my covenant with British people. Judge me upon it”.

The Prime Minister also promised that the money saved on welfare would be used to improve health and education.

The reality has been somewhat different. House of Commons Library calculations
 (published in Tax Credits: Do they add up?, D Willetts & N Hillman, Politeia, 2002) show that over the 1996-97 to 2002-03 period benefits expenditure rose by £25 billion to more than 10% of GDP.

Box 7.4

The impact of taxation on saving

Taxation could reduce economic growth by lowering savings – taxation impacts on the net rates of return to saving. In addition, taxes may affect private saving by transferring income between households with different consumption-savings patterns. Tax systems are clearly non-neutral with respect to specific forms of saving and this distorts market signals as to the true comparative rates of return on savings vehicles. Some studies have suggested that increased taxation and public spending may have been important contributing factors in the OECD wide trend decline in private savings. The mechanism by which this may have occurred is varied:

· Higher taxation reduces the incentive to save, by reducing the rate of return on saving.

· Public insurance against loss of income.

· Taxation reduces the income stream from which savings are generated.

In recognition of these influences (and a persistent current account deficit) New Zealand has shaped its tax policy towards a higher share of VAT and consumption taxes in the total tax mix
. This is an obvious way of reducing the so-called double-taxation of savings.

A recent IMF study (Taxation and the household saving rate: evidence from OECD countries, V. Tanzi & HH Zee, IMF Working Paper 98/36, March 1998) reported,

“New and compelling empirical evidence, from OECD countries over a period of 25 years … that the shares in GDP of both total taxes and income taxes have a highly significant and strongly negative impact on the household saving rate … the impact of consumption taxes on the household saving rate is quantitatively less pronounced.”

The IMF study also notes the evidence for the conventional view that the impact of income taxes on household saving is much greater than that of consumption taxes. The IMF paper states that an equal yield replacement of the former by the latter could actually raise the household saving rate. An important lesson for the UK at present?

The OECD has reported (Leibfritz op cit) that across 21 countries, the taxation of capital income reduced savings, but not by very much. However, the increase in total taxation over recent decades may have contributed to a fall in household saving, by lowering lifetime income.

Box 7.5

Does the welfare state destroy the family?

A recent paper in the Economic Journal (Does the welfare state destroy the family? R. Di Tella & R. MacCulloch, The Economic Journal, July 2002) makes a number of telling observations:

· The optimal size of the welfare state when families are strong, is zero. The welfare maximising level of public transfers depends on family strength. If  strong family ties exist naturally, the state’s best response is to keep these ties and opt out of welfare provision. The authors point out that this may provide a microeconomic rationale for the birth of the welfare state. Traditionally, the birth of the welfare state has been explained mainly in political terms or as a result of Keynesian macroeconomic policy.

· Proposals for a less generous welfare state, without measures to strengthen families would be offering too little insurance.

· State provided unemployment benefits can – under certain conditions - crowd-out intra-family transfers more than one-for-one. The more than one-for-one crowding out occurs because the state changes the opportunity cost of belonging to a family.

· Political parties that emphasize the role of the family seem also to have preferences for low spending on welfare. In contrast political preferences for high welfare spending seem to go together with weaker concerns for strengthening family ties.

· Families are in a far better position than the state to know if unemployed members are actively engaged in search activities -–thereby reducing moral hazard considerations.

· When families are strong, increasing state benefits serves only to increase unemployment due to the moral hazard problem. 

The paper is useful as a means of highlighting that there are more economically efficient alternatives to the current welfare state. It also highlights the problem that because of the erosion in the family over recent decades, the state’s role will remain important for the foreseeable future.

8 UK-EU public expenditure trends

During the 1990s UK public expenditure peaked at 44.6% of GDP in 1995, before declining to 36.9% of GDP in 2000 – a fall of 7.7 percentage points. The declining share was attributable to the tight public expenditure targets set under Ken Clarke, which were then adhered to by Gordon Brown, during New Labour’s first two years in office
. 

On the Continent public expenditure also declined as a proportion of GDP over this period, but by less and from a much higher base. For the EU as a whole total public expenditure declined from 51.3% of GDP in 1995 to 45.8% of GDP in 2000 – a fall of 5.5 percentage points.

Table 8.1

	Total public spending - % of GDP



	Area
	1995
	1996
	1997
	1998
	1999
	2000
	2001
	2002
	2003

	EU-15
	51.3
	51.0
	49.3
	48.3
	47.8
	45.8
	47.0
	47.2
	46.6

	Euro
	51.6
	51.5
	50.2
	49.4
	49.1
	47.2
	48.0
	48.1
	47.4

	Germany
	49.6
	50.3
	49.4
	48.8
	48.9
	45.9
	48.5
	48.9
	48.0

	France
	55.2
	55.5
	55.0
	53.9
	53.4
	52.9
	52.6
	52.9
	52.3

	Italy
	53.4
	53.2
	51.1
	49.9
	48.9
	46.9
	47.7
	47.3
	46.7

	UK
	44.6
	43.0
	41.1
	39.8
	39.3
	36.9
	40.1
	41.2
	41.1

	(Source: Commission Services, June 2002, Table A.1.8: Resources and expenditure of general government - % of GDP. Projections for 2002 and 2003)


By 2000 the gap between the public spending to GDP ratio in the UK, and that in the EU, was extremely high – a record 8.9% of GDP.

Public expenditure - post CSR

The first Comprehensive Spending Review (CSR) was published in July 1998 and covered the 1999-2002 period. However, as Table 8.1 shows, the public spending to GDP ratio in the UK continued to decline over the 1999-2000 period. Why was this? There were a number of contributory factors:

1. GDP growth remained firm and provided a downward drag on the public spending ratio.

2. Departmental delays in capital expenditure. Many of the spending pledges in the CSR involved capital expenditures which would take time to implement. 

3. Departmental underspend in current expenditure.

Taking as a baseline the year 1998, before the CSR was introduced, Chart 8.1 shows the change in the share of public spending in GDP over the subsequent five year period 1999-2003, comparing the UK with our EU partners (using European Commission projections for 2002 and 2003).

Chart 8.1  -  Change in the public spending to GDP ratio 1998-2003 


Chart 8.1 clearly shows that the public spending to GDP ratio rises in the UK but falls across the EU and the Euro area over the five years to 2003. 

Between 1998 and 2003 the public spending ratio rises by 1.3% of GDP in the UK. Between 1999 and 2003 the public spending ratio rises by 1.8% of GDP in the UK. Between 2000 and 2003 the public spending ratio rises by 4.2% of GDP in the UK.  

UK public spending, as a proportion of GDP, is moving in the opposite direction to that in the EU, the Euro Area, Germany, France and Italy. 

The tax implications of high public spending, together with the constraints imposed by the Growth & Stability Pact, have led to a serious attempt to bring public expenditure under control on the Continent.

In the US, the public spending to GDP ratio (combined Federal and State) fell significantly over the 1990-2000 period, from 34% to 30% of GDP. The most recent OECD projections (OECD Economic Outlook, June 2002), suggest the ratio will be 30.9% of GDP in 2002, falling back to 30.5% of GDP in 2003.

US Congressional Budget Office (CBO) baseline projections – published in March 2002 - suggest that total Federal Public Spending will fall as a proportion of GDP over the next decade. CBO estimates show that Federal spending was 18.4% of GDP in 2001. CBO estimate the ratio will increase to 19.2% of GDP in 2002, before falling back to 19% in 2003. The ratio is then projected to fall in subsequent years to a low of 16.7% of GDP in 2011.

In Japan, where the public spending to GDP ratio rose strongly between the start and finish of the 1990s – from 30% to 37% of GDP – attempts are now being made to stabilise the ratio. The latest OECD projections suggest the ratio will fall from 37.9% to 37.6% of GDP over the 2002-03 period.

In contrast, the OECD projects the public spending to GDP ratio in the UK will rise significantly from 37.3% to 39.4% of GDP between 2000 and 2003.

Mind the gap

Twenty years ago the UK was widely referred to as the ‘sick man of Europe’. In this context, it is interesting to compare the relative position of the EU-UK public spending ratio over the past twenty years. Chart 8.2 shows that in 1980 the gap was very small, with the EU ratio above that in the UK by 2.5% of GDP. This gap doubled to 5% of GDP by 1985, before rising to 8.5% of GDP in 1990. During the 1990s the divide remained very high and peaked at 8.9% of GDP in 2000 – a record divide. 

Chart 8.2 – Mind the gap


European Commission projections suggest that the gap will narrow to 5.5% of GDP in 2003 – back to mid-1980s levels. 

Looking beyond the European Commission projections for 2003, on current trends, what size will the gap be five or ten years from now?

Table 8.1 shows that over the five year 1999-2003 period the public spending to GDP ratio declines by 1.7% of GDP across the EU and by 2% of GDP in the Euro area. Over the same period the UK ratio rises by 1.3% of GDP. Looking forward, purely on the basis of a trend line, then the UK ratio could reasonably be expected to rise by 1% of GDP every five years, and the EU ratio – coming from a high level – fall by 2% of GDP every five years. The result of this rather simplistic approach is shown in chart 8.3.

Chart 8.3 - The sickly man of europe?

Trend projections show that the UK public spending to GDP ratio rises to 42% in 2008 and 43% by 2013. If the EU maintains its current course then trend projections show the public spending to GDP ratio falling to 44.6% of GDP in 2008 and 42.6% of GDP in 2013.

This means that unless the current trend is broken, little more than a decade from now, the public spending to GDP ratio in the UK will converge with that on the continent.

In little more than a decade the UK and the EU will have closed a record 8.9% of GDP differential in the share of public spending in GDP.

Not quite the sick man of Europe, but pretty sickly in comparison with the recent past.

Chart 8.3 clearly adopts a somewhat simplistic approach since past performance is not necessarily any guide to the future. Nevertheless, bodies such as the IMF have readily acknowledged the sharp downward trend in government expenditure in the advanced economies. The May 2001 IMF World Economic Outlook states that,

“The most striking feature of the recent fiscal consolidation has been the downtrend in government expenditure. On average, general government expenditure in the advanced economies (excluding Japan) declined by close to 6% of GDP during 1993-2000, with the sharpest reduction in the northern European countries (10.5% of GDP)”.

The adjustment has generally been across most categories of public spending; attributable to slowdowns in public sector employment growth, privatisation, lower debt interest payments, a post cold war peace dividend and in some cases pension reform. It is uncertain as to whether the recent reductions in public spending can be maintained, much will depend on the strength of political will, but it is also true that there is no overwhelming reason to argue that the recent improvement has been one-off and can’t be sustained.

EU unfunded pensions crisis

A comprehensive assessment of all long-term influences on public expenditure, across our major competitors, is clearly beyond the scope of this paper. However, one significant factor does loom large – the potential unfunded public pension crisis in Japan and on the Continent. Whilst the impact of unfunded public pensions is a long-term issue, there is a broad OECD and EC consensus that the upward pressures in public pension expenditure – as a % of GDP - will be higher in countries such as Japan, Germany, France and Italy, than in the UK.

Public expenditure pressures on the Continent from the unfunded pensions crisis are unlikely to exert any sharp upward pressure on EU public spending before 2015. The EU working age population (15-64) is projected to be broadly stable until 2015. However, thereafter the upward pressures will be significant and could then be expected to lead to a clear widening in the public spending to GDP ratio between the UK and the EU
. 

Our analysis suggests the gap between the EU and UK ratio will have followed an upward-downward-upward path over the 1980-2020 period. The gap widened between 1980 and 2000, narrows over the 2000-2015 period and then widens again thereafter. 

The EU old age dependency ratio (defined as persons over 65 as a % of the working age population) will more than double from 24% in 2000 to 49% in 2050 – from having four to having only two persons of working age for every elderly person (The sustainability of public finances in the EU, European Economy, No3, 2001).

Appendix 1 – Tax share calculation

The projection of an additional tax share increase is based on a cyclical and a structural element.

Cyclical

Table C3 in the 2002 FSBR (HM Treasury, HC 592, April 2002) shows HM Treasury projections for money GDP in 2006-07. On the basis of the GDP and deflator projections shown in the table, money GDP is projected to amount to £1,284 billion in 2006-07.

IoD GDP growth projections assume weaker growth over the 2002-03 to 2004-05 period with the result that money GDP is projected at £1,264 billion in 2006-07 - £20 billion lower.

Table C10 in the 2002 FSBR shows HM Treasury projections of the tax to GDP ratio – net taxes and social security contributions - at 38.3% of GDP in 2006-07. Applying this ratio to the IoD’s projection of money GDP suggests that tax revenues would be £7.7 billion below HM Treasury projections – around 0.6% of money GDP in 2006-07.

The above calculation merely states what would need to happen to taxation in the absence of any change in expenditure. However, levels of annually managed expenditure (AME), would be altered under the weaker GDP growth scenario. We have made a conservative estimate that lower GDP growth would add 0.1% of GDP to AME in 2006-07 – through higher welfare benefits etc.

For the existing fiscal balance to be maintained, these cyclical changes require extra tax revenue equivalent to 0.7% of GDP in 2006-07.

Structural

Structural change refers to potential changes in departmental expenditure limits (DELs) by 2006-07. Clearly a comprehensive review of all departmental spending is not possible for the IoD to undertake. Instead, we have tried to identify those departments where we believe there is a risk that spending will move significantly higher by 2006-07. We believe three departments pose the greatest risk – Health, Transport and Defence.

· Health – Table 7.3 in the latest CSR (HM Treasury, Cm 5570, July 2002) shows total NHS expenditure projected at 7.8% of GDP in 2006-07 and 8.2% of GDP in 2007-08. Chapter 2 provides a microeconomic analysis of why the IoD believes massive injections of public expenditure will not revive the NHS without significant structural reforms in provision and funding. Consequently, by 2006-07, we expect the Government to face a difficult choice. It is quite probable that some improvement will have occurred, but at great cost. Consequently, the policy may not have been rejected by the electorate, but the Government will face more opposition to additional injections of public money. As a result, we expect them to maintain the overall Wanless Report recommendations but at the same time, bring forward planned expenditure for 2007-08 – spending will rise by 0.4% of GDP to 8.2% of GDP in 2006-07.

· Transport – In two recent reports (More roads and road pricing – the way to go? G. Leach, IoD, 2001 and Evolution not revolution – the future of the railways, G. Leach, IoD, 2002) the IoD has highlighted the need for additional investment in the transport infrastructure and why, in the absence of widespread road pricing and congestion charging, insufficient public funds will be available to expand capacity in the road and rail network. For example, in the case of the railways, all public funds in the Strategic Plan can be allocated with only the completion of the West Coast Main Line upgrade, and the Channel Tunnel Rail Link adding to network capacity. The financial situation is made worse by the possibility of ‘double-counting’ in DLTR’s investment projections. There is also the risk that the furore surrounding Railtrack’s administration will reduce the level of private capital available for future investment – thereby increasing the amount to be sourced from public funds. A combination of all these influences is assumed to raise transport expenditure by a further 0.3% of GDP in 2006-07. Half of this amount is assumed to be capital expenditure. Consequently, the tax to GDP ratio would need to rise by an additional 0.2% of GDP (0.15%) in order to maintain the Golden Rule.

· Defence – The latest CSR (p.95, HM Treasury, Cm 5570, July 2002) states that defence will receive “the largest planned increase in defence spending in 20 years”. This is a somewhat overblown statement given that the average annual real rate of growth is only 1.2% per annum (on a historically comparable near cash basis, the average real growth rate rises to 1.7% per annum). Clearly, defence expenditure is projected to continue to fall as a proportion of GDP. This seems unlikely to be the case when one considers the numerous press reports regarding failures in ‘military kit’ and readiness. Moreover, the post September 11th world is looking distinctly more dangerous and militarily more expensive, even in the absence of any potential conflict in Iraq. Any conflict in Iraq, and subsequent peace-keeping responsibilities, can only add to the defence budget. We have cautiously assumed that defence expenditure is an additional 0.2% of GDP by 2006-07.

For the existing fiscal balance to be maintained, these structural changes require extra tax revenue equivalent to 0.8% of GDP in 2006-07.

The total cyclical and structural impact is to raise the tax burden by an additional 1.5% of GDP in 2006-07.
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� IoD Business Opinion Survey  – taken before the latest CSR was published, but when the overall spending ‘envelope’ was known from the April 2002 FSBR.


� HM Treasury raised the estimate of underlying UK growth to 2.75% per annum.


� The primary explanation for HM Treasury’s revised growth estimate was a higher population projection in the wake of rising net immigration. This seems somewhat over optimistic given that migratory trends are uncertain. Moreover, the new migrants may have lower employment rates or productivity levels than the existing workforce.


� There could also be very important intangible benefits from vouchers, relating to a re-ordering of the role of states versus markets in the minds of the electorate. Over time this would be expected to suppress the growth in overall public expenditure against what it otherwise might have been.


� One could also argue that the private sector does not perform as well as it could, owing to the lack of effective competition.


� We do not recommend copying these systems in detail, owing to regulatory and other differences. We merely make the point that from an administrative perspective, vouchers are easily implemented.


� This of course assumes a constant public expenditure share, in the EU, over the projected period.


� The Kings Fund has estimated that half the extra money for health will be taken by producer interests (reported in The Economist, 20th July, 2002).


� Similar problems also apply to the empirical analysis of the impact of government capital expenditure on output growth. The IMF reports that, “Overall, the results have been mixed … the results give only weak support to the idea that government infrastructure expenditure has a significant effect on output growth. In some studies the effect is significant and relatively large while in others it is neither”.





� Assuming a tax burden of 37% of market prices GDP, with 253 working days, then 0.37x253=93.6 days i.e. 17th May. Factor cost measure means 0.43x253=109 days.


� David Smith (Public Spending and Economic Performance, D. Smith, William de Broe, February 2002) has highlighted the discontinuities in the national accounts following the phased introduction of the new-1995 based European System of Accounts (ESA95) in two stages in the autumns of 1998 and 2001.Smith states that, “It is clear, from the debates between the Prime Minister and the then Leader of the Opposition before the 2001 election, that even the most senior politicians are unaware that the post-ESA95 data are so different from their predecessors, that it is meaningless to compare the tax and spending burdens projected in the last Conservative Budget Report, for example, with today’s figures”. Smith’s calculations suggest that if one looks at the overlap year of 1997-98, the net effects of the changes to the tax share numerator and denominator was to reduce the tax share by around 1.5%.


� GDP at market prices includes taxes on production, whilst GDP at basic prices includes only those taxes on production, such as business rates which are not taxes on products. GDP at factor cost excludes all taxes on production.


� Consistent with the new OECD classification.


� Some commentators, such as CEBR, have projected that expenditure will reach 45% of GDP by 2005-06, as a result of weaker than expected economic growth.


� Congdon’s estimates assume that: (1) Expenditure on law and order rises in line with GDP. (2) Expenditure on defence, transport, housing, international development, heritage and agriculture fall by 1.1% per annum in real terms over the period. (3) Net debt interest falls by 0.1% of GDP per annum 


� Academic studies suggest that those who knew others who were tax evaders considered themselves to face a better than average chance of successful evasion. It is argued that increased probability of detection reduces evasion, but this may not necessarily be the case. There may well be a perverse reaction in that tougher enforcement decreases compliance by increasing the extent of alienation felt by taxpayers. Such arguments could be applied to the regulatory burden as well.





� Ultimately the labour supply decision does not involve measuring labour force participation rates or hours worked alone. It should also encompass a broader definition including effort or productivity, occupational choice, acquisition of education and the development of job specific human capital. Perhaps most important of all, it should also include the impact on entrepreneurship. Unfortunately data limitations mean that the labour supply decision is often only measured by participation rates or hours worked.





� As an illustration, think of the 1747 window tax which was avoided by bricking up windows. This tax resulted in no revenue gain to the Government whilst simultaneously imposing an extra cost (bricks) on the taxpayer which would have been avoided in the absence of the tax. The greater the substitution effect, the greater the deadweight loss. The deadweight loss is minimised by taxing labour with the most inelastic supply – the so-called Ramsey principle of public finance.





� If a worker, as a result of higher income tax rates (say to 40%), decides not to work an extra hour for £10, the individual and the economy are worse-off. Tax revenues are £4 less than otherwise, and total output is £10 less. 


� A permanent tax reduction will have a greater impact on consumption than a temporary reduction, owing to the permanent reduction in disposable income.


� For a theoretical derivation of the idea that a fiscal deficit can have a contractionary effect, see Alan Sutherland, Fiscal crises and aggregate demand: can high public debt reverse the effects of fiscal policy? Journal of Public Economics, 65, 1997, also F. Barry and M. Devereux, The macroeconomics of government budget cuts: Can fiscal contractions be expansionary? in Deficit reduction: what pain what gain? W. Robson W. Scarth (eds), Howe Institute 1994.


� Ricardian equivalence has been criticised on a number of issues: (1) If public debt can be rolled over, the burden can be passed to future generations. (2) Capital market imperfections may prevent people from acting ‘rationally’. (3) Reactions to debt appear to be sensitive to size – there are threshold effects.


� The multiplier effect arises from the extra £ in taxes being partly drawn from private saving.


� This consideration provides part of the economic case for the Chancellor’s so-called Golden Rule of fiscal policy, namely the commitment to only borrow for investment.





� The traditional neo-classical model predicts that long run growth is purely a function of exogenous technical progress – typically assumed to grow at a constant ‘steady state’. In the original neo-classical economic growth model the production function displayed decreasing marginal returns to both capital and labour. In contrast to the traditional neo-classical approach to growth, more recent work has developed endogenous growth models in which the marginal physical product of capital does not tend to zero when the amount of capital per worker increases. Typically this endogenous process involves learning by doing or increasing social returns in physical or human capital. For example, if the process of producing output leads to an increase in the skills level of the workforce, the marginal product of the existing capital stock will rise. 





� One recent study finds strong empirical support from public capital spending, for this theory (Fiscal policy and growth in the OECD, A de la Fuente, CEPR Discussion Paper No. 1755, 1997).





� Within the Barro model, the impact of budget deficits on growth depends on whether (1) Ricardian equivalence holds and (2) All deficit financed spending is ‘productive’. If deficits are perceived as unsustainable then changes in tax/expenditure policy and/or monetary policy will be anticipated. This anticipation will retard growth because of increases in expected inflation or uncertainties associated with possible fiscal changes. If monetary policy is set to neutralise the inflationary stimulus from a budget deficit, then growth will be retarded by higher interest rates. 





� This study (The driving forces of economic growth: panel data evidence for the OECD countries, A Bassanini and S Scarpetta, OECD Economic Studies No. 33, 2001/11) found that taxes affect growth both directly and indirectly through investment. An increase of one percentage point of GDP in the tax burden was associated with a direct reduction of 0.3% in output per capita and 0.6-0.7% when the investment effect was taken into account. The study notes that the reductions in the size of government in the US, Ireland and the Netherlands in the 1990s boosted output per capita growth.





� Please note that ‘this’ David Smith is economics editor of The Sunday Times and not the same individual cited previously as Chief Economist of William de Broe.


� The tax reduction was phased in, much as President Bush’s current tax reduction plan is scheduled to be.


� Modelling limitations mean that the CSR was stylised as opposed to being identically replicated.


� 21st February 2002.


� It might be argued that in an open economy there isn’t a need to be concerned about domestic savings levels. However, to the extent that such capital inflows would carry a risk premium, then policies towards promoting domestic savings are justified.


� The conclusions of this chapter have also been published by the campaign group REFORM (Commission on the Reform of public services, Spending without reform, www.reformbritain.com)


� There is an argument that had the Conservatives won the 1997 General Election, they would not have pursued as tight a fiscal policy as that implemented by Gordon Brown. 


 


� Although the impact is varied. For example, EC projections of public pension expenditure in France show an increase of 3% of GDP over the 2000-2020 period, whereas in Germany the projections are broadly flat over the same period. In the case of Germany the projected increase is later and larger - an increase of 4% of GDP between 2020 and 2050 (Source: Table 27, p 101, European Economy No3, 2001).
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