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Abstract: Objectives. Starting from the idea that tax equity requireragaidministration costs and
the tendency towards tax evasion determine thegdesfi tax systems, it is important to identify a
satisfactory efficiency/equity deal in order toldua tax system as close to optimum requirements as
possible. Prior Work Previous studies proved that an optimum tax syssethat through which it
will be collected a level of tax revenues whichlwiatisfy budgetary demands, while losing only a
minimum ‘amount’ of welfare. In what degree the Ramian tax system meets these requirements?
Approach We envisage analyzing the possibilities of impngvRomanian tax system as to come
nearest to optimum requiremenfResults We can conclude fiscal system can uphold important
improvements in what assuring tax equity is conegyrresulting in raising the degree of free
conformation in the field of tax payment and, inoily, the degree of tax efficiencymplications
Knowing to what extent it can be acted upon in theection of finding that satisfactory
efficiency/equity deal may allow oneself to identihe blueprint of a tax system in which the lofs o
welfare is kept down to minimunvalue For the Romanian institutions empowered to impaseg,

the knowledge of the possibilities of making the system more efficient can be important while
aiming at reducing the level of evasion phenomenon.
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ECONOMICA

1 Introduction

A problem that is today in the attention of mangreamists and that should be
carefully analyzed by authorities, concerns thegihesf an optimal tax system or,
rather, the improvement of the tax system, to bitiregpser to the requirements of
optimal taxation.

Optimal tax theory is the study of how best to glesi tax to minimize distortion
and inefficiency subject to raising set revenuemufh distorsionary taxation.
(Ljunggvist & Sargent, 2000)

To meet such requirements, modern tax systems ¢Hmildesigned and must
function based on commonly accepted requirementse Tost important
requirements in this respect are the fairnesseofdh system and its efficiency.

Efficiency, which is traditionally the purview otenomics, and does not involve
ethical and normative judgment, considers only hesources are allocated, while
equity considers the distribution of resources mglired to refer to social norms
and value judgment.

As regards the two fundamental requirements of piimal tax system, there
should be noted that, most of the times, meetimgtéhms of such requirement
involves the acceptance of a particular compromisdée meeting the conditions of
the second one.

According to the opinions of theoretician economist Romania (¥carel, 2003),
ensuring tax fairness presupposes the fulfillmémbwr cumulative conditions:

- To determine a minimum tax, applicable to diregetaon individuals’ income;

- General application of taxes and duties by elinmmgatax incentives granted to
certain categories of taxpayers;

- To determine the tax burden according to the doutiie power (vertical
equity);

- To determine the same tax burden at the same tH#vebntributive power
(horizontal equity).

In terms of tax return or efficiency, theoreticieaoonomists of Romania consider
that taxes should be collected with minimal expendi aiming at obtaining a
higher amount of revenue to the state budget (Hp@&000). Thus, ensuring the
highest possible tax efficiency involves the flilfient of the following three
cumulative conditions:

- To ensure the universality of taxation, namelyeteyltaxes from all individuals
and legal entities and the entire taxable domain;
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- To minimize the cost of establishing the taxablandm, calculation and
collection of taxes;

- To minimize the opportunities for tax avoidancegéleand illegal means) of
part of the taxable domain.

These three conditions regarding the taxation'sieficy are supplemented by the
need of ensuring a fair tax treatment, which wesai®r very important for

increasing the willingness to pay taxes and, ttuensure the highest efficiency of
taxation. In these circumstances, we can say thatfficiency does not always
determine the reduction of tax return but, on tohet@ry, it may increase its
capacity, equity and efficiency becoming, thus,elidependent conditions in
creating an optimal tax system.

In the literature, in close contact with the twajugements mentioned above,
especially with the tax equity requirement, the texitrality requirement is also
approached. In accordance with this, taxes shoatdaffect taxpayers' behavior
and resource allocation. However, althowmmeutral tax avoids distortion and
inefficiency completelyRothbard, 1970), it remains a theoretical taxcag as,
most of the times, tax tools are used by interegrigt governments to correct the
inefficiency of certain economic operators and,general, to reach economic,
social and political goals, etc.

2 Optimal Indirect Taxation

In terms of optimal indirect taxation, in the eatlyentieth century, the American
economist Frank Ramsey outlined a theory of optitaghtion of products and
services, advocating for their differential taxatidhe question that Ramsey tried
to answer concerns the tools a government usesxtearious goods and services
so that, given budgetary constraints, the lossalfare caused by the tax system to
be minimal and thus to meet the conditions for tiaxeefficiency.

The conclusion reached is that, to minimize toxakss burden, tax rates should be
set so that the tax-induced percentage reductidheiquantity demanded of each
commodity is the same (Ramsey, 1927).

In other words, efficient requires that relativeigh rates of taxation be levied on
relatively inelastic goods (Rosen & Gayen, 2010).

The question is whether such a mode of taxatiogoofls and services considered
effective, is, at the same time, fair.

If in direct taxation, equity can be ensured, asshall see below, either using
proportional taxation, or the progressive one,dmmis of indirect taxation, it is
recognized as being (at least in the way whichpglied today in modern tax
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systems) deeply unfair, and that is because tleess,tthrough their application,
weigh heavier on the shoulders of people with loimepme. In other words, the
tax burden, for such taxes, is decreasing in wato the income meant for
consumption.

To explain this, we consider two persons: P1 andv#® have the following
income available for consumption: V1=1000 u.m. aiZ=10000 u.m. Both
persons buy the same product for which they payice @f 500 u.m., taxed with
10%. The indirect tax owed by each person is apprately 50 u.m., but the tax
pressure borne by P1 [(50/1000)*100=5%] will be p.p. higher than the one
borne by P2 [(50/10000)*100] = 0.5%.

Returning to the efficiency requirement set ouRamsey, the question is whether
consumption can be taxed differently dependinganam characteristics of goods,
in this case, the elasticity of their demand.

Excise (special consumption taxes) is an exampthigrespect, as it is generally
applied to those categories of goods that havestiel demand for consumption,
hence the high efficiency of this type of tax.

Can this criterion be applied for general consuarptax?

If, through the application of differential taxatioindirect taxation becomes
effective, does it become, at the same time, mguéable?

In general, goods with inelastic demand, are eithese for basic necessities (basic
food) or those that have no substitutes in consiampShould they be taxed at
higher rates?

For example, if a person with low income allocatesst of the revenues to buy
basic food (bread, milk, etc.), while another parsath high income allocates
most of their income to the purchase goods suchafumes, fur coats, luxury car
fuel and the like, the consumption of the two categs of goods should be taxed at
the same rate, as high as possible to ensure greffidency? The answer is
obviously no. Welfare economics focuses on theulse$s the assets have in use.
Therefore, even though the two categories of gduaee inelastic demand for
consumption, the taxation of necessities shouldnbde in order to ensure a fair
taxation based on lower tax rates.

Resuming the example above, if P1 buys only basidlg, in amount of 900 u.m.,
levied with 10%, this person will bear a tax pressof 9% while P2 buys goods in
amount of 9000 u.m., levied at the same rate, hgdhe same tax pressure of 9%.
If the goods bought by P2 were differently taxedpehding on their type of
category, namely goods in amount of 900 u.m., tax&l 10% and goods in
amount of 5000 u.m., taxed with 20%, the tax presdworne by P2 would be
12.9%, 2.9 p.p. higher than the one borne by Plitamduld be broadly correlated
with the contributive power of taxpayers.
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Therefore, the application of the value added taR@mania is highly unfair given
that, with few exceptions which usually do not cemmcbasic goods, the taxation
rate is the same for the rest of categories of g@od services subject to taxation.

3 Optimal Direct Taxation

As regards direct taxation, one of the most impursaich taxes is the income tax,
tax with a substantial contribution to the formatiof public financial resources
and with important implications for decision of imdlual taxpayers to use their
available time to work or to spend it as free tifegsure).

The way in which income is taxed is one of the numsttroversial issues in public
finance.

One of the models which attempted to analyze thienaptaxation of income is the
model devised by Fracis Ysidro Edgeworth (Rosen&ye&h, 2010). The model is
based on the following assumptions:

- Individuals have utility functions based on theicome, such functions increase
with the income, but based on decreasing rates;

- Considering budgetary constraints, the optimal ggstem is the one which
manages to maximize total social welfare W, as stimdividual utilities (U1, U2
..., Un)

- W =U1+U2+....Un, where n is the number of the pessorthe society;
- The total amount of the available income is fixed.

Edgeworth believes that to maximize social welfarglividual utilities must
become equal by taxation, but the conditions umndgch the utility function of
people with higher income, has higher values, therh income should be taxed
more, namely with higher tax rates. To ensure géss, these rates would apply
only to the corresponding utility of income whickceeds the equalized utility for
all individuals.

In other words, the model hereby upholds the psxjve taxation of income,
because, through taxation, the welfare loss wilhigier for the rich and lower for
the poor, thus their utility functions would equali

The main criticism of the model is that the amoofraivailable income in society is
fixed, or in circumstances, where, for equalizihg ttilities, the marginal tax rate
for the highest income would reach 100%, individuaill refrain from activities
generating that part of income to be seized, tbeeethe total amount of available
income will be reduced.
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Given that the optimal taxation system distortotattecisions and leads to welfare
loss, marginal taxation rate should be lower thad24. Thus, the theory states that
an optimal tax policy should maintain tax presswuithin the admissible area of the
Laffer curb.

In 1987, Nicholas Stern studied a similar taxatsystem. He suggested for the
income collected from a person to be determinegdlbsvs:

Collected tax income =+ t * Individual income wheret is the taxation rate, and
a may be the minimum non-taxable income.

According to this model, when the individual modsl O, individuals should
receive subsidies from the government equal The subsidy to be received is the
differencea - t * Individual income Thus, the individuals are tempted to wait for
the governmental subsidies and thus labor is naieaged.

J. Gruber and E. Saez (2002) undertook much mdade¥esting analyses and

suggested a taxation system based on the usegyepsive rates. The advantage of
such a model is that the tax paid in absolute amdaooreases along with the

income and individuals, having lower tax rates, Idomanifest an increased

demand for employment and to generate taxable iacqgrarhaps with positive

consequences as regards tax evasion.

An alternative to income tax, thought to remove thistortions generated by
progressive taxation, is taxation on ability, th®lity of individuals to generate
income. This tax alternative takes into account finagressive taxation may cause
people with high capacity of earning large revertoerefrain from certain
activities. Moreover, it is also the main criticidip supporters of proportional rate,
progressive taxation.

In terms of revenue the state needs, such a solatiald be interesting as far as
not to create opportunities for tax evasion, but dathorities find it difficult to
identify such abilities and, thus, this variatianstill at the stage of hypothesis.
Moreover, by applying such a tax system would samehrrive at some kind of
tax "per capita” and certainly, for certain catégerof people, it would lead to
income confiscation.

The lump-sum tax is another topic approached iatedl literature. As N.G.
Mankiw, M. Weinzierl and D. Yagan (2009) mentionédthe absence of market
imperfections, the optimal tax system is the ora ttoes not make changes of the
taxpayer. Given that the tax distorts economicslens, a loss of wealth is created
and therefore a reduction in existing social welfaefore tax, the lump-sum tax
could be a solution.

Lump-sum taxes can be built with or without takintp account the size of income
received. In the first case, they are deeply urdimid create an increase in the
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relative tax burden for people with low income e second case, given that they
still can be called so, lump-sum taxes do not rtieeiconditions of non-distortion
and thus cannot be considered optimal.

Returning to the lump-sum tax in its pure form,aéished without taking into

account the size of income or other criteria, aatioeed above, it fails to comply
with tax fairness requirements, namely the estafment of the tax burden on the
power of contribution, individuals or families witbw income finish bearing the

much higher relative value than high-income indindt$ or families.

Because of the distortions generated in termsofdiness, lump-sum taxes are
little used by modern tax systetns

The current Romanian tax system uses various fofusnp-sum taxes.

An alternative is the lump-sum tax, in its purenfiorfound in the case of certain
income obtained by various categories of taxpaften® independent activities.
The tax, which does not take into account the sifzeyield, as determined
administratively by other criteria such as typeaofivity, venue, taxpayer age, etc.
creates under legal ways, wide possibilities of és®sion with consequences to
ensure equal and fair treatment at the level gbdag®rs who receive income from
independent activities, but also to other taxpagalgect to income tax.

A second variant of the lump-sum tax, common fdr intome from self-
employment, is where the taxable income is detezthiny taking into account the
expenses set by the fiscal authorities in flat-gtstem. In these circumstances,
taxpayers who, in fact, record lower expenses thase set out in the lump-sum
system will avoid the taxation of a statutory pafrthe taxable material. But those
whose costs exceed the costs set in the lump-ssr@mywill have to bear a higher
tax. In reality, this type of tax is optional; tbensequences over the state budget
may be insignificant.

The third option of lump-sum tax was introducedRiomania in May 2009. It was
applied to personal income (profit tax and smallegirise tax), being rather a
minimum tax, namely taxpayers pay a profit tax,cakdted on the basis of
proportionate rate of 16% but not less than theimum tax revenue set in the
previous fiscal year.

Having been established according to the revent@radd in the previous fiscal

year, the tax did not account for the contribufpoever of the taxpayers, and the
moment of its implementation was poorly decidede (thconomic crisis hit

Romania) and led to an unjustified increase oftéheburden for some taxpayers
and the decapitalization of others. The tax wadistied in September 2010.

L A variant of this “per capita” of the lump-sum tked to the resignation of the Margaret Thatcher
Government, in 1990.
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4. Conclusions

Although tax fairness can sometimes increase tfieiegfcy of tax revenue, in
terms of increasing voluntary payment compliane@néss and efficiency, as the
main requirements of an optimal tax system, arcdif to implement in practice,
all and at the same time. Therefore, the tax syss=ma system of coercion, will
never be neither effective nor fair to all taxpayer

Studies carried out in time in the field of taxatidvave tried to bring more fiscal
fairness under a given level of efficiency or toxin@ize social welfare by reducing
its costs (excess burden) at a given level of &sisn

However, the optimization of the tax system remaitilsan open question for both
academics and for policymakers when making decisiaoout shaping the tax
system.

Given the analysis hereby, in our opinion, the Roaratax system can withstand
changes in terms of improving its fairness, witihhsequences over the increase of
the payment compliance of taxpayers.
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