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CHAPTER 1

THE INFLUENCE OF TAX PRINCIPLES ON THE
TAXATION OF INCOME FROM CAPITAL

Joachim Lang

1.

There may be a worldwide consensus of opinion that income is the best in-
dicator for the ability to pay and that a global income tax with its equal
treatment of all kinds of income is the fairest tax. In contrast to this there is
a worldwide tendency towards schedular income taxes.! This tendency has

been increased by the tax competition.” In a globalized world income from
cm:u:m__ seems Lo be taxed lower than labour-income.

The Scandinavian dual income tax? and the Dutch model of three clearly
separated boxes' make the shift from the concept of a global notion of in
come to schedular concepts particularly evident. Box I of the Duich income
tax burdens income derived from labour and dwelling with a progressive
rate of 32%-52%. Box 1I taxes dividends and capital gains of substantial
shareholders at a rate of 25% and Box 111 taxes income from capital at a rate

of 30% on the fictitious base of 4% earning. Box I11 has the effect of a

e

wealth tax at a rate of 1.2% (30% of 4%).

1. See A. Bavila, Moving Away from Global Taxation: Dual Income Tax and Other
Forms of Taxation, European Taxation 2001, p. 211. 24 years ago a completely different
approach was decribed by O. QOldman/R. Bird, The 1 i a Global Income Tax:
A Comparative Analysis. Bulletin for International Fiscal Documentation 1977, p. 439
“This worldwide move towards a “global” income tax has both an economic and an
equity rationale...” Furthermaore §. B. F. Laschaert, The Definition of Gross Taxable In-
cofrie in Schedular or Global Income Taxes, Bulletin for International Fiscal Documen-
tation 1977, pp. 535-546.
2, See the reports of the 2002 EATLP Congress in Lausan
Competition in Europe, IBFD Publication, Amsterdam. 2003,
3. SeeL.Mutén,P.B. Sorensen, K. P. Hagen, B. Genser, Towards a Dual Income Tax,
Scandinavian and Austrian Experiences. Kluwer 1996 P. B, Sgrensen, From the Global
Income Tax to the Dual Income Tax: recent tax reforms in the Nordic countries, Interna-
tional Tax and Public Finance, 1994, pp. 57-79: P. B. Sgrensen (ed.), Tax Policy in the
Nordic Countries, New York 1998; S, Cnossen, Taxing Capital Income in the Nordic
Countries: A Maodel for the European Union?. Finanzarchiv 1999, pp. 18-50

4. Wet inkomstenbelasting 2001. See the report by H. van Arendonk, Part A, Chapter
V.

W. Schén (ed.), Tax
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Nevertheless, in the history of income taxation (he concept of a giot

come tax has never bee n fi ly realized anywhere. In all countries the

ethods, lobby influenced loopholes. exemp
tax burdens.

of Theories and accounting

tions and reliefs results in strong schedular effects of unequ

¢ of accounting methods creates a fivdrid income Lax:
on the one hand the accrual method |

flow

Especially the mix

sed on the

el accretion theory and

on the other hand the cas hod as a consumption-type notion of in-

COTe.,
2. The framework of tax principles in the constitutional

and the European  Taw

2.1. Tax equity and equality

First of all tax equity means equal treatment of the taxpayer. Other aspects
of tax equity are based on fundamental values in the legal systems of the
nations and the Buropean Community: social equity of the welfare state, but
also right to property, the four freedoms of the EC Treaty and the protection

of the family by the state.

The notion of income refers to the horizontal

equity while the vertical equity addresses equity towards different income
ve tax rates.

classes.”

For example it justifies pro

2.2. Certainty

Certainty of law is very closely linked to legality, both principles of formal

adherence to the rule of law. In most European countries the statutory tax
ions of tax law have to be enacted

law occupies a strong position. The prov

by the parliament. The ruling of tax courts has to be based on statutory law.
he tax legislation per-

But politicians abuse the power to enact the tax law.”

manently modifies the statutory law and by doing so it produces a large un

cerlainty of law. Thus. the certainty of law nowadays is a very weak
principle. Uncertainty is a main reason for the general discontent of the tax-
payer with the current tax law.

5. See G.T.K. Meussen (ed.),'1
1999 (with reports of Austria, Belgium, France, Germany
I Kingdom}.

6. See K. Holmes. The Concept of Income, A multidisciplinary analysis. IBFI Publi-
cation, Amsterd 2001, pp. 19-21

e Principle of Equality in European Taxation, Kluwer,
y. the Netherlands, Spain.

Uni

o

The framework of tax principles in the constitutional and the European law

elihe lax s i

Lo strenethen the cen

fise
a concept of incon .
on the fact that there are neither loopholes nos

which is generally accepted. The taxpayer ought (o rel

lden _:._,.*__,...._

neighbour. Politicians may determine tax rates but the definition of income

as the best measure for the ability 1o pay taxes should not be a playing fiel

s, The non-political character of the income tax base gives sta

for politic

Insti ms of civil law have grown i

bility to the tax

abuse

»f jurisprudence and therefore are immunized against politi

This gives the
taxpayer the feeling that taxation is part of the civilized society

legal definition of income should obtain the same nmmunit
2.3. Right to property

The influence
In most countries only

Taxation disturbs the right to use and enjoy one 's property
of the constitutional right to property is very uncle
a ban of confiscatory taxation is established. For example Art. 31 of the
J_r::fr EEE.@::: forbids confiscatory taxation” and the supreme courts
of Switzerland (schweizerisches Bundesgerichi) and Germany (Bundes-

» a ban of confiscatory taxation from the right o

Ve ‘.m__.,._,.__:___m_»_n.:_._:.____h_:.. deriv
property. But usually, the supreme courts hesitate to apply the ban of con-

fiscatory taxation in concrete cases.

.::_ de
an _ 8] C

7. See C. Palao Taboada. |
ite al poder tributario, Haciend
: K. A. Vallender izer/Vallender, Die
schweizerische Bundesverfassung, Ziirichy :‘.En_.__..,._c_:, 2002, Art. 26, par. 30-34

9. See K. Tipke. Die Steuerrechtsordnung, vol. I, 2nd edition, Kiln, 2000, pp. 4
446-449 (references to Austria, Switzerls ..f_, ance, Belgium and Luxembourg).
J. Lang in: Tipke/Lang. Steuerrecht, 17th editio 2002, § 4 par. 213, Spanish-Ger-
man comparison: P. M. Herrera Molina. Capacidad econémica y sistema fiscal, Andl S8
del ordenamiento espaiiol a la luz del Derecho alemin, Madrid/Barcelona, 1998, pp. 67-
; 111-112, 129, 382-386,389-390 (principio de prohibicion de confiscatoriedad).
10. K.A_Vallender (footnote 8), par. 31, states that the Federal Court of Swi

proteccion constituc
¢ Constituc

_:.:__:i__ d privada como

the one h: recognizes the ban of confiscatory taxation but on the other hand defines
the ban in a way that deprives it of its effectiveness. The rulings of the ﬁ.,.n::.,:_ courts
(Bundesverfassungsgericht and Bundesverwaltungsgericht) did not r::x::_ e ban of

S On green laxes

confiscatory taxation in a si
which are scholarly disc ,.,?_ as confiscatory taxes. See J. Lang (footnote 9). §

case so far, in particular not the

N



Chapter | - The influence of tax principles on the taxation of income from capital

The German Federal Constitutional Court” estabiished a Hmitation on the
evy of a wealth tax which is unigue worldwide. The Court derived from the
right to property (Art. 14 Grundgeserz) a ban o tax more than half of the
earnings. This so-called Halbreilimgsgrundsarz could be a sharp weapon

against the fscal leviathan. But most of the German scholars fear that the
Halbteilungsgrundsaiz will suffer the same destiny of inelfectiveness as the

ban of confiscatory taxation.'”

Besides the issue of constitutionality the idea of tax fairness also calls for a
tax principle o spare the sub eof

ital'. First of all, taxation should
bhe based on income defined as gal aceretion of capital. In relation to the
real fncome tax, wealth taxes and other taxes with confiscaiory effects
should not be scholarly accepted. A wealth tax cannor be justified if the real
accrefion of capital is fully taxed ™ The Spare-capital-principle demands
the consideration of inflation if the nominal notion ol income has confisca-
tory elfects.” Moreover, all kinds of income fiction can have confiscatory
effects if there is no income derived from capital. Box I1I of the Dutch in-
come tax fakes capital earnings.'® Particularly this kind of wealth tax cannot
be justified as part of an income tax system with the general purpose to tax
the real accretion of capital."”

1. Ruling of the Second Division from 22 June 1995, collection vol. 99, p. 121. Re-
porter of the case was judge Paul Kirchhof, who presented the basic idea of the Halbrei-
lungsgrundsarz already in 1980 on the Congress of the Association of German Public
Law Professors (Vereinigung der Deutschen Staatsrechtslehrer). See P. Kirclihof, Be-
steuerung und Eigentum, VVDStRL 39 (1981), pp. 213, 271 et seq.

12, See with further references J. Lang (footnote 9), § 3, pp. 214-226, and K. Tipke
(footnote Y), pp. 449-459. The German Federal Tax Court (Bundesfinanzhof) denies the
constitutional binding force of the Halbieilungsgrundsarz (BFH 11 Auvgust 1999,
Bundessteuerblatt 11 1999, p. 771).

13, We call it “Prinzip eigentumsschonender Besteuerung
14, In accordance with thesis 2 of P. Essers and A. Rijkers in their preliminary general
report: A wealth tax cannot be justified if the personal income tax has been based on a
comprehensive notion of income from capital.

15. In accordance with thesis 8 of P. Essers and A. Rijkers in their preliminary general
report: In a civilized income tax regime inflation neutrality is indispensable. The method
of compensation for inflation should be structural and equal for all types of income. Sci-
entists should produce a methed that is theoretically acceptable and feasible at the same
time. This method could be optional for taxpayers.

16. See above | (Introduction).

17. P. Essers and A. Rijkers stated in their preliminary general report: “Neverthele
many scholars in the Netherlands are of the opinion that the Dutch system cannot be jus-
tified and lacks legitimacy.”

(see J. Lang, footnote 12).
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The framework of tax principles in the constitutional and the European law

2.4, Rights of the family

rarticul
state.'™ On the one hand this means a ban of family discrimination

In most BEuropean countries the family is entitled 1o a
by th
and on the other hand a duty to promote the family."

protection

First of

I, tax law has to respect the ban of discrimination. In relation to
the real ability to pay the family is discriminated and has to bear a higher
tax burden than the single taxpayer. il the tax law does not consider the al-
imony obligations of the taxpayer and the distribution of income within the

I111-

family ' Tax rules of income splitting avoid the unconstitutional d

nation of the lamily. But this ruling of the German Federal Constitutional
Court® cannot be generalized. Marital and family splitting rules are not
generally accepted in the European Community. The opinions are very dif’

ferent.

2.5. The four freedoms of the EC Treaty

The four freedoms of the EC Treaty (free movement of goods. persons,
services and capital) have a deep impact on the national tax law. The four
freedoms provide by the rulings of the European Court of Justice (ECI)™ a
very strict system of non-discrimination and non-restriction rules which
also determine the notion of income:

Important examples are the application of splitting rules for non-residents
demanded by the ECJ in the Schiunacker case.™ In 2001, the EATLP dis-
cussed the taxation of cross-border-pensions in Lisbon ™ One of the main

18. See M. T. Soler Roch (ed.), Family Taxation in Europe, Kluwer Law International ,
1999,

19. This states the German Federal Constitutional Court. See the report of J. Lang in:
M. T. Soler Roch (Tootnote 18), p. 39/60, and the report of K. Vogel and C. Waldhoff in:
G.T K. Meussen (footnote 5}, pp. 91-92,96.

20, See J. Lang (footnote 19), p. 62 el seq

21. Two verdicts affirmed the marital income splitting: BVerfG 17 January 1957, col-
lection vol. 6, p. 5 and BVerfG 3 November 1982, collection vol. 61.p. 319, p. 355 (ref-
erence to a family splitting).

22, See pars pro toto M. Lang (ed.), Direct Taxation: Recent ECJ Developments, Wien
2003, with contributions by L. de Broe (cases filed by Belgian courts), A. Cordewener
(German courts), M. Helminen (Finnish courts), P. Martin (French courts), P. J. Wartel
(Dutch courts), . Weber (Dutch courts), B. Wiman (Swedish courts).

23 EC] 14 February 1995, C-279/93 Schumacker, ECR 1-225.

24. The contributions are published in: European Taxation, vol. 41, suppl. No. 1 (2001)
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ssurances, pension funds ete. under the condition that

nce or funds payment can be taxed. This cohesion principle’ was
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developed by the ECT in the Bachmann case™ and justifies differential tax
treatment. But in the Wielocky case™ the ECJ decided an important restric
tion of the justification by the fiscal cohesion principle if a double 1avation
freary gives up the cohesion of contribution deduction and pavment tax-
ation and the Danner judgement™ rules that the limitation to deduct pre-
miums is not justified by the necessity to maintain the domestic tax base
integrally. Such considerations make the cohesion principle unclear and in-
efficient.

3. Specific tax principles to determine the income
3.1. Ability to pay

a)  Historical background: The ability-to-pay principle is the generally ac-
cepted legal rule to achieve equal treatment of the taxpayer.” The his-
torical background of the ability-to-pay principle relers to the equaliry
of taxation. The French declaration of 1791 demands the equal distri-

25. See the comprehensive analysis of maore than thousand pages by A, Cordewener,
Europiische Grundfreiheiten und nationales Steuerrecht, “Konvergenz” des Gemein-
schaftsrechts und “Kohirenz” der direkten Steuern in der Rechisprech des EnGH,
Kéln, 2002,

26, ECI 28 January 1992, C-204/90 Bachmann, ECR 1-249

27. ECT 11 August 1995, C-80/94 Wielocky, ECR 1-2493,

28. ECI 3 October 2002, C-136/00 Danner. ECR 1-8147.

29, F.Moscheni, 1l principio della capacita contributiva, Padua, 1973; C. Palao Taboa-
da. Apogeo v crisis del principio de capacidad contributiva. Estudios Juridicos en ho-
menaje al profesor Federico de Castro, vol. I, Madrid, 1976, p. 388; L. G. M. Stevens.,
Belasting naar draagkracht, Kluwer, 1979: D. Birk, Das Leistungsfiihigkeitsprinzip
Malstab der Stevernormen, Kiln, 1983: M. Reich, Das Leistungsfihigkeitsprinzip im
nkommensteuerrecht, Archiv fiir Schweizerisches Abgaberecht. vol. 53 (1984/85), p.
5: Festschrift fiir . Cagianut, Bern, 1990 M. Reich, Von der normativen Leistungs-
fihigkeit der verf: 1 Stevererhebungsprinzipien, p. 97, pp. 104-106, and
R. Oberson, Le principe de la capacité contributive dans la jurisprudence fédérale. pp.
125-135; Festschrift fir K. Tipke, Kéln, 1995 H. Schaumburg, Das Leistungs-
fihigkeitsprinzip im internationalen Steverrecht, pp. 125-151; €. Palao Taboada, Leis-
tungsfihigkeitsprinzip und Gleichheitssatz im Steuerrecht in der Rechtsprechung des
spanischen Verfassungsgerichts, pp. 583-598; K. Klew, Progressive Einkommenssteuer
und Leistungstihigkeitsgrundsatz in der Schweiz - 100 Jahre nach Georg Schanz, pp.
599-615, . M. Herrera Molina (footnote 9). K. Tipke (footnote 9), pp. 469-534; J. Lang,
Konkretisierungen und Restriktionen des Leistungsfihigkeitsprinzips, Festschrift fiir /.
W. Kruse, Kéln, 2001, pp. 313-338, and J. Lang (footnote 9), § 3 par. 81-122.

Specific tax principles to determine the income

sl 2 :
TOITE T CNTECTS T Pro=

bution of the public financial requires
W Ability to pay calls [or taxpayers with

portion to their ability to pay
equal capacity to pay the sanre. This is one historical origin of the abil

ity-to-pay principle. First of all the ability-to-pay principle refers to the

income have to pay the same

horizonial equity: taxpayers with eqt
amount of income lax.

But there is another historical origin: the connection with a progressive tax
rate. Some European constitutions consider this historical approach . for ex

ampl
political misunderstanding that the ability-to-pay principle serves the verti-

cal equity by calling for a progressive tax rate. For this reason, in the past

and nowadays. powerful groups of economists always have been fighting
against the ability-to-pay principle in order to restrict Leviathan’s fiscal ap-

petite. ™!

by The ability-to-pay_principle_only justifies a proportional rate_and

arl, 53 of the Italian constitution. This connection produces the /)

claims for a correct notion of income - The progression is based on the
vertical equity, meaning that taxpayers with greater ability should pay
more. But this statement of ability to pay does not necessarily demand
the progression. It supports also a flat proportional tax rate, Under a
[lat tax a taxpayer with a higher income pays more than a taxpayer with
a lower income. Therefore., a flat tax 1s fully justified by the ability-to-

pay principle.

As a rule of equality the ability-to-pay principle justifies the distribution of
the tax burden in proportion 1o the income. Therefore, a flat proportional
tax rate corresponds with the equal treatment of the taxpayer related to the

30. Déclaration des droits de 'homme et du citoyen. Art. XII: Pour Pentretien de la
force publique et pour les dépenses d'administration une contribution commune est in-

dispensable: elle doit étre également répartie entre tous les citoyens en raison de leurs

acullés.

311, Essentially influenced by F. A, Havek, The Constitution of Liberty, | g
Chicago Press, 1960, and G. Brennan and J. M. Buchanan, The Power to Tax, Cam-
bridge University Press. 1980

32, In accordance with thesis 1 of P. Essers and A, Rijkers in their preliminary general

19
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amount of his mcome. which 15 the best indicator of ability o pay . int
function the ability-to-pay principle only justifies a proportional rate and
claims for a correct notion of income, The ability-to-pay principle does not
support the fiscality of the state. It is not a principle aiming at getling as

H much revenues

e e i

it protecis the taxpaver

against a tax burden which is too high hecause of a wrong notion of income.

L1 discussed this aspect in relation to the subject of family taxation on the
first annual EATLP-meeting 1998 in Alicante: The tax base is calculated

wrongly and family members are discriminated against single laxpayers. it
the tax law does not consider legal alimony obligations and the distribution
of income within the family™. The main legal issues of the ability-lo-pay
inciple concern the wrong or right notion of income, concern the essential

issues of the Cologne congress.

¢)  Ability-to-pay principle and welfare state principle: The ability-to-pay
principle does not serve goals of social policy. The political error re-
sults from claiming responsibility of the ability-to-pay principle for the
progression. The ability-to-pay principle as a legal rule of equal tax-
ation is not suitable to justify a certain progressive rate-structure. Such
a rate-structure cannot be determined by legal arguments. The ability-
to-pay principle may serve the vertical equity of a progression only in
connection with the welfare state principle. The progressive rate struc-

ture is a matter of social policy based on the welfare state principle.

ion which

=l e

sometimes even impedes equal taxation because the well informed Laxpay-

In fact the welfare state principle creates a policy of progr

er may better avoid progression by finding the loopholes of the tax legisla-
tion in a world of a high progression. Further, the globalization and the tax

competition we discussed last year in Lausanne™ require a reduction of the
tax rates. That does not violate the ability-to-pay principle. It is violated by

the different taxation of labour-income on the one hand and income from

33 See K. Holmes (footnote 6),p. 21; R. Good, The Individual Income Tax, The Brook-
ings Institution, Washington D. C., 1976.p. 11, R. A Musgrave, In Defense of an Income
Concept, Harvard Law Review, vol. 81 (1967), p. 44.p. 50; R. A. Musgrave/P. B. Mus-
grave, Public Finance in Theory and Practice. 3 edition, McGraw-Hill New York, 1980,
pp. 242-250; J. Lang, Die Bemessungsgrundlage der Einkommensteuer, Rechtssyste-
matische Grundlagen steuerlicher Leistungsfithigkeit im deutschen Einkommensteuer-
recht. Koln. 1981/88, and J. Lang, Prinzipien und Systeme der Besteuerung von
Einkommen. in: I Ebling (ed.), Besteuerung von Einkommen, Kéln, 2001, p. 49, pp. 55-

34, SeeJ. Lang, footnote 19,
35. See W. Schon, footnote 2.

10
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dy - Ability-to-pay principle and efficiency of taxation: Another strong mis-

understanding concerns the opinion. that the ability-to-pay principle
disturbs the efficiency of taxarion. In contrast to this, the ability-to-pay
principle as a legal rule of equal taxation claims [or an economically
correct notion of income and therefore supports the [i c_,_._.._.E:_.L__.__.a,,..r.,H.

One of the main topics of fiscal neatrality refers to the issue periodical ver-
sus intertemporal notion of income. In our opinion the ability-to-pay prin
_ciple claims for a lifetime notion of incomne.'

............. onfe." This main feature of the
ability-to-pay principle results in intertemporal neutrality and hopefully
helps to reconcile former opponents of the ability-to-pay principle like Pro-
fessor Manfred Rose, who criticized the ability-to-pay principle as a fiscal

rule of progression ™

e} Legal characterization: As 1 already pomted out the ability-to-pay
principle is a legal rule to achieve equal treatment of the taxpayer in
proportion to his income. Three years ago. during the annual meeting
of the Austrian Lawyer’s Association the respondent to my contribu
tion in Cologne, Wolfgang Gassner, and his colleague Michael Lang
rejected the ability-to-pay principle with the statement: equality instead
of the ability-to-pay principle.” In my opinion, this is a fundamental
dogmatic misunderstanding: The ability-to-pay principle is not the al-
ternative to the equality rule. It is a rule to materialize tax equality. It is
the basic measure of comparison which is needed in order to determine
equal treatment of the taxpayer.

aa) Ability to pay versus public benefits as a basic measure of taxarion:
The equal distribution of the public financial requirements among

the citizens without relation to the ability to pay justifies the poll

36. See R. Elschen, Entscheidungsneutralitit, Allokationseffizienz und Besteuerung
nach der Leistungsfihigkeit. Stever und Wirtschaft 1991, p. 99: J. Lang, Einfachheit und
Gerechtigkeit der Besteuerung von investierten Einkommen, in: M. Rose (ed.), Inte-
griertes Stever- und Sozialsystem, Heidelberg, 2003, p. 86-87,

37. See below 3.7. (periodicity).

38. See M. Rose, Die Verfithrungskraft des Leistungsfahigkeitsprinzips, Mit einer
ebenseinkommenssteuer wider die Benachieiligung der Ersparnis, Neue Ziircher Zei-
tung. 28 September 2002, p. 14,

39, W. Gassner/M. Lang, Das Leistungsfihigkeitsprinzip im Einkommen- und Kirper-
schaftsteuerrecht, Dogmatische Grundfragen - Rechispolitischer Stellenwert, Wien,
2000,
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tax of Margarer Tharclier, MiTHiondires and students pay the same.,
Nowadays, many economists and also tax lawyers plead for the
benefit principle which demands that taxes should be levied in ac

cardance to the benefits arising from the government services. It is
indeed a fundamental decision to design tax systems on the base of
the ability to pay or on the base ol public benefits. The latter alter-
native would allow us to stop our discussion at this point because

ed on the

the notion of income is not an issue of tax systems b

benefit principle

bh) Legal materialization: OF course. | agree with my colleagues
Gassner and Lang that the ability-to-pay principle works ona very
abstract level. Therefore. the fundamental decision Lo design the
tax system on the ability to pay has to be shaped in specific terms,
rules and provisions, Not all the provisions of tax law are based on
the ability to pay. Tax incentives and norms with the purpose to
simplify the application of tax law frequently violate the ability-to-
pay principle. The Cologne conference had to consider such issues,
for example the difficulties to exclude inflationary gains from tax-
ation,

I agree with my colleagues Gassner and Lang. when they criticize the ap-
plication of the ability-to-pay principle with the approach to create a certain
accounting provision. The abstract level ol the ability-to-pay principle does
not allow the freehand creation of provisions without support of special
considerations, for example generally accepted accounting rules. The fun-

dainental decision to design tax systems on the base of the ability to pay

Igaves a lot of space to develop a system of equal taxation and to shape the

spgeific principles and provisions to determine the taxable meome.

On the way to the specific provision many aspects have to be considered.
The ability-to-pay principle is embedded in a framework of other prin-
ciples: constitutional principles like the right to property, the rights of the
family, principles of the European Law like the Four Freedoms of the EC
Treaty, principles of the International Tax Law like the principle of source
taxation with an evident restriction of the ability to pay. In Alicante we have
discussed the different ways to consider the family in tax provisions.*
Probably, the globalization we discussed in Lausanne forces us to get a new

40, See M. T. Soler Roch, footnote 18
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Specific tax principles to determine the income

understanding of ability to pay *" But this fact does not make s guideless.
It rather brings us to the guestions where the ability-to-pay principle can be
saved and where this principle has o be restricted

It is a common experience of law that every basic principle is limited by
other basic principles, limited by the task of the law to consider a great var
iety of interests and limited by the real circumstances to enforce the law,

But all these lunitations of basic p inciples give no reason to deny the abil-
:V._w_c._.,.__v. principle as a fundamental guideline to egual taxation. just like
the limitations of private autonomy give no reason to deny the privare an-

tonomy principle as a fundamental decision of the civil law.

In my opinion, the ability-to-pay principle is the most adequate guide to op-
timize the tax equity and equality™ because each branch of law needs basic
principles and because the alternative of the benefit principle results in
forms of taxation which find no legal acceptance like the poll tax of Mar-
garet Thatcher.

3.2, Individual taxation

The ability-to-pay principle as a basic rule of tax equity refers to the indi-
vidual taxpayer and not to a unit of people like the family unit. Therefore,
the ability-to-pay principle {orms the individual taxation rule.

This rule prohibits the taxation of family units with the effect of discrim-
inating the family because of a higher progressive tax burden.* Thus. rules
of income splitting are necessary in a progressive tax system. In case of a
flat rate the lack of splitting rules has no discriminating effect. The splitting
rules are derived from the basic rule of individual taxation. In accordance
with the rights of the family

they consider the distribution of income
among spouses and other family members as provided by alimony obliga-
tions. The splitting rules are also based on the ability-to-pay principle be-

41. See W. Schin, footnote 2.

42, See J. Lang. Festschrift fiir H. W. Kruse (footnote 29): materialization and restric-
tions of the ability-to-pay principle.

43, See thesis | of P. Essers and A, Rijkers in their preliminary general report (footnote
323,

44. Rulings of the supreme courts in Germany and Spain: see J. Lang, K. Vogel and C.
Waldhoff (footnote 19y and P. M. Herrera Molina, footnote 9
45. See above 2.4
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ion decreases the ability of the alimony payer and
increases the ability of the payee

cause the oblig

3.3. Real income versus inflationary gains and fictitious
income

As mentioned above, the ability-to-pay principle claims for a correct notion
ol income and therefore demand

a measure ol real, not ficiitions incone.

Thus the foundation concept of income ought to include only real econoniic

benefirs. Gains without improving the taxpayer’s economic position in reality
are “illusory g b

ation of “illusory gains” does not only conflict with the ability-to-pay prin-
giple, with tax equity and equality,

1ins™* and unsuitable to measure the ability to pay. Lhe t

but also violates the right to property.”

B Tt R i T =

_:,__E:E_.o_..F::.M.m.__.m:c:::.:,Fp::_:_:r:__:r::_:_n:em_m;v:w.mn
who have liabilities an untaxed real gain and taxpavers who are selling assets
a taxed “illusory gain”, The longer that the assets are held in a period of infla.
tion, the greater the inflation component of the gain is likely to be. Thus, the

nominal accounting principle is working against the ability-to-pay principle.

In Germany. the Federal Constitutional Court™ interprets the nominal ac-
counting principle as a principle supposed to protect the currency. This
opinion refers to the experience especially in the countries of South Amer-
ica where the general use of index methods increased the inflationary situ-
ation of an economy. In Germany, index methods for accounting or for
clauses to save the money value are generally not permitted. Only the Fed-
eral Bank (Bundesbank) is authorized to allow such clauses which disturb
the value of a currency.

But index methods are not necessary to get a taxation which is neutral to
inflation. It depends on the choice between accrual method and cash flow
method. Only the accrual method needs index methods w hile the cash flow

52:9_ mES_:nm, the ::a:ﬁ:cc_.n_ neutrality of taxation including the in-
zm:cz neutrality.*

46. See K. Holmes ([ootnote 6), pp. 341-378.

47. See above 2.3. (at the end).

48, BVerfG 9 December 1978, collection vol. 50, p. 57. See J. Lang, Die Bemessungs-
srundlage der Finkommensteuer (footnote 33), pp. 176-183; K. Tipke (footnote 9). pp.
459460,

49, See below 4.2,
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The __: THor o Teonte

results in a tax benefit il the real amount :_ meome is _:::C In the case of
a lower real income the fiction of income has

a confiscatory effect which
Furthermore. the unequal treatment is evi

violates the right to property '
dent.

3.4. Net income

The mmcome as a measure of the ability o pay taxes consists of the positive
factor of proceeds and the negative factor of costs related to the earning of
the proceeds. The result of both factors is the net income as the right meas-
ure of the ability to pay and therefore the net income principle (nei prin

ciple) puts the ability-to-pay principle in conerele terms. The ability-to-pay
principle demands the full deduction of costs and losses as well as the full
consideration of the pre .r,m@m. o

Furthermore, the deductible costs and losses have to be defined as costs and
losses caused by an earning activity with the intention to make profit. Hob-
by losses as the result of a consumption activity cannot be part of the net
income.

In accordance with the ability-to-pay principle the tax base of a global in-
come tax includes all profits and losses from capital just as from labour. In

contrast to this a schedular income tax with different lax rates merely al-
lows the summation of profits and losses on the same schedule. This is not
in accordance with the ability-to-pay principle but there may be reasons to_

justify a separate tax 1 regime: ¢ Na

s ok

One of those reasons is the need to consider the inflation especially ;
capital gains and losses are taxed. This may justify a .:a_aﬁ:. tax regime
to apply lower tax rates or to let a growing part of long-term capital -
gains untaxed. The special tax regime prevents the global s

of profits and losses.

summation

—  Another reason is the need to simplify

the tax law. Simplifying rules in-
fringe the net principle. The limited deduction for a certain kind of in- :
P 2

come can hardly be justified. for example the limited deduction of
employee expenses in the Spanish tax law. In the Netherlands, the de-

0. See above | and the report by H. van Arendonk, Part A, Chapter |
above 2.3. (at the end).
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duction of real employee expenses was completely abolished by the In-
come Tax Act 2001,

In Germany. the net income principle is a 'l

ehly esteemed principle of in-

come taxation.™ Thus, the limitation or even the abolition ol employee ex-
penses could politically not be realized. No government would dare to

introduce a

il with this evident discerimination of the _,,::,L:._,.E,ﬁﬂ.,n.._:_..:__.ri
to the deduction of business expenses
3.5. Non-disposal income

The ability-to-pay principle demands not to tax the minimum subsistence.
This is not a matter ol a zero rate (zero-brackel ,:::::: but a matter of tax

base. In this context the part of income which is needed for the subsistence

_e, el is not at the p:;_gci: for ZE::: &:_ therefore the non ‘._}_:},__l._rn_.r_:

or as de ;E:Zm cﬁ..&:a:::% mxbn.:mr., :: x&:_:n in case of _:=n 35

In the German tax law the non-disposable principle gets constitutional val-
idity as a basic rule of the ability-to-pay principle by the ruling of the Fed-
eral Constitutional Court™. Similar developments of jurisprudence can be
observed in Austria, Spain and Italy. In Germany. the social security system
fully protects the minimum subsistence. In this regard the Federal Consti-
tutional Court™ decided that the amount of social help has to be the measure
for the tax-ree amount because it is not bearable that a taxpayer who earns
his minimum subsistence himself has to pay taxes while the recipient of so-
al help gets the minimum subsistence tax-free. An important opinion in
Germany, the Deutscher Juristeniag® (conference of German lawyers). de-
mands a tax-free amount even higher than the minimum subsistence. Due
to social obligations the working people need a higher minimum standard
of living than lodgers of the welfare state.

52. See the references of J. Lang (footnote 9), § 9, pp. 54-55.

53. BVerfG 29 May 1990, collection vol. 82, p. 60 (rul 2: “Income laxation has
to release a minimum subsistence amount to the family; only the income above this
amount may be taxed”), and in general the landmark decision BVerfG 25 September
1992, collection vol. 87, p. 153,

54, BVerlG 25 September 1992, footnote 53.

55, Deutscher Juristentag 28 /29, September 1988, part N (subject: basic reform
income tax), resolution No. VILL. The reports of the Deutscher Jurisientag
by C.H.Beck, Munich. See report N, p. 215, Munich. 1988.
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{.6. Ethiciency ol taxation: fiscal neutrality and simplicily

There are different points of view to understand ethiciency: Economisis use

the term “efficiency™ to describe the effectiveness of using resources. Fron

that point of view taxation should not disturb economic decisions to allo

cate resources, It ought to be neutral to the allocation of resources (so-called

iscal neutrality). A g

owing group of economist

plead for a consump-

tion-type or cash-flow-income tax because the traditional net-aceretion in-

come tax distorts the intertemporal allocation of consumption decisions,

From the legal point of view efficiency is identified with simpliciry, mostly
in contrast to tax fairness. The legal opinions are very different. Simplily
ing rules often break equity principles like the ability-to-pay principle. This
has to be justified.

The reason to tax deemed or fictitious income may be simplicity. The vio-

lation of the right to property ability-to-pay principle may be
justified if the efforts to account the income are unreasonable in relation to
the result. But this does not allow a general income fiction that practically

concerns all private property as Box 111 of the Dutch income tax.?

3.7. Periodicity

ality-to-pay

The periodical notion C_. income violates the :

rinciple if the
measure of ability to pay is the lifetime income. In our opinion the periogd-

ical accounting and taxing are based on technical and fiscal reasons > Prac-
tically it is not possible to account a lifetime income and it is not acceptable
for the budget if the whole income tax is not paid before the death of the

taxpayer. But these reasons do not speak against a concept which considers
lifetime aspects in the periodical accounting of mcome.

In our opinion the correct measure of ability to pay taxes is the complete
income, thus the lifetime income of the taxpayer which is not restricted by
an arbitrary period of time like one year ™ Therefore, the notion of income

. __:.

56. Topic reporter M. Rose (see below Part A, Chapter 11) is member of this group

57. See above 2.3 (at the end).

58, See above | and the report by H. van Arendonk, Part A, Chapter IV

39, SeeJ. Lang (footnote 48), pp. 186-190: K. Tipke, Die Steuerrechtsordnung, vol. 11,
Ist edition, Kisln, 1993, pp. 668-671.

6. See below M. Rose, Part A, Chapter 1. Paragraph 3; J. Lang, Prinzipien und Syste-
me der Bestenerung von Einkommen (footnote 33). pp. 63-67

T (with further re
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has to consider iterper iodical or intertemporal matlers ol income. Ior ex-

ample the carry over i [osses (carry-back and carry-forward) is no tax
benefit. The carry-over-rules are justified by the

ability-to-pay principle.

4. Theories and methods to determine the income

. 4.1. The historical debate: net accretion theory vers

theory

5 source

_::F.:_:F...rn.n:_rnn::__../__:F.:E..E:?:Q::_,__:i__:n:.x_mS ;.:,.,.n\wvn_:wi.
ly influenced by two categories of income theories: firstly thg/Source fhe
ories with their origin in the Roman law (income as fruits of cz ital assets)

B

and secondly thegref accretiop theories which shape the traditional concepi
of a global :z_:? sased on the Schanz-Haig-Simens concept of in-
come " This global concept aims to seize “the net accretion of one’s eco-

nomic power between two points of time” %

W

" | . B

¢ In contrast to this, source theories only cover the income from the source,
|, mot the source itself, that is to exclude capital gains and losses as the result
i of the source sale: the income derived from selling the fruit is taxable: the

capital gain derived from selling the fruit garden is not taxable.

.,.
i

In the current income tax law of many countries the tax base is a mixture of
net accretion and source theories, in Em best case completed by a separate
tax regime for capital gains and losses.
three kinds of income:

" The net accretion theory includes

a)  Market income: In most countries the legal concept of taxable income
embraces income derived from marker transactions. In this way the
taxpayer makes use of his skills and earns income derived from labour
or he invests capital or he combines labour and capital to achieve in-
come. Capital gains and losses belong to market income. Windfall

; . e
gains are some sort of an accidental market success.

L

rooal

) __ﬂ \HQ

Ll
61. See K. Holm
62, R. M. Haig. The Concept of Income: Economic and Legal Aspects, in . M. Haig
(ed.), The Federal Income Tax, Columbia University Press, 1921, p. 7

63. See below 5.3.2.

(footnote 6), pp. 55 et seq.
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The mia

1 s iy oy . o 1 ek C
TEEAT TSSUC I8 W0 CXCTiae [ie COfsTirfriroes oice iacicus _,__—_ tesTar-

ket income theory

“is to determine the taxpayer's action with the intention
to_make profit. 1f this intention 1s missing the action may be consumption.

For example the losses are not deductible 1f the taxpayer enjoys a sailing

hoat but needs some receipts to finance the boat and therelore runs 4 part-
time charter business. The whole sailing activity ought to be treated as con

il = Pl

sumption. Of course. the criteria of a profit action have to be _E_:ﬁ_ as ob-
jectively as the findings of the German Tax court (Bundesfinanzhof) do
Especially the criterion of intention does not depend on the subjective opin-
ion of the taxpayer but the objective chance to make profit.

the chance to make profit is objective =1y too small. In most
result of gambling

cases the total
negative even though the gambler subjectively intends

to make _::_: In contrast to this the taxable speculation gains and other
\g\_xmn\“\wr::x out of gambling are based on an investment with an objective com-

Y m In German tax law game profits and losses are part of consumplion because

)

S
w7

mercial chance to make profit.
4 Q\_Q_v
While the rule that losses from hobby are not deductible is practised world-
wide the treatment of game losses is very different. If the taxpayer visits a
gambling casino he definitely wants to make profit. Unite
sino profits are taxable and casino losses are merely .Qnﬁ_zr:_u_n. _,_c:._ casino
profits. In Germany all kinds of games (lotteries. bets. wagers, gambling
inos) are part of consumption be cause the chance to Win is too uncertain.

In the United States ca-

The net accretion theory is very unclear: are game losses part of the net ac
cretion? If game gains have to be included in the net accretion, game losse
must also be taken into account to determine the net accretion. The above
mentioned net income principle™ demands this. The casino loss has to be

deductible not only within the schedule of casino profits.

b) Imputed income®: In contrast to the market income the imputed in-

come is only rarely part of a taxable income. The term “imputed -

come” comprises “the value of the benefits derived ::_: non- :E_r

64, See the references of J. Lang (footnote 9), § 9. p. 5
65, See the references of J. Lang (footnote 9), § 9. pp.
66. See 34,

67. SeeJ. Lang (footnote 36). pp. 99-100: K, Holmes (footnote 6), pp. 79-80. 521-562,
and below [. Roxan, Part B, Chapter V,

d
124-129.
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f P

transactions™ ™ Thus, laxpayers receive the economic benefits _::::F

; *.._ nse of their own assets and the sell _E::::E_ services.

In the legal concepts of taxable income only the use of own real estate is
taxed (for example in Switzerland), not the use and enjoyment ol house-
boats and other assets

1 the consumption sphere. The taxation of the in-
come from an owner-occupied home may be justified in comparison with

the situation of a tenant.® But the unequal treatment of the taxpayer resulls

1 from the arbitrariness to tax only the use of homes. There is not a single
hp concept which consequently taxes imputed income. The Swiss tax lawyer
i Peter Biickli™ discussed the services ol a_hou
teneinkommen”). What kind of services should be taxed? It seems to end in

sewile (so-called “Schar-

..ﬁ_c_:_:,n._ri_n.;.
‘5
¥

N In my opinion the economic concept of imputed incomeis legally not exe
cutable_and so an equal treatment of the different kinds of imputed income

is impossible in ta it

;;IJ.rn_n_:_.c equality demands to abolish the tax-
ation of only a few cases of imputed income, especially the use of own real
estate.

¢} Transfer income: Gifts and inheritances are income if you look at the

enrichment of the recipient. But if you look at the transfer, the donor

becomes poorer. In reality, the transter of prg ) creates 1o new eco
ahslEd ¢

Nnomic power. It leads to a decrease in the ability of the donor and to an
increase in the abi ity of the recipient,

[n most countries the taxation of gifts and inheritances is excluded from the
tax base of the individual income tax and subject to the gift and inheritance

tax.” Both taxes cause double taxation: the same economic power is taxed

twice. Of course, a double taxation is not recognized if only the ability to
pay of the recipient is regarded, But the economic effect is double taxation.
if the same income is taxed twice in a row of two taxpayers. A similar case
s the double taxation in a classical corporate mcome tax system.

68. K. Holmes (footnote 6}, p. 521. K. Holmes, p. 79, refers to statements of G. Schanz
{income from “the enjoyment of one’s leisure. the use of one’s house or one’s garden
and of B, M. Haig (“the money-worth of .._goods and services as are received directly
without a monetary transaction”).

69, See below [, Roxan, Part B, Chapter V., Paragraph 2

70. Von Schatteneinkommen und Einkommensbindung, Gedanken zur Ehegalten-
besteuerung, Steuer-Revue 1978, p. 98,

71. See below C. Sacchero and L. Casialdi,

1 A. Chapter 11, Paragraph 1.3.
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Doubie txaton may viotate the right o property. Whether the txation his
confiscatory effects or not depends on the tax rates and the particular time

of the double taxation. In any case the ﬁ_:::: taxation r____zn_._._:.___:_cf the

saved income and especially the income froncapital This is the reason
s._a.. no other tax produces such a strong resistance as the gift and inherit-

ance tax. Therefore, the revenue from this tax is relativ

low everywhere.

In the tax competition some nations like Austria try to abolish or at least

minimize the gift and mheritance tax.

Alimony payiments and maintenance grants are part of the net accretion. In
many cases the tax law leaves this kind of transfer untaxed if the payment
has already been subject to the income taxation or if the grant is given by a
public institution. The splitting rules mentioned above’™ consider the trans-
fer ol economic power and therefore realize a fair family taxation.

d)  Conelusion: After all the net aceretion theory is only partially realized

et et St S
in the legal concepts of income_First of all, the market imncome 1s sub-

ject to the individual income tax. The taxation of imputed income or of
transfer income may come in conflict with the constitutional frame-
work of tax principles (equality, ban of confiscatory taxation) if other
kinds of income are exceptionally taxed.

4.2, The present debate: accrual method versus cash flow
method

The present debate about income concepts is focused on the issue whether
the notion of income has to be periodical or intertemporal. ._1EEF:,:,:

concept ol income is based on the net accretion iheory with its periodical
approach of “one’s economic power between two points of time™.™ For this
i

periodical theory the acerual method is appropriate

In contrast to this those economists who follow the optimal taxation theory
plead for an intertemporally neutral concept of | of income which is realized by

the cash flow method. For many decades €CONOIMISLS an

merican tax law

professors have been discussing the issue of a consumption-type income

72, See 2.
73. See K. M. Haig (footnote 62),
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deep misunderstanding because the traditional concept of income 1s more
or less consumption based, too. The conceptual debate has to consider the
following facts:

Firstly . the net accretion theory refers (o all kinds of economic benelits
and therefore to the power to consume. Like all economical theories the
net accretion theory as well as the cash-flow-income theories reflect

the efficiency of consumption in a world of limited resources

- Secondly, the traditional income tax is only partially based on the net
ion theory. It is a mixture of net accretion. accrual methods; and
cash flow methods {especially the taxation of employees and their pen-
sions), and cash flow realization but not periodical evaluation of the as-
sets. Therefore, the current income tax systems have worldwide a
hybrid character with a strong tendency to escape from the old ideas of
net accretion and of a global income tax

The main issue of the controversy is the accordance of the concepts with
the ability-to-pay principle. If the measure of ability is decided upon as the
lifetime income the arguments of intertemporal newtrality have to be re-

n_umn_n:._ _:n:_n:c::c the lifetime incomes of taxpayers have to be com-

T4, W.D. Andrews, A Consumption-Type or Cash Flow Personal Income Tax, Harvard
Law Review, vol. 87, 1974, p. 1113: M. J. Graerz. Implementing a Progressive Con-
sumption Tax, Harvard Law Review. vol. 92, 1979. p. 1575; A. Gunn, The Case for an
Income Tax. The University of Chicago Law Review, vol. 46, 1979, p. 370; A. Shachar,
From Income to Consumption Tax: Criteria for Rules of Transition. Harvard Law Re-
view, vol. 97, 1984, p. 1581 (Reply by H. E. Abrams, Harvard Law Review, vol, 98,
1985, p. 1809 V. Thuronyi, The Concept of Income, Tax Law Review. vol. 46, 1990, p.
45; Bankman/Griffith, Is the Debate Between an Income Tax and a Consumption Tax A
Debate About Risk? Does it Matter?, Tax Law Review, vol. 47, 1992, p. 377; F. H.
Fried, Fairness and the Consumption Tax, Stanford Law Review, vol. 44, 1992, p. 961:
G. K. Yin, Accomodating the “Low-Income™ in a Cash-Flow or Consumed Income Tax
World, Florida Tax Review, vol. 2, 1995, p_445; N. B. Cunninghant, The Taxation of
Capital Income and the Choice of Tax Base, Tax Law Review, vol. 1996.p. 17; A.
C. Warren. Fairness and a Consumption-Type or Cash Flow Personal Income Tax, Har-
vard Law Review, vol. 88, 1975, p. 931; A. C. Warren. Would a Consumption Tax Be
Fairer Than an Income Tax?, The Yale Law Journal, vol. 89, 1980, p. 1081; A, C. War-
ren, How .z:p_,. Capital Income Taxed Under an Income Tax 1s Exempt Under a Cash
Flow Tax?, Tax Law Review, vol. 52, 1996, p. |; Bankman/Fried, Winners and Losers

in the Shift to a Consumption Tax. The Georgetown Law Journal, vol. 86, 1998, v. 539;

J. K. MeNudry, Flat Tax, Consumption Tax, Consumption-Type Income Tax Proposals
in the United States: A Tax Policy Discussion of Fundamental Tax Reform. California
Law Review, Vol 88, 2000, 5. 2095: G. R. Zodrow, Prospects for Consumption-Based
Tax Reform in the United States, FinanzArchiv, vol. 59, 2002/2003, p. 264.
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pared. From this p
discrimination of the future consumption becomes relevant.

There is no methodical difference if the taxpayer consumes his labour in-

come in the same period. The difference of methods gains importance if ¢

part of the labour income 1s sa
ital has to bear an :F_c:f_:: tax burden, vell- r::: n

ved, In this case the .:::_ incone fron cap-
ce the statement of

Jolm Stuart Mill that interests are double x.Q_ Actually, Manfred Rose’
(Heidelberg) pointed out the increasing tax burden of the periodical and ac-

crual method in contrast to the constant tax burden of the cash flow method

(see the chart on the following page).

From the legal point of view the economic arguments of double taxation
(John Stuart Mill) and of the increasing tax burden (Manfred Rose) cannot

be under
Nevertheless, the interdisciplinary discussion has to consider the different
economic effects which are shown by the following chart with a money in
vestment of € 10,000, an interest rate of 6% and a proportional tax rate of
30%. The chart on the following page represents three basic cases:

ood easily. The saved income creates new income - like interest.

—  The first column represents the fortune increase in a world without tax
ation. The final fortune amount of € 102,857 is the measure [or the fi-
nal tax burden.

The second column shows the increase of the tax burden if the money
is given to a bankbook. The interest is periodically taxed (accrual
method) with the effect that the final tax burden increases within 40

years to an amount of 64.72%, which is more than twice the tax rate
Hmoﬁ the statement of John Stuart Mill). Progressive tax rates of 50%
and more produce a final tax burden of 90% and more. This is why tax-

k tax fraud and invest their capital abroad.

ﬁm,v_ﬂ—..w T
— The last column shows the taxation of pension schemes.”” Contribu-
tions to the fund are deductible or not taxed if the employer pays into
the fund. The interest is not disposable until it is paid out as a part of
the pension. Finally the pension is taxed as the total result of the invest-

75. J. 51 Mill, Principles of Political Economy with Some of Their Application 10 So-
cial Philosophy, book V, Chapter 2, § 4. Ist edition 1848,

76. See also below M. Rose, Part A, Chapter I1, Paragraph 3.

77. See below 5.3.1.
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nient. Here the cashi flow method works. Therelore, the fimal tax burden
exactly amounts to a tax rate of 30%.

mierast rate

2 Increase ac
0oul tax:

10,600
27 1,236
28
29
3 8,599
60 29,544 651.56
61 81,473 30,785 62.2 B1,473
62 86,361 32,078 652.86 86,361
33 91,543 33,42 63.49 91
54 97,035 34,829 64.11 97
65 102,857 36,292 64.72 102,

1COome 36,292 72,000

64.72 30

-

5. Notion of income towarc

a cash flow income tax?

5.1. The phenomenon of a hybrid income taxation

a)  Basic qualities of computation methods: The chart above shows the in-
tertemporal constancy of the tax burden in case of the cash flow meth-
od while the accrual method causes an increase of the tax burden.

aa) The cash flow method ::,f optimal qualities of fiscal neurrality:
neutrality of the tax payer’s decision (saving, investment or con-
sumption), neutrality of _E._a::_a,_r intertemporal neutrality of tax
burden. The main disadvantage of the cash flow method is the

—

present lack D‘uE crevenue because of the payment’s deductibility.

s 8ot & Heva

s e L S

T e

B e L

Motion of income towards a cash flow income tax?

Burin the future the tax revenue is increasmg. The cash {low meth
od ensures a better comprehension ol income in the

1x base than
the accrual method. Taxpavers strongly oppose the accrual meth-
ad. Forexample they :.xr tax fraud to avoid the accrual taxat

mterests. In contrast

on of
v this, deductible contributions o pension

funds stimulate __F.-Jy_r yer to save his mcome under the control

of :: ta f_E.:E.FF.._ which can have the full information abont the
fortune increase in the fund.

bb) The main advantage ol the accrial method is the efficiency of the
present tax revenwe which 1s attractive for politicians who want to
be voled into parliament only for a relatively short period of years.
Therelor

the legislator prefers net aceretion theories and acerual
taxation. On the other hand the taxpave
_:n..:__x effe

- the disadvan-
ts of accrual taxation, the taxation of inflationary

148 Lo suff

. the increase of the tax burden, the cuts and restrictions to
and the uncertainty of asset evaluation.

cc) The academic controve

focuses on the quality of tax equitv: A
powerful group of scholars a rgues that the cash flow method

sults in a consumption-fype income tax and in a rich man’s pre-
rogative.™ This may be doubted. On the one hand, rich people have
too many possibilities to use the tax competition and to allocate
their income to the places where taxation is lowest, On the other
hand, the cash flow method helps taxpayers with labour-ingome to
gel a better r;bc ition in relation to the capital investors if the tax-

._::: :u_w_un.zf_:: JQ:..:F., ,:E..EEErQ.;::C:E:_::_m:r.:.
tially, the legal appros wch of equity only depends on the period of
time or on the lifetime. If the window is opened on the lifetime of

the taxpaver, you can see all the defects of the accrual method.

b) The struggle between efficiency of tax revenue and acceptance of tax
burdens results in the phenomenon of a hivbrid notion of income which
is shaping up the income taxation worldwide and has the following fea-
tures:

78. See the references in [ootnote 74, particularly the articles of B.H. Fried. A.C. War-

ren, Bankman/Fried and J. K. MeNuoliv.
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—  The computation of entity profits generally uses the accrual meth-
od but the realization requirement and rules of book reserves refer
to the cash flow method:™

—  Income [rom private capital and labowr-inconte is mostly comput-
ed with the cash flow method but the chart above shows that inter-

ests are taxed on an accrual bas

— Pension schemes are purelv cash flow taxed: the contributions to
the pension funds are deductible or untaxed if the employer pays
into the fund. The paving of the fund is fully taxed. But mostly this

kind of taxation is restricted to a certain amount;

—  Capital gains on the one hand are cash flow taxed because of the
realization requirement and on the other hand taxed on an accrual
basis because of the taxation of inflationary gains;

— The increase of some capital is not taxed due to the source theory.
This is neither in accordance with the accrual method nor with the

cash flow method:

Low corporate tax rates partially realize cash flow taxation. A pure
business cash flow tax allows the full deduction of the investment
and finally burdens only the distribution of dividends. That impli-
cates a corporation tax rate of zero.

5.2. Schedular or global income taxation?

l'ax competition gives the acceptance of a tax burden more importance.
Therefore, most European governments have lowered the tax burden on in-
come from mobile capital either by decreasing the rax rates or by modify-
ing the rax base.

The accrual tax accounting may be modified by cash flow rules like gener-
ous book reserves, especially risk and inflation reserves, provisions for bad
debts and specific accounting rules for the shipping industry, for coordin-
ation centres of foreign investments. In some countries like in Germany the
soft character of the tax accounting is based on the connection with the

79. See below the Lopic “Accrual versus realization”, reported by P. Kavelaars, Part B,
Chapter L.
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commercial accounting with its caution rules. Sometimes it is difficult to
decide whether an accounting rule is part of the general system or a harmful
investment incentive, But anyway, low tax rates are the alternative which
is more transparent for foreigners. The tendency towards schedular income
taxes shows the following characteristics:

_ Flat rate taxation of income [rom capital and progressive taxation of

e e

[abowr-income (diial ineomie faxy ot only applied in Scandinavian
countries but also characterizing the Dutch income tax with its “boxen™

system;™

— Specific accounting rules for particular sources of income., for example
the low evaluated fiction of income from the shipping industry or from
the private property in Box Il of the Dutch income tax;

—  Low corporate tax rates®, but return from imputation systems to the
classical svstems of double taxation or to systems with a small share-
holder relief™

—  Tightening of the tax accounting for the benelit of low tax rates, espe-
cially reduction of intertemporal cash flow rules (book reserves, deduc-
tion of losses).

Of course, the transition from the global income tax to schedular income
taxation violates the principles of tax equity and equality. But the academic
discussion of tax policy has to find solutions and justifications for a concept
of income which on the one hand considers the conditions of administrative
practice and tax competition. and on the other hand conserves the approach
to equity and equality. Thus in Cologne, the discussion we had at the
TATLP congress in Lausanne will be continued.

Schedular effects can be accepted as far as different kinds of income con-
cern every taxpayer. Equality means the equal treatment of the taxpayer
and not the equal treatment of all kinds of income. 1 the taxpayer consumes

whole consumed income ought to be included in the tax base. But if the tax-
payer saves income or invests money or loses invested money, the fime

80. See above 1. and the report by H. van Arendonk, Part A, Chapter IV,
larly Ireland: 12.5%.
2. Forexample Germany. See J. Lang {Tootnote 60), pp. 90-100.
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virliwe of money ought to be respected and the issues of intertemporal fiscal
neutrality ought to be discussed,

The basic idea is o Tind a general rule to trear saved or invested income.
The cash flow method with its above mentioned gualities of intertemporal
nentraliny includes such a rule. The problem of this rule is its limitarion be-
cause the cash flow method lowers the present tax revenue. But in the long
run the cash flow method supports the comprehension of the tax base and
the lack ol tax revenue is compensated.

5.3. Two essentials of the income from capital
5.3.1. Taxation of pension schemes

The taxation of pension schemes purely follows the cash flow method *' Tt
shifts the income from the economically active tn.ﬁ._.c; to the retirement
period and therefore represents the first-best tax form to indicate a lifetime
ability to pay. Furthermore, it redresses the discrimination of labour-in-
come in the tax competition as far as labour-income is contributed to a pen-
sion fund. In this case the _:rn.,:_.._:n:_:c is taxed lower than dividend
income because the taxation of pensions
of zero.

.F_::.:n.:_ toa »c:uc:_::: I :m.

a) The participation in pension funds ought to be open to all taxpayers.,
not only to employees but also to freclancers and any kind of business-
men. In many countries the cash flow taxation of pensions is increas-
ing, for example in the UK and in the USA.

by  Nowadays, the rules of limitation are o complicated. The legislator

presents the cash flow taxation of pensions as a tax incentive. But in

__,:._H this tform of taxation is based on the ability- __,_.EJLEMFH%H_::

its purposeto Lairly tax t —._w.r TiTetime Lm_:ﬂ_lmﬂ?,z Only the background
][l[]l[l.l[[lr-ll

ol a periodical understanding ol the ability to pay pretends a tax incen-

tive

c) A severe problem of revenue inefficiency derives from the Internation-
al and European law. If the retired taxpayer moves from a cold, rainy
and cloudy northern country to a Mediterranean country, the pensions

83, See above 5.1., b, mark
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may be only taxable in the state of

sidence of the recipient. Therefore
the deduction of contributions in the northern country will not be com-
pensated lor the taxation ol the pensions. The residence rule is 1o apply
in case of private employment® Only governmental pensions can be

taxed hy the paying state.”” Under the European law the colesion prin-

ciple qustifies the connection :r_;i n the gC,:_r:c: ol r:z:__:___::

and the taxation of p

ions.* But the Wielocky-decision denies this

justification if the cahesion principle is given up in a double taxation
treaty.”’ The adaptation of the treaty law is a difficult task which ought
to be prepared by the academic discussion. The concept ol adaptation

has to consider that the contributions to a pension scheme do not rep-
resent mcome. That 1s why the contributions are deductible or not tax-
able if the employer pays into the fund. The former home states are the
sonrce countries of the pension payments and therefore they must have
the right to tax the pensions.

5.3.2. Treatment of capital gains and losses

The taxation of capital gains™ exceptionally suffers from the problem to tax
inflationary gains. Therefore in many countries (for example in the UK) the

taxation of capital gains is separated into a special schedular tax regime.
This regime considers the mflation effects either with low tax rares or with

—

taper reliefs. The latter act of reducing the tax base in relation (o the Tengih
of the holding period refers to the inflation effects more exactly than low
tax rates but only covers one side of the coin. The inflation also reduces the
debt burden and so creates a real gain which is not taxed. Therefore, sep-
arate tax regimes for capital gains and losses do not completely neutralize
the impact of inflation on tax bases

The first-best solution would be the cash flow taxation of capital gains and
losses. But this may be too disadvantageous for the present t

revenue.
Therelore, separale tax regimes may be accepted which roughly consider
inflation. OFf course, ¢apital losses are only 1o be taken into account on the

schedule of capital gains. A full deduction of the losses is only ju tified
That raises the question whether the amount of

from the full capital gain,

B4, See Art. 18 OECD Model Convention.

85, See Art. 19 OECD Maode! Convention.

86. See above 2.5.

87. See above 2.5. (footnote 27).

88. See below the topic “Treatment of capital gains and losses’
mian, Part B, Chapter 111

wrted by J. Freed
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losses ought to be reduced i refation to the holding period, too. The comn-
plexity of such a rule may justify the full loss relief as a simplilication rule.

6. Conclusion

In our academic discussion tax principles may have a deep impact on the
notion of income. Nevertheless, the real tax policy often denies tax prin-
ciples even ol the constitutional and European law. A lot of Supreme Court
and ECI verdicts show the permanent violation of principles by the legisla-
tor. In spite of that. the discussion about principles and basic rules supports
the development of a common European understanding of better tax struc-
tures. In this paper [ would like to emphasize the following conclusions:

—  The income tax base ought to be reduced to the marker income™. Im-
puted income should be excluded because the equal treatment of the

different kinds of imputed income is impossible:

— . Ifthe right measure of ability to pay is the lifetime income, the tax base
wuld only include the realized income. The accrual method causes
the uncertainty of asset valuation, the increase of the tax burden and
enies inflationary effects;™

Basically ficritious or deemed income should not be part of the income
tax base. The taxation of fictitious income gets into conflict with the
ability-to-pay principle and the right to property®. In some cases the
fiction or deeming of income may be justified as a rule of practicabil-
ity. A large fiction of income derived from private property cannot be
justified. The income tax gets the character of a wealth tax:

The net income principle®™ demands the full deduction of costs and
losses, The fiction of costs may be an appropriate rule of practicability.
But the full substitution of the real costs (for example: employee ex-
penses in Spain) cannot be justified. In separate tax regimes the relief
of losses can be limited to the schedule of the tax regime:™

89. See above 4.1.,a.

90. See above 4.2

9], See above 2.3, (al the end).
92, See ahove 3.4,

93, See above 5.3.2.
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95.

Conclusions

The concept of the fifetime ab

Iy 1o pay demands a cas! ..1__:: i
of income. This is already largely realized by the taxation of pensions.
x._/ second step towards a cash flow income tax could be the cash [ow
taxation of capital gains and losses. But that irst-hest solution decreas-
es the present revenue too much. Therefore. a separale tax regime.

which considers inflation effects in a rough way can be accepted:

In the long run the notion of income should move towards a cash Tow
income tax. That will give us the hest chance 1o keep the concept ol a
elobal income tax. The accrual taxation stimulates the resistance of the
taxpayer and eventually ends in schedular income taxes. Of course, the
income tax will not lose its fivbrid character. But this does not disturb
the equal treatment of the taxpaver il the hasic rules concern the saved

or invested income of each taxpayer. Pension schemes, capital gains
and also dividends are income essentials of most taxpayers, Therefore

special tax regimes including the double taxation of dividend income
are acceptable. Nevertheless a fictitious income schedule for real estate
properiy violates equality as real estate is normally not part of each for-
tune and affects only a certain group of taxpayers;

Splitting rules consider the distribution of income among spouses and
other family members in accordance with the individual taxation
.n,:?_u_,...ﬁ

Finally. the non-disposal income ought to be excluded from the tax

base.*

See above 2.4 and 3.2
See above 3.5



