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The Problem of an Excessive State Fiscal Policy —
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Abstract. This paper evaluates whether, and to what extent, the previously used indicators for
the measurement of fiscal policy reveal its actual level. In addition to, whether one can indicate the
borderline between rational and excessive fiscal policy based on those indicators. The conducted
studies have shown that the measurement of fiscal policy by means of traditionally formulated indi-
cators may lead to conflicting conclusions. The studies have been conducted based on literature and
statistical data regarding selected EU countries published by Eurostat.
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Introduction

The needs of the public sector, which is broadly defined by Stiglitz [2004]
as the state', increasingly determine the amount of fiscal burden. At present, an
average of approx. 30-40% of GDP flows through its channels. Although without
public income, the main source of which are taxes, a modern state is not able to
perform its functions; however, raising or imposing new public levies does not
always lead to the obtainment of maximum income, and the additional loss of

! Economic sciences do not clearly define the concept of the public sector. Generally, the public
sector can be defined as a part of the economy, which is financed from public funds in order to fulfill
the functions of the state. According to Kleer, it is “the part of the economy, in which economic and
political rules are mixed. This relationship cannot be ruled out completely” [Kleer 2005: 7].



50 Ryta Dziemianowicz, Renata Budlewska

prosperity resulting from the introduction of every tax increases faster than the
tax rate. The question therefore is: where is the boundary between rational and
excessive fiscal policy and whether there is a universal index, based on which the
boundary can be determined?

According to Owsiak, one may speak about a rational level of fiscality when
the scale of intervention of public authorities in the income of business entities
makes it possible to satisfy reasonable needs of public authorities in terms of in-
come and, at the same time, allows businesses to operate and develop, and house-
holds to meet consumer needs at an appropriate level, which in effect, on a mac-
roeconomic scale, provides the basis for sustainable economic growth [Owsiak
2005: 366]. Excessive fiscal policy means “aggressive” interference of the state in
the private sector’s income, which can lead to an economic slowdown. As a result
of the attempts made by taxpayers to evade excessive burdens or avoid them, as
well as, to limit legal businesses and transfer them in part or in whole to the shad-
ow economy, a barrier is created from the growth of the tax burdens. The limit of
fiscal capacities of the state is then exceeded, public revenues stop rising despite
the increase in rates, while the size of shadow economy increases. Where does the
boundary run today? Is excessive fiscal policy a fact, or rather, an illusion?

The main goal of this article is to evaluate whether and to what extent the pre-
viously used indexes for the measurement of fiscal policy are adequate, i.e. wheth-
er they reveal its actual level, and on the other hand, whether one can indicate the
boundary between rational and excessive fiscality on their basis. The evaluation
has been carried out based on a critical analysis of the traditional measures of fis-
cal policy, such as tax rates, the level of fiscal burden, or the scope of the public
sector in the economy and based on the analysis of the phenomenon of the shadow
economy. Verification of theoretical assumptions has been supplemented with an
analysis of the state of fiscal policy between the years 1996-2014 in the Member
States of the European Union. The article has been prepared based on literature
studies and using elements of statistical analysis. The research has been conducted
based on statistical data regarding selected EU countries published by Eurostat.

1. The Scope and Limits of Fiscal Policy
in the Member States of the European Union

The definition of fiscal policy is not directly explained on the ground of eco-
nomic sciences and financial sciences, but is commonly used for the description
of the amount of tax burdens in Poland from the angle of their impact on the
budget and taxpayers’ decisions. Such an understanding of fiscal policy has been
confirmed in the Dictionary of the Polish language [1996: 209], according to
which fiscal policy is the “tax policy of the state.” In the Dictionary of words of
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foreign origin Kopalinski [2007: 190] clearly attributes a negative meaning to
this phenomenon, describing it as “a tendency for over-taxation of the popula-
tion, searching for more and more new sources of tax revenue and their ruthless
enforcement.” In this sense, the concept is also used, among others, by the already
quoted Owsiak. Verifying the thesis, according to which excessive fiscal policy is
one of the fundamental problems of fiscal policy in Poland during the transforma-
tion period, he states that the issues of the tax system and the form of tax policy
should be analyzed from the angle of the concept of a small budget [Owsiak 2005:
671-672]. On the other hand, Tarchalski refers fiscal policy to the expenditure
side of the budget, describing it as a tendency to incur excessive public spending
[Tarchalski 2009: 11].

While in the mentioned definitions it is difficult to be compliant in terms of at-
tributing fiscal policy to the specific flows of the state budget, there is no doubt as
to its consequences — excessive fiscal policy is regarded as one of the major factors
hindering economic growth, reducing the competitiveness of economies, and ham-
pering the solving of socio-economic problems that are growing in many countries
[Dziemianowicz 2008: 138-139]. The so-presented problem comes therefore to
the question of the optimal (or excessive) level of public revenue and spending,
whereas the starting point to its solution is to establish the borderline of public
revenue and spending, beyond which one may speak of an excessive fiscal policy.

The measurement of the borderline in literature is carried out indirectly, by
international comparisons, using data from various economies in the analysis. The
following measures are most often applied for comparisons:

— tax rates,
the level of fiscal burden in relation to GDP,

— the scope of intervention of the public finance system in the GDP,
— the level of coverage of public spending with public revenue,
building of tax brackets,

the difference between the nominal and effective tax rate,

the extent of the shadow economy [Dynus 2007: 35].

Tax rates are one of the simplest measures allowing a comparison of the level
of fiscal policy. In recent years, one can observe a clear trend to reduce tax bur-
dens and expand the tax base in the European Union. It is reflected in the gradual
decline in the average marginal tax rates on personal and business income. The
average marginal PIT tax rate in the EU Member States between the years 1996-
2014 decreased by 14.2 percentage points, i.e. from 53.7% in 1996, to 39.5% in
2014. CIT rates were reduced in the same period from 37.8% to 22.8%, which
means that, with respect to the base year, the decline was even higher and amount-
ed to 39.8% (Table 1).

A more detailed analysis of tax rates in the EU countries brings attention to
the unevenness of the reduction of rates in individual Member States. The level
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of fiscal policy described by average rates of both taxes is significantly higher in
the EU-15 countries. In 5 of the 15 countries, the average marginal PIT rate be-
tween the years 1996-2014 exceeded 50%, among others in countries like France,
Belgium, and Finland, and even exceeded 60% in Denmark. At the same time, the
authorities of 12 out of the 15 countries decided to reduce the rates, while the big-

Table 1. Marginal PIT and CIT rates in the European Union between the years 1996-2014

Country Marginal PIT Rates Marginal CIT Rates

1996|2000 | 2004 | 2008 | 2012 | 2014 | 1996 | 2000 | 2004 | 2008 | 2012 | 2014
Belgium 60.6 | 60.6 | 53.7 | 53.7 | 53.7 | 53.8 | 40.2 | 40.2 | 34.0 | 34.0 | 34.0 | 34.0
Bulgaria 50.0 | 40.0 | 29.0 | 10.0 | 10.0 | 10.0 | 40.0 | 32.5| 19.5 | 10.0 | 10.0 | 10.0
Czech Republic | 40.0 | 32.0 | 32.0 | 15.0 | 15.0 | 22.0 | 39.0 | 31.0 | 28.0 | 21.0 | 19.0 | 19.0
Denmark 64.7 | 62.3 | 62.3 | 62.3 | 55.4 | 55.6 | 34.0 | 32.0 | 30.0 | 25.0 | 25.0 | 24.5
Germany 57.0 | 53.8 | 47.5|47.5|47.5|47.5|56.7|51.6|383|30.2]30.2|30.2
Estonia 26.0 [ 26.0 | 26.0 | 21.0 | 21.0 | 21.0 | 26.0 | 26.0 | 26.0 | 21.0 | 21.0 | 21.0
Ireland 48.0 [ 44.0 |1 42.0 | 41.0 | 48.0 | 48.0 | 33.0 [ 24.0 | 12.5 | 125|125 | 125
Greece 45.0 | 45.0 | 40.0 | 40.0 | 49.0 | 46.0 | 40.0 | 40.0 | 35.0 | 35.0 | 20.0 | 26.0
Spain 56.0 | 48.0 | 45.0 | 43.0 | 52.0 | 52.0 | 35.0 | 35.0 | 35.0 | 30.0 | 30.0 | 30.0
France 59.6 | 59.0 | 53.4 | 45.4 | 50.3 | 50.3 | 36.7 | 37.8 | 35.4 | 34.4 | 36.1 | 33.0
Croatia 413 | 41.3|53.1|53.1|47.2(47.2|25.0(35.0]20.0]20.0]|20.0]20.0
Italy 51.0 1459 |46.1 1449|473 |479 532413373 |31.4|31.4|314
Cyprus 40.0 | 40.0 | 30.0 | 30.0 | 35.0 [ 35.0 | 25.0 { 29.0 | 10.0 | 10.0 | 10.0 | 12.5
Latvia 25.0 {25.0125.0{25.0]25.0(24.0|250(250|15.0]150|15.0]15.0
Lithuania 33.0 (33.033.024.0|15.0|15.0|29.0|24.0|15.015.0]|15.015.0
Luxemburg 51.3 1472 |39.039.0|41.3 |43.6|40.9 375|304 |29.6|28.8|29.2
Hungary 44.0 | 44.0 | 38.0 | 40.0 | 20.3 | 16.0 | 19.6 | 19.6 | 17.6 | 21.3 | 20.6 | 20.6
Malta 35.0 {35.0 | 35.0 | 35.0 | 35.0 | 35.0 | 35.0 | 35.0 | 35.0 | 35.0 | 35.0 | 35.0
Netherlands 60.0 | 60.0 | 51.0 | 52.0 | 52.0 | 52.0 | 35.0 | 35.0 | 34.5 | 25.5| 25.0 | 25.0
Austria 50.0 | 50.0 | 50.0 | 50.0 | 50.0 | 50.0 | 34.0 | 34.0 | 34.0 | 25.0 | 25.0 | 25.0
Poland 45.0 | 40.0 | 40.0 | 40.0 | 32.0 | 32.0 | 40.0 | 30.0 | 19.0 | 19.0 | 19.0 | 19.0
Portugal 40.0 | 40.0 | 40.0 | 42.0 | 49.0 | 56.5 | 39.6 | 35.2 | 27.5 | 26.5 | 31.5 | 31.5
Romania 40.0 | 40.0 | 40.0 | 16.0 | 16.0 | 16.0 | 38.0 | 25.0 | 25.0 | 16.0 | 16.0 | 16.0
Slovenia 50.0 | 50.0 | 50.0 | 41.0 | 41.0 | 50.0 | 25.0 | 25.0 | 25.0 | 22.0 | 18.0 | 17.0
Slovakia 42.0{42.019.019.0 |19.0 |25.0 | 40.0 {29.0 | 19.0 | 19.0 | 19.0 | 22.0
Finland 61.2 [ 54.0 | 52.1 | 50.1 | 49.0 | 51.5|28.0 [ 29.0 | 29.0 | 26.0 | 24.5 | 20.0
Sweden 61.4|51.5]56.5|56.4|56.6|569|28.0|28.0]28.0[28.0]26.3]22.0
United 40.0 | 40.0 | 40.0 | 40.0 | 50.0 | 45.0 | 33.0 | 30.0 | 30.0 | 30.0 | 24.0 | 21.0

Kingdom

UE Average® 53.71508 (419|379 (383|395 (37.8|354(27.2|24.0(23.0]|22.8
EA Average® — | 50.6|46.7|43.6|435]|438| — |36.7|31.9|27.1|254]25.0

~?For calculation of the arithmetic averages, marginal tax rates of only those Member States which are actually included

in the European communities in a given year were taken into account.

Source: Denis, Hemmelgarn & Sloan 2015: 142-145.



The Problem of an Excessive State Fiscal Policy — Fact or Illusion? 53

gest cuts were also carried out in the countries with the highest rates, and ranged
from 4.5 percentage points in Sweden, to 9.7 percentage points in Finland. The
highest CIT tax rates in both new and old Member States exceeds 30%, whereas
in the vast majority of the old Member States (9 out of 15 countries), the average
rates fluctuated between 30 and 40%, while in the new ones (8 out of 13 countries)
between 20 and 30%.

In total, during the analyzed period between 1996-2014, the average marginal
PIT and CIT tax rates in the old Member States were 49.4% and 31.2% respective-
ly, and were higher than the rates in countries which joined the European Union

Chart 1. Average marginal PIT and CIT rates in the European Union in 1996-2014
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in and after 2004 by more than one third in the case of the PIT, and by more than
a quarter in the case of the CIT? (Chart 1). Therefore, one can state that a clear
relaxation of fiscal policy in the European Union (EU-28) presented earlier, is
largely described not by the actual reduction in tax rates in the whole community,
but by the addition of new Member States in and after 2004.

Another index of measuring the fiscal policy is the level of fiscal burden in
relation to the GDP. Compared to the meter discussed above, this measure is more
accurate because it informs about executed tax revenues, and therefore takes into
account the effective rates of tax burden, that is the data that is difficult to access
and often incomparable, especially over long time series. Essentially, the meter
illustrates the total amount of public revenues collected in the form of direct and
indirect taxation, taking into account the additional burdens significantly affect-
ing its level, i.e. social security contributions. However, comparison of the to-
tal level of fiscal burdens between the countries can be difficult and confusing
because their amount is significantly affected by legal solutions adopted in the
given country. Since pension contributions are not collected in the public system
in all countries, and despite not being formally rated among fiscal burdens, there
is no doubt they exist as economic phenomenon and constitute a burden for the
enterprises [ Wernik 2008]. Therefore, in some countries, the official level of fiscal
burdens in relation to the GDP may be lower, yet it will not actually mean a lower
level of fiscal policy.

The downward trend in average tax rates in the European Union is not ac-
companied by a decrease in the amount of public revenues from taxes and social
security contributions. Over the last 20 years, in the countries belonging to the
EU, receipts from fiscal burdens in absolute terms almost doubled and in the year
2014 amounted to approx. 5.6 billion EUR (Chart 2). Such a dynamic growth is
not confirmed by a relevant measurement index, i.e. the level of fiscal burden in
relation to the GDP. In this perspective, tax revenues and revenues from social
security contributions during the years 1996-2014 were stable (the annual average
growth is 0.0 percentage points), adopting the highest value in 1999, i.e. 40.6%,
while the lowest, 38.5% in 2009 and 2010. About two-thirds of the value of fiscal
burden in the EU Member States in 2014, i.e. 27.4% of the GDP, was constituted
by tax revenues, and 14.7% by social security contributions, while the share of
the contributions in the total sum of the fiscal burden since 1996 has been steadily
decreasing — between the years 1996 to 2014 it decreased by 3.2%, i.e. 1.3% of
the GDP. The sum of receipts from taxes and social contributions in 1996-2001
doesn’t include Croatia.

2 The average marginal tax rates in the EA-19 and EU-13 were calculated for the time between
the years 1996 to 2014, including all Member States as of 2014, regardless of the date of accession.
The EU-28 index takes into account the Member States actually included in the EU in a given year.
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Chart 2. The total sum of receipts from taxes and social contributions in the European Union
Member States between the years 1996-2014 (in billions of EUR, and % of the GDP)
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Source: Main national accounts tax aggregates, Eurostat, http://appsso.eurostat.ec.europa.eu/nuishow.do-
?dataset=gov_10a_taxag&lang=en [access: 21.07.2016].

Accession of new Member States in and after 2004 has not significantly
changed the amount of total fiscal burden in relation to GDP, which has been
observed in the case of tax rates, whereas the level of fiscal policy also varies
between individual groups of countries. In the new Member States, the level of
fiscal policy measured by cumulative fiscal burden in relation to GDP is relatively
low: in 2014, it was the lowest in Romania and Bulgaria, amounting to 27.7%
and 27.8% of the GDP respectively, while in other countries, with the exception
of Hungary and Slovenia, it did not exceed 35% of the GDP. The highest fiscal
burdens are recorded primarily in the Nordic countries, i.e. in Denmark, Finland,
and Sweden (50.8%, 43.8%, and 44.0% of the GDP respectively), as well as, in
Belgium and France where the fiscal burdens exceed 45%. In Slovakia, Sweden,
Poland, and Ireland revenues from fiscal burdens in relation to the GDP have
clearly decreased over the past 20 years (by 3.4% of GDP in Ireland and 7.5%
in Slovakia). On the other hand, Cyprus, Malta, and Greece, where the level of
total fiscal burden in relation to the GDP has increased by approx. 9.5 percentage
points, are struggling with the increase of fiscality.

The broadest index of fiscality is the level of public revenue and expenditure
in relation to the GDP. The total value of all public revenues and expenditure is de-
termined by the scope of intervention of the public finance system in the economy.
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The higher the level of revenues and expenditure in relation to GDP, the higher the
share of the state in the economy and the larger, and usually less effective, the public
sector and the smaller the private sector. Moreover, the coverage ratio of public ex-
penditure with public revenues, i.e. the balance of the public finance sector, informs
about the current level of national debt. A larger deficit may be the evidence of low-
er fiscality because in such a case, the country decides to increase liabilities instead
of increasing the fiscal burden. On the other hand, lack of or a relatively low deficit
1s not always synonymous with a low level of tax burden. One should note that
covering the difference between public expenditure and revenue requires additional
sources of financing, which usually limit the capital needed for the development
of the private sector or requires foreign borrowing, which in turn may have a sig-
nificant impact on the rate of economic growth [Dziemianowicz 2008: 143-144].

Chart 3. The balance of the general government sector of the European Union
between the years 1996-2014 (in % of GDP)
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Source: General government revenue, expenditure and main aggregates, Eurostat, http://appsso.eurostat.
ec.europa.eu/nui/show.do?dataset=gov_10a_taxag&lang=en [access: 21.07.2016].

In the EU countries, on average, a half of the GDP flows through the sector
of public finances (Chart 3). In 2014, public revenues of the EU-28 accounted for
43.4% of the GDP, while expenditures accounted for 46.3%. In 2014, in 9 of the
28 Member States, public expenditure in relation to the GDP exceeded 50% of
GDP, where the highest values were in Finland (58.1% of GDP), France (57.3%
of GDP), and Denmark (56.0% of GDP ). At the same time, public expenditures
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in 8 out of the 13 new Member States took the lowest values on the EU-28 scale,
led by Romania (at 34.3% of GDP), then Lithuania, Latvia, and Estonia (at 34.8%,
37.5%, and 38.0% of GDP, respectively).

It seems that a wide range of the public sector does not determine the balance
of the public finance sector of the EU Member States. Among the countries that
recorded a budget surplus in 2014, or had their public finance sector relatively bal-
anced, there are countries in which the tax burden was high (e.g. Denmark at 1.5%
of GDP, and Sweden at 1.6% of GDP), but also in countries having the smallest
public sector in the EU-28, among others, Lithuania and Estonia (—0.7% and 0.8%
of GDP, respectively). Irrespective of the current balance of public finances, some
countries have made, over a long period of time, a significant reduction in the pub-
lic finance sector - in relation to 1996, the public sector in Slovakia, measured by
public spending, has been reduced by 11.2% of GDP, in Sweden by 9.7% of GDP,
and in Poland by 8.8% of GDP. The opposite tendency was observed in Cyprus
(an increase of 15.9% of GDP), in Portugal (an increase of 8.6% of GDP), and
in the UK (an increase of 6.2% of GDP) and is accompanied by a relatively high
public finance sector deficit (—8.9%, —7.2%, and —5.6% of GDP, respectively).

The analysis carried out above shows that an explicit assessment of the level
of fiscality using the above indexes is not possible. The EU consists of countries
with relatively small public sectors, through which only approx. 30% of the GDP
flows, and countries in which public revenues and expenditure exceed 50% of
the GDP. That means that in relation to specific economic structures, the limit of
the state fiscal capacities can be determined at a different and inconsistent level.
Therefore, is it possible to conclude that a wide range of the public sector (which
usually goes hand in hand with a high fiscal burden and tax rates) translates into
an excessive fiscal policy? One can speak about a reasonable level of fiscal policy
when the scale of intervention of public authorities in business entities’ revenues
is not very aggressive so that it allows the business entities to operate and de-
velop. In contrast, one can state that high taxes and excessive fiscal burden may
lead to the phenomenon of tax avoidance or evasion, and thus, to the limitation
of activity and often its transfer, in part or in whole, to the shadow economy. Due
to such a defined concept of rational fiscalism, one of the key meters of its level,
especially with regard to the negative impact on the economy, may be the index
determining the extent of the shadow economy.

2. The Shadow Economy
and Methods of its Measurement

Taxation almost always distorts economic decisions and results in the gen-
eration of costs, both for individuals, consumers and producers, as well as, the



58 Ryta Dziemianowicz, Renata Budlewska

society. As a result of levying a tax, consumers lose a part of consumption, where-
as manufacturers reduce employment and sales, lowering the operating costs.
They often attempt to evade the tax burdens imposed or avoid them, especially
when they are excessive, and then transfer a part of their business to the shadow
economy.

The shadow economy, also known as the “gray economy,” “black economy,”
“underground economy,” ‘“‘subterranean economy,” “second economy,” “infor-
mal, irregular, or parallel economy,” is a part of the economy and occurs with
varying intensity in all its types. In literature, there is no uniform definition of
this phenomenon, which in fact results directly from its non-uniform nature. At
the same time, two different approaches can be noticed in the formulated defini-
tions. Firstly, unregistered activity is regarded as activity in the informal sector.
Secondly, definitions refer to the behavioral realm, primarily to the evasion of
certain obligations imposed by the applicable law, under the registered business
[Gotebiowski 2007].

Schneider defines the shadow economy as: “business activity and revenues
from such activity that avoid or otherwise evade the provisions of taxation or
observation” [Schneider, Marcinkowska & Cichocki 2008: 6]. Such a formulated
definition combines the two above-mentioned approaches, which covers both the
unregistered sale from a legal business and any activity that would be subject
to taxation after declaration of, for example, revenues in the full amount. Dif-
ficult-to-measure activity of criminal nature is also ranked among the informal
zone.

Raczkowski similarly defines the shadow economy, proposing to organize the
conceptual apparatus relating to this issue. According to the author, the shadow
economy is a part of the informal economy and takes a semi-legal form [Racz-
kowski 2013]. The informal economy includes unregistered activity of house-
holds, provision of services, and the production without notification, permission,
concession, or license, and their declaration in a manner that is inconsistent with
the reality. Raczkowski also includes the, so-called, black market, i.e. a com-
pletely illegal activity, in the informal economy. Both components of the informal
economy (semi-legal and illegal) merge and complement each other, “offering
different natural weight of the committed criminal offenses” [Raczkowski 2013:
353]. According to Raczkowski, it is very difficult to differentiate between the in-
formal economy and the so-called black market, so one should rather use the term
unofficial economy, which includes both of these phenomena.

Tanzi uses the term underground economy and believes that there are at least
two definitions and, therefore, also at least two different measures of the under-
ground economy. The first one is associated with the production (or income) not
included in official statistics, and the other one relates to the revenue unregistered
by the tax authorities [Tanzi 1999: 334].

29 ¢
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Mroz, however, assumes that the informal economy includes “unregistered
activity aiming at the obtainment of material benefits in natural or monetary form
and triggering value-creative and/or redistributable effects” [Mr6z 2002: 23].

Analyzing the above-cited, very brief overview of academic definitions, one
can say that their authors agree that the activity in the shadow economy usu-
ally comes down to: conducting an activity without appropriate permits, failure to
comply with regulations governing business practices, and the avoidance of incur-
ring fiscal burden, taxes, and quasi-fiscal charges. It includes “criminal activity
and unregistered profit from the production of legal goods and services and cash
or swap deals, namely any activity that would be subject to taxation if notified to
relevant institutions” [Pietrzak 2013: 16] (Table 2).

Table 2. Taxonomy of the types of activities in the informal economy

Type of Business

Pecuniary Transactions Non-Pecuniary Transactions

Activity

Criminal/ Handling stolen goods, drug produc- | Interchangeable trade with drugs and

Illegal Activity | tion, drug trafficking, prostitution, goods from theft, smuggling, etc. Cul-
gambling, smuggling, fraud, etc. tivation or manufacture of drugs for

personal use. Stealing for personal use.
Tax Evasion Tax Avoidance Tax Evasion Tax Avoidance

Legal Activity | Undeclared earn- | Discounts for em- | Barter of legal Any form of DIY
ings from self- ployees, bonuses | goods and ser- and neighbor’s
employment, sala- vices assistance

ries and income
from unregistered
work related to
legal services and
goods

Source: Schneider et al. 2013: 26.

According to statisticians, academic definitions of the informal economy are
too general and not very accurate. From 2014 onwards, the National Statistical
Authorities of the EU Member States have been using the definition contained in
the System of National Accounts ESA 2010. The European Commission defining
the informal economy uses, in this document, the term non-observed economy and
classifies to it*:

3 Guidelines on this subject can be found in the document with the guidelines concerning the
national accounts system in the European Union (ESA 2010). Definition of this phenomenon deve-
loped by the European Commission has a significant impact on the scope and range of estimates of
shadow economy prepared by the national official statistics. European System of Accounts. ESA
2010, www.lb.1t/n22873/esa_2010-en_book.pdf [access: 23.07.2016].



60 Ryta Dziemianowicz, Renata Budlewska

— 1illegal activities (parties participate voluntarily in a transaction that is pro-
hibited by law),

— hidden activities (transactions in accordance with the law which, however,
are not registered, and thus actions taken in order to avoid inspection are invisible
to the bodies of tax administration authorities),

— activities of an informal nature (usually conducted occasionally or on a very
small scale, in which case no record is kept).

The unregistered economy, in line with the guidelines of ESA 2010 does not
include the illegal activities, where one of the parties is not a voluntary partici-
pant, because these type of activities do not constitute a transaction in economic
terms and the production of goods or services within the household for personal
use [Schneider, Marcinkowska & Cichocki 2008: 8]. As one can see between
the scientific perspective and statistical definition, there are many discrepancies;
therefore, the measurement of the informal economy, depending on the assump-
tions, could materially differ.

The consequence of a lack of uniform definition for the phenomenon of infor-
mal economy is the existence of many methods of its measurement. Most often in
the literature, one distinguishes two groups of methods for estimating the informal
economy: direct and indirect ones. Direct methods examine the gray market with
the help of surveys, interviews, analysis of asset declarations, or tax returns etc.
In contrast, indirect methods (also called “indicative” methods) rely primarily on
the analysis of documents and statistical data. They are mostly macroeconomic
methods for which the estimation of the size of the gray market utilizes various
economic indicators carrying information on the development of the phenomenon
over time [Schneider, Marcinkowska & Cichocki 2008: §].

3. An Assessment of the Relationship
Between the Level of Tax Burden and the size
of the Shadow Economy in the EU Member States

The extent of the occurrence of the gray market is mentioned as one of the main
measures allowing to determine the borderline of public revenue and expenditure,
after the exceedance of which one can talk about excessive fiscal policy. At the
same time, the majority of scientific studies show that one of the main reasons for
the existence and growth of the shadow economy, in addition to psychological
factors, is the presence of high fiscal burdens (Table 3), tax, and quasi-tax com-
mitments. Therefore, these measures should not be considered separately, and the
full analysis of the level of fiscal policy and its borderlines cannot be carried out
without a thorough analysis of the scope of the gray market in the economy.
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Table 3. Main Reasons for the Growth of the Shadow Economy

Impact on Black Economy (in %)
Factors Affecting the Black Economy Average value Average value

(out of 12 tests) | (out of 22 tests)

1) Growth in the tax burden and social security 35-38 45-52

contributions

2) The quality of state institutions 10-12 12-17

3) Regulations of the labor market 7-9 7-8

4) Social transfers 5-7 7-8

5) Services of the public sector 5-7 7-8

6) Tax Morality 22-25 —

Source: own elaboration based on Schneider et al. 2013 44.

Scientists seek a starting point to determine the relationship between the decision
on moving to the black economy, and the amount of tax burden in the selection between
working time and leisure time. As a result of taxation, gross salary paid by the company
is higher than net salary received by employees. Employees, when deciding on how
much of their work to offer, compare the amount of net salary with the marginal value of
their free time. The greater the difference between the overall cost of work and the
amount of income (from work) after taxation in the official economy, the greater
the encouragement to do work in the black economy. Due to the fact that this
difference depends largely on the overall burden of taxes and social security con-
tributions, these are the issues that have the greatest impact on the existence and
expansion of the black economy [Schneider, Marcinkowska & Cichocki 2013: 8].

A positive correlation between the fiscal burden and the size of the black econ-
omy is confirmed by empirical research conducted by Schneider [2000, 2003]
and Johnson, Kaufmann and Zoido-Lobaton [1998a, 1998b], in which the authors
present strong evidence indicating a significant impact of direct and indirect taxes,
as well as, social security contributions on its growth. Moreover, the size of the
black economy, according to Schneider, is determined to a great extent by the in-
tensity of legislation: the more bureaucratic the economy is (ie. more regulations),
the greater the size of the shadow zone*. The reasons for the existence of the
shadow economy are also confirmed by research carried out in Poland, involving
a group of 271 companies from the SME sector, according to which the decision
on the functioning of the black economy were mainly taxes that were too high
and social security contributions, which reduced the businesses’ competitiveness
[Gotebiowski 2007: 19].

4 According to Schneider, a one-point increase in the regulation indicator (on a scale from 1 to
5) means a 10% growth of gray area in the economy.
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Table 4. The Size of the Shadow Economy of the EU-28 Member States
during the years 2003-2014 (as a % of the GDP)

Country 2003 (2004 | 2005 [ 2006 [ 2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 2013 | 2014
Belgium 21.4120.7120.1 192183 (175|178 |17.4|17.1|16.8| 164 |16.1
Bulgaria 3591353 |34.4|34.0|32.7|32.1325(32.6(323[31.9|31.2|31.0
Czech Republic | 19.5 | 19.1 | 18.5| 18.1 | 17.0 | 16.6 | 16.9 | 16.7 | 16.4 | 16.0 | 15.5 | 15.3
Denmark 1741 17.1 1165|154 | 14.8 | 13.9 | 143 | 14.0 | 13.8 | 13.4| 13.0 | 12.8
Germany 17.1)16.1 | 154 | 15.0 | 14.7 | 142 | 14.6 | 13.9 | 13.7 | 13.3 | 13.0 | 13.3
Estonia 30.7 [ 30.8 1 30.2 {29.6 | 29.5 [ 29.0 | 29.6 | 29.3 | 28.6 | 28.2 | 27.6 | 27.1
Ireland 154 (152|148 | 13.4|12.7 {122 | 13.1 | 13.0 | 12.8 | 12.7 | 12.2 | 11.8
Greece 2821 28.1 |127.6 1262|251 243 (25.0]254|243|24.0|23.6|23.3
Spain 2221219213202 (193|184 195|194 |19.2|19.2 |18.6|18.5
France 147 {143 | 13.8 | 124 | 11.8 | 11.1 | 11.6 | 11.3 | 11.0 | 10.8 | 9.9 | 10.8
Croatia 3231323 |31.5|31.2 (304 |29.6 | 30.1 |29.8 |29.5|29.0|28.4|28.0
Italy 26.1 1252 (244|232 (223|214 |22.0|21.8|21.2|21.621.1]20.8
Cyprus 28.7 1283 28.1 279 265|260 265|262 |26.0]|256|252 257
Latvia 30.4130.0 |1 29.5(29.0 275265 |27.1 27.3]26.5]26.1]|255]|24.7
Lithuania 32.0 | 31.7 | 31.1 | 30.6 | 29.7 | 29.1 | 29.6 | 29.7 | 29.0 | 28.5 | 28.0 | 27.1
Luxemburg 98| 98| 99|100| 94| 85| 88| 84| 82| 82| 80| 8.1
Hungary 25.0 | 24.7 | 24.5 |24.4 | 23.7|23.0 | 23.5 233 |22.8 |22.5|22.1|21.6
Malta 26.7 |26.7 269 [27.2 1264 |25.8 |25.9]26.0 258|253 (243 |24.0
Netherlands 127 (125 (12.0 [ 109 | 10.1 | 9.6 |10.2|10.0| 98| 95| 9.1 | 9.2
Austria 10.8 | 11.0 (103 | 97| 94| 81| 85| 82| 79| 76| 75| 7.8
Poland 2771274 (27.1 26.8|26.0|253|259|254 250|244 (238235
Portugal 222 121.7121.2(20.1 192|187 ]|19.5|19.2 194|194 |19.0 | 18.7
Romania 33.6 {325 32.2 314 (30.2 294|294 |29.8 29.6 |29.1 |28.4 |28.1
Slovenia 26.7 [26.526.0 | 25.8 |24.7 | 24.0 | 24.6 | 24.3 | 24.1 | 23.6 | 23.1 | 23.5
Slovakia 184 [ 18.1 [17.6 | 17.3 |16.8 |16.0 | 16.8 | 16.4 | 16.0 | 15.5 | 15.0 | 14.6
Finland 17.6 | 17.2 | 16.6 | 153 | 14.5 | 13.8 | 14.2 | 14.0 | 13.7 | 13.3 | 13.0 | 12.9
Sweden 18.6 | 18.1 [ 17.5|16.2 | 15.6 | 149 | 15.4 | 15.0 | 14.7 | 143 | 13.9 | 13.6
United Kingdom | 12.2 | 12.3 | 12.0 | 11.1 | 10.6 | 10.1 | 10.9 | 10.7 [ 10.5 | 10.1 | 9.7 | 9.6
EU-28 226 223 [21.8 |21.1 {20.3119.6|20.1 |19.9 |19.6 |19.3 | 18.8 | 18.6

Source: Schneider, Raczkowski & Mro6z 2015: 45.

Table 4 presents the size of the gray area in the EU Member States, estimated
by Schneider using econometric MIMIC (Multiple Indicators Multiple Causes),
including such features of the examined economies as: inflation, unemployment
level, and the rate of economic growth or GDP level. Based on the analysis of this
data, one can state that the size of the gray area in the EU decreased in relation
to GDP by 4 percentage points, assuming the value of 18.6% of GDP in the year
2014 (Table 4). The size of the gray area described in relation to the registered
GDP of the Member States of the European Union is therefore still significant as
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Chart 4. The size of the shadow economy of the EU-28 Member States
during the years 2003-2014 (as a % of the GDP)

30
Tt reee e UBLD3
20 \\\
| EU-28
15 T T =t==.L. 1. Ues
e ] T N DU I B g
10
5
0
- - ” - ~ 0 a o — (@l o <t
o X e S s S ] — — — — —
g S S S S S S S S S (=] S
g g = S Q Q N N N [Q\ [Q\ N

Source: own elaboration based on Schneider, Raczkowski & Mro6z 2015.

it represents nearly half of public revenues collected in the form of fiscal burden
and 38.6% of the public finance sector in the whole community.

In the observed period, in all EU countries including new Member States,
the gray area has decreased, while its size is significantly higher in the countries
which joined the community in and after 2004 (Chart 4). The highest drop, by
more than 5 percentage points, in the size of gray area occurred in Latvia, Roma-
nia, Italy, and Belgium. The biggest gray area is invariably in the new Member
States, Bulgaria and Romania, at 35.9% and 33.6% of GDP respectively, while the
smallest is in Austria, where in 2014 its value amounted to 7.8% of GDP, as well
as, Luxembourg, and the Netherlands (at 8.1% and 9.2% of GDP respectively).

An analysis of the level of fiscal policy measured by the size of gray area in
an economy thus leads to an opposite conclusions than was formulated during the
analysis of the previous measures. It turns out that the Member States, where the
fiscal burden is expressed as tax rates, income tax, and taken from social security
contributions, and where the size of public sector was higher, did not simultane-
ously record greater sizes of an informal economy as expected. The conducted
tests of the Pearson correlation coefficient confirmed a negative and statistically
significant relationship between the size of the gray area in the EU-28 Member
States in the year 2014 and the level of fiscal policy measured by the amount of tax
rates and fiscal burdens, and the size and balance of the public sector (Table 5). A
very strong and negative linear correlation (Chart 5) exists between the total sum
of fiscal burden and the rate of the PIT, which means that the higher the revenues
from taxes and quasi-fiscal charges and the higher the marginal rates of PIT, the
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Chart 5. The size of the gray economy, the marginal PIT rates, and the amount of fiscal burden
in the EU Member States in the year 2014
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Source: own elaboration.

smaller the size of the gray area. On the basis of the conducted analyses, one can
further state that in accordance with previously formulated assumptions, the bal-
ance of public finances is a poor indicator of the level of tax burden, which is also
confirmed by the very weak link with the size of the gray area.
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Table 5. A correlation analysis of the gray area and traditional measures of tax burden in the EU
Member States in the year 2014

Marginal Marginal Receipts from Taxes
PIT Rates CIT Rates and Social
Contributions
Pearson Sig. Pearson Sig. Pearson Sig.
Correlation | (2-tailed) | Correlation | (2-tailed) | Correlation | (2-tailed)
Shadow Economy | —0.618** 0.000 —0.397* 0.037 —0.626%* 0.000
. Total General Net Lending (+) /
Total Tax Receipts Government Expenditure |  Net Borrowign(g ()f)
Pearson Sig. Pearson Sig. Pearson Sig.
Correlation | (2-tailed) | Correlation | (2-tailed) | Correlation | (2-tailed)
Shadow Economy | —0.561** 0.002 —0.440* 0.019 —0.278 0.153

* Correlation is significant at the 0.05 level (2-tailed); ** Correlation is significant at the 0.01 level (2-tailed).

Source: own elaboration based on Schneider, Raczkowski & Mroz 2015; General government revenue,
expenditure and main aggregates, Eurostat, http://appsso.eurostat.ec.europa.eu/nui/ show.do?dataset=gov_10a_
taxag&lang=en [access: 21.07.2016].

Conclusion

The analysis conducted above shows that one cannot, based on traditional
measures, clearly determine the borderline between rational and excessive fiscal
policy. It is not always a high level of public revenue that signifies excessive fis-
cal policy. As already stated above, one of the key measures of the level of fiscal
policy, especially with regard to the negative impact on the economy, is an indica-
tor determining the extent of the occurrence of the informal economy. Its scope,
due to a negative impact not only on the economy but also on the public finances
sector itself, should lead to the reflection on whether the level of tax burden and
public spending is not excessive. An analysis of the level and structure of fiscal
burden and the size of the public sector in the EU Member States has shown that
countries with relatively high fiscal burdens and those that interfere in the private
sector to a greater extent, enjoy a smaller scale of the informal economy, and vice
versa — in countries where fiscal policy is much more gentle, the gray area of the
economy is the greatest. Assuming that one of the major causes of the enlargement
of the gray area is excessive fiscal policy, the quoted conclusions clearly reject
this thesis.

In conclusion, the conducted studies have shown that the measurement of fis-
cal policy by means of traditionally formulated indicators may lead to conflicting
conclusions. In light of the conducted analyses, the occurrence of excessive fiscal
policy in quantitative terms within the EU countries is an illusion. Contrary to
the interest of the state taxpayers’ behavior, namely the avoidance and evasion
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of taxation, in addition to the extent of the occurrence of the shadow economy,
all indicate however, that it is otherwise, and not in fact an illusion as originally
suggested. It is therefore necessary to build new measures, which will take into
account not only the amount of fiscal burden, but also the quality of legal regula-
tions and tax morality. Without this, determining the borderline of the state’s fiscal
capacities may be impossible.
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Problem nadmiernego fiskalizmu panstwa —
fakt czy iluzja?

Streszczenie. W artykule podjeto probe oceny czy i w jakim stopniu dotychczas wykorzystywane
wskazniki pomiaru fiskalizmu ukazujg jego rzeczywisty poziom oraz czy na ich podstawie mozna
wskazac granice pomiedzy racjonalnym a nadmiernym fiskalizmem. Przeprowadzone badania do-
wodzg, ze pomiar fiskalizmu za pomocq tradycyjnie formulowanych wskaznikow moze prowadzié¢ do
sprzecznych wnioskow. Badania przeprowadzono na podstawie literatury przedmiotu oraz danych
statystycznych dotyczqcych wybranych panstw UE publikowanych przez Eurostat.

Stowa kluczowe: fiskalizm, szara strefa, gospodarka nierejestrowana, obcigzenia fiskalne, UE



