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FISCAL REFORM – BETWEEN GLOBALIZATION,    INTEGRATION AND POPULISM
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Abstract: In two years, Romania will hold five electoral companies. As it is expected, political parties will propose populist changes of the fiscal policy, such as a shift from flat tax to progressive tax rates on income and a reduced VAT rate on basic foods.  Romania has a main priority-to catch-up with the European standard of living. To achieve this objective, Romania should maintain a competitive investment climate and the Government should not fall into the trap of the populist proposals regarding the fiscal policy.
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1. INTRODUCTION

Starting with 2007, 1st of January, Romania is a country member of the European Union. The priority of Romania is to achieve the European standard of living - to catch-up with the EU average GDP per capita, within 20-25 years.  In order to move to the European standard of living, Romania has to increase productivity and competitiveness of the Romanian economy.  A strong increase of productivity and competitiveness needs sustained investment in the fix capital and human resources.  
Emerging countries are in a global competition for attracting foreign direct investments.  The fiscal policy is part of the competitive environment and each country has to improve its fiscal policy in order to maintain or to increase its competitiveness. In two years, Romania will hold five elections.  Therefore, we can expect populist proposals regarding the fiscal policy.  
On the other hand, it seams that countries in the EU and around have started a race-to-the bottom for income tax rates in order to increase their chances for attracting foreign direct investments. 
This paper analyses the context of fiscal reform in Romania within the impact of the fiscal competition and the needs of the country for a rapid catch-up with the EU level of development. To date, in Romania, the two main proposals of the fiscal reform are the following:

· The shift from the flat tax rates to progressive tax rates;

· The reduction of the VAT rate for bread and other basic foods;

2. THE SHIFT FROM THE FLAT TAX RATES TO PROGRESSIVE
 TAX RATES

Starting with 2005, Romania has implemented the flat tax rate of 16 percent on corporate and personal income.  At least one political party has proposed to shift from flat tax rate to progressive tax rate in order to improve the fairness of the tax system. To consider this proposal, we should see:

· the trend of the budget revenue from the flat tax on corporate and personal income;

· the evolution of the tax reform regarding corporate and personal incomes in the World and EU.


First, it is important to see what was happening with the budget revenue after introduction of the flat tax rate.

Table 1.  The Budget Revenue from Flat Tax on Profit and Salaries








percent change; y – on –y
	
	2005*
	2006
	2007 ( 7 months)

	GDP -nominal
	16.9
	18.9
	13.3 (six months)

	GDP -real
	4.1
	7.7
	5.8 (six months)

	Revenue – total
	23.4
	22.6
	19.1

	Profit tax
	0.8
	21.6
	36.7

	Personal income tax
	-5.2**
	44.6**
	44.2**


*) flat tax of 16 percent on corporate and personal income was adopted.
**) Average salary – percent change y – on – y 2005: 17.0; 2006: 18.9; 2007 – June/June 2006:23.8


The evolution of the budget revenue from flat tax on profit and personal income has an evolution according to our expectation:

· In 2005, the income tax revenue dropped , but the total budget revenue increased more than GDP growth at nominal value, based on the high growth of the revenue linked to consumption (VAT);

· In 2006, and 2007 (7 months), the income tax revenue recovered strongly with rates of growth well above the GDP growth rates.  However, in the case of the personal income tax revenue, the recovery has also been sustained by the strong increase of the average salary.
Therefore, from point of view of the evolution of the budget revenue, there is no reason to shift from flat tax rates to progressive tax rates.
Second, a growing number of nations have joined the flat tax club or are about to join it (table 2).

Table 2
The Flat Tax around the World
	Country
	Year of  enactment
	Tax rate in percent 

	Hong Kong

Estonia

Latvia

Lithuania

Russia

Serbia

Slovakia

Ukraine

Romania
Note: Albania, Bulgaria,  Czech Republic, Hungary, Slovenia
	1947

1994

2007

2009

1994

1994

2008

2001

2003

2004

2004

2005

are considering to implement the flat tax 
	16

26

22

20

25

33

24

13

14

19

15
16


Source: EU-Commission.

Most of the new flat tax nations are the former socialist countries, “perhaps because people who suffered under communism are less susceptible to class-warfare rhetoric about taxing the rich” (Cato Policy Report, 2007).

It is important to underline, that several developed countries have also flat tax rate but only for corporate income.  The most known example is Ireland with 12.5 percent flat tax on corporate income; the Scandinavian countries have adopted dual tax regimes: flat tax rates for corporate income and progressive tax rates for personal income.

In the case of Romania, the flat tax should be maintained at least as long as:

· Romania needs huge amount of foreign direct investment in order to catch-up with the EU standard of living.  While the cost of labour is raising, the flat tax remains as an important factor of the competitiveness of the Romanian economy;

· The low standard of living in Romania as compared with the EU level is a strong incentive for labour emigration.  Therefore, the shift to progressive tax rates on personal income will be a new incentive for labour emigration;
· There is still a high risk for fiscal evasion and/or creative fiscal planning and accounting, i.e., shifting between personal income tax base and capital income tax base.

3. THE REDUCTION OF THE VAT RATE FOR BREAD AND OTHER
 
BASIC FOODS 

At least two political parties have proposed to reduce the VAT rate for bread and other basic foods, in order to support poor families.  These political parties have other two additional arguments: other countries in the EU have a reduced VAT rate for specific foods, and Romania is already using a reduced VAT rate for books, newspapers and medicines. 

This proposal should not be adopted by Romania.


First, this proposal does not take into account the scope and the coherence of the tax system.  The main goal of any tax system is to ensure the revenues for covering the public expenditures. Thus, the tax system should be consistent regarding to its scope. A tax system of a country can not achieve its scope if it has the lowest tax rate on personal income-as compared with other countries-and at the same time that country reduces the tax rate on consummation such as VAT rate for basic foods.

Today, in the EU, Romania has the lowest tax rate on personal income-table 3.


Table 3.
Top Statutory Personal Income Tax Rate

	Country
	Top personal income tax rate - percent

	Denmark
	59

	Sweden
	56.6

	Netherlands
	52

	Finland
	50.9

	Belgium, Austria, Slovenia
	50

	Spain
	45

	Portugal, Ireland 
	42

	Greece, Poland, France, UK
	40

	Italy, Luxembourg
	39

	Hungary
	36

	Malta
	35

	Czech Republic
	32

	Cyprus
	30

	Lithuania
	27

	Latvia
	25

	Bulgaria
	24

	Estonia
	23

	Slovak Republic
	19

	Romania
	16


Source: EU-Commission.
At the same time, Romania has a VAT rate of 19 percent which is almost in the middle between the highest  VAT rate in the EU of 25 percent (Sweden and Denmark) and the lowest  VAT rate of 15 percent (Luxembourg, Latvia and Cyprus).  
Romania is using a reduced VAT tax for three categories of goods for reasons which are not linked directly with poverty alleviation: books and newspapers-to support information and culture; medicines – most of them are consumed under the governmental subsidized programmes. 

To introduce a new category of reduced VAT rates for basic foods, such as bread to subsidize the poor families is a wrong policy because:

· To support poor families, it is better to use other instruments such as “targeted social assistance”;
· Basic goods, such as bread, are not homogenous product.  Bread means a lot of products, including specialities sold in restaurants.  To subsidize bread means to subsidize all group of bread products which is unfair;

· To pick up only a sort of bread – let us say, which is most consummated-will create a strong incentive for fiscal evasion through reporting other sorts of bread as the specific bread with a reduced VAT rate.  In order to prevent fiscal evasion, the government should increase the resources allocated to control. 
4. TAX COMPETITION OR TAX HARMONIZATION 
Within the EU, there is a debate on the risk of tax competition 

which might push down the budget revenues and thus governments should cut public expenditures.

On one hand, a certain tax competition among the countries is healthy and the governments should become smaller working with less expenditure.  The problem appears when the race to the bottom puts in danger the governments’ capacity to finance the needed public expenditure such as for education, health programs, and national security.

For the EU countries, the stability and growth pact is a strong constraint for the tax rate cut without the expenditure cut because these countries should remain in the limit of the fiscal deficits agreed under the pact.  Therefore, several countries – i.e., high tax rate countries- have put proposals on the table for harmonization of the tax rates in the case of the corporate income tax.


Any EU regulation in the field of taxation is a subject of all countries approval. Therefore, it is very hard to arrive to a compromise on the tax issue.  To date, no consensus among the EU countries regarding harmonization of the corporate tax rates has been achieved.


In the field of taxation, the truth is well known: higher tax rates cause more evasion and avoidance of tax and drive some activity offshore or into the black economy, thus reducing the tax revenue. The power of low tax rates rests in tax base growth, in attracting and developing of international businesses and in the simplicity of the tax system.

Therefore, the general trend is a decline of the tax rate level. Among developed countries, the top personal income tax rate is 25 percentage points lower than it was in 1980(Cato Policy Report, 2007). Similarly, the average corporate tax rate dropped by 20 percentage points during the same period.


Within this debate in the EU, the Romania’s point of view should be to keep the fiscal policy within the national authority except those fiscal measures which might harm the free circulation of products, services, capital and labour. Romania has also to keep a prudent fiscal policy in order to contribute to macroeconomic stabilization.
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