Non-fiscal objectives in the norwegian tax structure

By Merete Onshus and Øystein Bieltvedt Skeie

1. introduction

The subject of this report is the non-fiscal purposes of the Norwegian tax system. Such non-fiscal basis for taxes or tax breaks can be found within almost all policy areas. For instance, there are specific tax relieves or tax incentives aiming at health, cultural, social, business development, family and housing issues. 
The two latest income tax reforms in Norway, in 1992 and 2006, both implied an effort to reduce the number of tasks attached to taxation, and to concentrate the design of the tax structure on a few and important tasks: to collect revenues, to contribute to efficient resource allocation and to level out inequalities in income. Taxes also play a role in controlling business cycles, and contribute to regional development. However, many tax breaks unrelated to these goals still exist. More about this will be discussed in section 4.
In this national report, I will first address the two most important non-fiscal purposes in Norwegian tax policy: redistribution and correcting market failure. Then I will give a brief overview of tax expenditures that are attached to other purposes. Finally, I will summarize and give some comments on possible conflicts between the different purposes. 
Taxes have non-fiscal effects irrespective of whether these effects are intended or not. Such effects, for instance redistributive effects, will to some extent be commented on. 
2. Taxation as distributional policy
2.1 The formal tax structure

Figures 1 and 2 show statutory average and marginal tax rates
 for an unmarried worker with only wage income and standard deductions in 1985, 1995 and 2007. 

Figure 1: Average tax rates in 1985, 1995 and 2007. Income levels are deflated with wage growth rates.
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Figure 2: Marginal tax rates in 1985, 1995 and 2007. Income levels are deflated with wage growth rates.
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As shown in figures 1 and 2, statutory direct tax rates have a progressive structure, and both average and marginal tax rates have been reduced in the period. The highest marginal tax rates on labour income were 68.2 pct. in 1985, 49.5 pct in 1995 and 47.8 pct in 2007. It is worth noticing that these formal tax schedules not necessarily reflect the actual tax burden. The deviation between the formal rates and actual tax payments is especially large in cases where large deductions can be made or there are other possibilities to evade taxes. 

Prior to the 1992 tax reform, the possibilities for tax deferrals and deductions were extensive. Important deductions, like the deduction for debt interest payments, were subtracted from the tax base subject to progressive tax rates. This system rewarded taxpayers with high incomes (and high marginal tax rates) and large loans. Other exemptions and generous tax relieves connected to a number of different intentions, made it profitable for high income households to engage in tax planning activities. This undermined the redistributive effect of the highly progressive tax structure before 1992, which is also confirmed by Hansen, Langbraaten and Thoresen (1992).

Norway undertook a major tax reform in 1992. Like many other OECD countries and in line with standard economic theory, tax rates were cut and tax bases were broadened, since these measures are assumed to reduce the efficiency loss from taxation. Also, there was an insight that the high formal tax rates of the previous years had not created the desired redistribution of income. Several of the specific tax relieves aiming at different non-fiscal purposes were also cut or abolished. Two different tax bases for personal taxpayers were introduced: A gross income tax base (personal income) subject to social security contributions and surtax, and a net income tax base (ordinary income), in which basic deductions, specific deductions and expenses would be subtracted. Ordinary income was subject to a flat tax rate of 28 per cent.
The 1992 reform introduced a dual income tax system where capital income and dividends were taxed as ordinary income at a flat rate of 28 per cent, and earnings and pensions were subject to taxation as personal income. Self-employed individuals and owners of closely held corporations were subject to splitting of incomes into capital and labour income tax bases, with a progressive surtax schedule in work for labour income. However, this split model contained loopholes, which were gradually enlarged in the years to follow. 

After the 1992 reform, income shifting problems started to occur, see Thoresen and Alstadsæter (2008). As a result of the large difference in the marginal tax rates on labour and capital income, combined with a loose split model, it was both possible and profitable to disguise income from labour as capital income. The 1992 reform and the following income shifting problems are also described in Jacobsen (2008).
A new tax reform was therefore introduced in the period 2004-2006, in order to reduce the big difference between marginal tax rates on labour and capital income. The reform implied imposition of a dividend tax of 28 per cent on dividends exceeding the normal return, defined as a risk-free market interest rate. At the same time, the highest marginal tax rates for earned income were cut. The more equal tax rates on earned income and capital income was an important feature of the reform, in that it makes income shifting less profitable.
2.2 Tax progressivity

Ambitions to redistribute income by imposing high formal tax rates for high-income groups may as we have seen not always be effective. Real effects of taxation on distribution may therefore be worth studying.
In this section, I discuss some results in the literature on tax progressivity in Norway. By tax progressivity, I shall here refer to the post-tax income distribution being more equal than the pre-tax distribution or tax burdens being more unequally distributed that pre-tax incomes. However, altered tax laws are only one of several factors explaining changes in tax progressivity. For instance, changes in pre-tax income, demography, or unemployment may have taken place. This will in turn affect the amount of taxes paid by different income groups. Several empirical studies have been done to analyze tax payments in different periods and under different tax regimes, and to isolate the effects of tax reforms.
Pre-tax income inequality seemed to increase during the 1990s. Since the inequality in taxation did not increase correspondingly, tax progressivity, as measured in terms of comparing distributions of pre-tax income and tax burdens, decreased from 1991 to 1999 (Thoresen, 2004). However, Fjærli and Aaberge (2000) point out that this increase in pre-tax inequality may have been driven by changes in the income reporting behaviour rather than actual changes in the distribution of income. Based on this, the expert committee issuing the Green Paper NOU 2003:9 Skatteutvalget seemed to suggest that taxation contributed to modify the increasing inequality of income after the 1992 tax reform. In simpler terms, the broadening of the tax base in 1992 may have increased the redistribution through taxes, as a larger share of incomes became taxable. This may have outweighed the effect of reduced statutory tax rates.

Another factor that could explain an increase in pre-tax inequality is behavioural responses as a result of the reform. Reduced tax rates for high-income earners could motivate them to increase work effort, thereby increasing incomes in the upper part of the income distribution. However, Aarbu and Thoresen (2001) find little evidence of such behavioural responses to the 1992 tax reform; the effects are relatively small.

Lambert and Thoresen (2008) further discuss methods to identify contributions from tax-law changes for observed tax progressivity patterns over time, exemplified by Norway 1992-2004. They point out that tax progressivity in Norway has decreased after 2001. The increase in pre-tax income inequality, mainly explained by increased dividend payments, has given more unequal post-income distributions, resulting in reduced tax progressivity after 2001. 
There is still no empirical evidence of the overall distributional effects of the 2006 tax reform. Theoretically, the effects on distribution could be driven by several forces. Tax rates for high-income earners were reduced, implying reduced progressivity. The possibilities to evade taxes by disguising incomes from labour as capital income were tightened, thereby reducing “horizontal inequality”.  Also, a tax on dividends and gains was imposed, something that would be able to increase progressivity. The wealth tax has been largely changed during and after the reform period, with the aim of improving its redistributive effects. Finally, basic allowances have been increased, something that would also increase progressivity. The redistributional effects of the reform are therefore ambiguous, and to what extent and in which direction the reform affected redistribution through direct taxation, is an empirical question. 
The imposition of the dividend tax was announced in advance, causing shareholders to withdraw large dividends in 2004 and 2005. As the dividend tax came into effect in 2006, dividend payments suddenly dropped from about 100 billion NOK in 2005 to only about 7 billion NOK in 2006. Such fluctuations in the tax bases caused by behavioural adjustments rather than real income changes complicate possible analysis of distributional effects.
It may be worth noticing that there need not always be a negative trade-off between efficiency and equality. Røed and Strøm (2002) point out that for instance if low-wage workers on average have more elastic labour supply schedules than high-wage workers, progressive taxes contribute to a more efficient allocation of the total tax burden. An important feature of “the Nordic model” is the simultaneous occurrence of small wage disparities, generous welfare schemes and high efficiency and growth.

As we have seen, the progressivity in statutory tax rates has been largely reduced since 1985. The same may have happened to effective tax progressivity, but the results here are ambiguous. Broadening of the tax base and behavioural responses have created measurement problems that complicate the analysis. NOU 2003:9 Skatteutvalget seemed to indicate that the 1992 tax reform did contribute to levelling out increasing income inequality, in spite of reductions in the highest statutory tax rates. 

2.3 Benefits and taxation
Welfare schemes in Norway are often means-tested, in the sense that they are curtailed if a person works. If a person is entitled to some kind of public benefit, the effective marginal tax rate
, if that person chooses to work, is usually much larger than the formal tax rate.   
An example of how combinations of benefits and tax rules can create very high effective marginal tax rates is the case of single parents with small children, and who are entitled to the “transitional benefit
”. The transitional benefit is cut by 40 percent of earned income above a fairly low threshold. Single parents with medium or low income and wealth who receive the transitional benefit are also entitled to a tax reduction through a tax limitation rule, which in turn can create very high marginal tax rates within some income brackets. In addition, the effective marginal taxes can be affected by payment for child care, child care benefit, child care expense deduction, the “cash for care” benefit, the family allowance supplement for small children and the advance payment of child maintenance, which can all depend on the single parent’s income. In the example of a single parent with one child 2 years of age, and with an assumed full-time annual wage income of about 350 000 NOK, going from no work to full-time work would pay about 78 000 NOK a year. At income levels where benefits are cut abruptly, the effective marginal tax rate for single parents is, theoretically, infinitely high. Also outside these points, the effective marginal tax rate reaches 74 per cent. 

The single parent example is quite illustrative for a number of benefits. Nordberg (2007) examines total tax rates
 for all benefit claimants in Norway.  He finds that benefit receivers on average would gain about 70 000 NOK if working full-time instead of not working at all. The total tax rate is about 70 percent when comparing full-time work to no work. He also finds that about 4 percent will be economically worse off if working full-time instead of not working at all. These results are of course only interesting if one assumes that working instead of claiming benefits is a realistic option for benefit claimants. This is obviously only partly the case. Yet, an important insight from this study is that the overall distortions of the tax structure cannot be properly assessed without taking the benefit system into account.

2.4 Other taxes affecting distribution
Indirect taxes

Indirect taxes are usually not considered to be an instrument in distributional policy. However, they too have redistributive effects. These effects are summed up in the budget proposal each year. Figure 3 shows a total of direct and indirect taxes as a share of equivalent income
 in different income groups (deciles) in 2008, where the first decil consists of the 10 per cent with the lowest equivalent income, and the 10th decil consist of the 10 per cent of the population with the highest equivalent income. Figure 3 shows that indirect taxes have a regressive profile, while direct taxes have a progressive profile.
Figure 3: Direct and indirect taxes per person as a share of equivalent income, 2008. 
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Shifts from direct taxation towards more indirect taxation will therefore usually increase inequality. The increase of the VAT by over 6 billion NOK in 2005, combined with relieves in direct taxes, is an example of a shift of this type.
Wealth tax and inheritance tax

Wealth tax and inheritance tax also affect distribution. In this paper, I will not go further into these taxes and their effects. However, it is worth noticing that wealth taxation lately has been considered to be an important instrument in distributional policy, as the 2006 tax reform so far has set restrictions on further increases in the highest marginal tax rates.
2.5 Taxes and the distribution across life cycles

One could argue that taxes to some extent only redistribute between different stages in people’s life cycles rather than between individuals with different incomes. A part of taxes paid by individuals is given back as public benefits to the same individuals in other stages of life. Taxation is therefore a form of compulsory saving. Analyses concerning income over the whole life cycle show that public benefits to a large extent imply redistribution over life cycles for the same individuals. However, these analyses also show that the distribution of tax payments is considerably more unequal than public benefits. This may indicate that taxes also contribute to the levelling out of incomes over life cycles.

3. Taxes Correcting market failure 

The competitive market does not always produce efficient outcomes. This is known as market failures. There are several ways a market failure can arise. Of particular interest for tax policy are externalities. An example may be a factory that is polluting air and water in such a way that it for instance reduces the amount of fish in the waters for the local fishermen to catch. The polluter does not take account of the costs its pollution has on others, like reduced income for the fishermen in this case. The pollution then has an external cost that is not taken into consideration by the factory. These external costs are not included in market prices. Several of the indirect taxes in Norway are supposed to correct for externalities. 

CO2 emissions, as well as emissions of other climate gases, contribute to the greenhouse effect. CO2 emissions have no environmental consequences locally. Moreover, there is a close relation between the carbon content of the various fossil fuels and emissions of CO2. These properties of the climate problem have important implications for the formulation of a cost-efficient policy. Generally, this policy can be characterized by the following features:

· The level of CO2 tax should be the same for all fuels, only depending on the carbon content.

· The CO2 tax should be the same for all sectors of the economy.

· All greenhouse gases should be subject to the same degree of policy restriction.

None of these propositions of an optimal policy are met in the existing CO2 tax system in Norway. For instance, there is no CO2 tax on coal, natural gas and LPG. In addition, the CO2 tax on petrol is much higher than the CO2 tax on mineral oil. Fishing is exempted from the CO2 tax. The Norwegian CO2 tax is therefore not cost efficient.

Some sectors are covered by a permit system (EU-ETS) and therefore exempt the CO2 tax. In a cost-efficient system for pricing of CO2-emissions, the level of the CO2 tax should be at the level of the permit price. However, this will be difficult to achieve in practice when the CO2 tax is set for one year at the time while the permit price is fluctuating. 

External costs associated with the use of vehicles – accidents, congestions, noise, pollution (except CO2) and the wear and tear of the road surface - are priced by the auto diesel tax and the petrol tax. The Indirect Tax Commission (Særavgiftsutvalget, NOU 2007: 8) concluded that the petrol tax was at approximately the level of estimates of external costs, but that the diesel tax was below average estimates of external costs. The Commission thus suggested an increase in the auto diesel tax.

There are several other environmental taxes in Norway that are designed to correct for externalities. They include the sulphur tax, tax on final treatment of waste, tax on TRI and PER, tax on HFC and PFC and the tax on emissions of NOX.

In addition to the environment related taxes, it could also be argued that taxes on alcohol and tobacco could correct for external effects. The use of alcohol and tobacco creates costs related to both social (violence, damaged childhood, etc.) and health problems that the polluter has no economic incentives to take into consideration. 

4. Other non-fiscal objectives 
Exemptions from the general tax rules that reduce public revenues are often denoted as tax expenditures. Correspondingly, deviant tax rules can also imply higher taxes for a group of persons or businesses than what would follow from a general or uniform tax rule. This is often referred to as tax sanctions. In the yearly budget proposal, the Norwegian government gives an account of such tax expenditures and tax sanctions. Tax breaks that apply to all tax payers, such as basic deductions, are not considered to be tax expenditures. Taxes on activities that are considered to be harmful to the environment are considered to be tax sanctions only to the extent that the tax rate is higher than what would be required to offset the negative external effects. The regionally differentiated payroll taxes are considered to be a tax expenditure, although regional policy partly is defined as a main target of the tax structure.

Tax expenditures can be imposed for a number of political reasons, such as regional policy, business development policy, housing policy etc. In many of these cases, direct spending would be a feasible way of attaining the goals that are set. 

In some cases, the motivation behind tax expenditures is ambiguous or unclear. The lower VAT rate on food seemed to be stated as a measure of improving living conditions for families with low income. Still, the average share of incomes spent on food is only about 10 percent for Norwegian households. As a redistributive measure, reducing food prices is therefore highly non-accurate. Besides, there is little doubt that an important motivation for this tax cut was to relief the pressure towards Norwegian agricultural business as a result of i.a. cross-border shopping. 
In many cases, the motivation behind a tax break and the effects of the tax break, do not coincide. The health care expense deduction has a health policy or social policy motivation, giving tax relieves to taxpayers with unusually large expenses due to illness. On the other hand, this type of tax relief will have a tendency to benefit the rich rather than the poor, as one will not benefit from the deduction scheme without taxable income. Also, tax authorities will seldom be the equipped with the right knowledge to make decisions about whether expenses have occurred due to illness, or whether the treatments that have been carried out are adequate for the respective illnesses. It has been suggested, among others by NOU 2003: 9 Skatteutvalget, that tax rules will normally not be suitable for supporting small, specific groups like those with large health expenses.
The budget proposal for 2008 contains estimates of tax expenditures for 2007. In this report, 69 different tax breaks or tax sanctions are listed. Normally, the tax expenditures are not added up. However, tax expenditures in Norway amounted to a total of 177 billion NOK for 2007, or 8 pct. of GDP. This number is the sum of isolated estimates done for some (most) tax expenditures. In these estimates, behavioural responses and interactions between the different tax expenditures are not taken into account. The sum is merely an indication of the importance of tax expenditures as political instruments, and does not give any guidance about the potential of collecting revenue by abolishing the tax expenditures. In estimating this potential, behavioural responses and interactions would be important. Besides, if one should abolish all the tax expenditures, it would probably be considered desirable to cut tax rates. In addition, there are tax expenditures in a number of areas where the statistical and analytical basis for estimating the size of the expenditure is not sufficient. These expenditures are thus not included in the government’s accounting, and not in this overview. Figure 4 shows how the estimated tax expenditures are distributed between different purposes (2007). The largest tax expenditures are within the areas of housing policy and increasing the value of public benefits. The latter includes among other things tax advantages for retirees.

Figure 4: Estimated tax expenditures by purpose, 2007.
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Similar estimates have been made since 1999, in the first years only for a few tax breaks. Without recalculating and tracking back all the tax expenditures in today’s account of expenditures, it is not possible to give a proper presentation of the development of tax expenditures over time. 
In connection with the 2006 tax reform, efforts were made to reduce the number of goals attached to taxation, and one should therefore expect the number of tax expenditures to be reduced. It is true that the reform to some extent simplified the tax code, and a set of tax expenditures were abolished, like the tax exemption for telecommunication paid by employers, or tightened, like a tax favourable scheme for purchasing home- PCs by way of the employer. However, the abolishment of taxation of imputed rent on housing between 2002 and 2005 was estimated to decrease tax revenues connected to housing policy by about 2.5 billion NOK.
5. summary and conclusions
The fiscal purposes of taxation can be in conflict with desires for using taxes to achieve non-fiscal goals. This is due to the fact that budgets must balance over time. For a given amount of public revenues, tax breaks directed towards specific groups will imply that tax rates for other groups must increase, or that public spending must decrease. The latter will normally affect other groups than the ones who benefit from the tax break. It is therefore not possible to use tax rules to achieve goals in many different areas, without reducing the ambitions for the public sector, or letting other groups pay the price through increased tax rates or reduced public benefits. Tax reforms have intended to reduce the number of different tasks attached to taxation, but there is still a long way to go.
There may also be a conflict between efficiency and the desire to redistribute income, as higher tax rates create higher efficiency loss from taxation. As we have seen, tax reforms have attempted to broaden the tax base and lower tax rates, in order to reduce this efficiency loss. 
On the other hand, if low-wage taxpayers respond more strongly to cuts in tax rates than other workers, a progressive tax schedule might be in line with efficiency demands. In addition, progressive tax schedules work more efficiently when loopholes are tightened and tax bases broadened. This was probably an important effect of the 1992 tax reform. 
Through improving neutrality and reducing income-shifting, the 2006-reform aimed to improve efficiency. The overall effects of the reform on distribution have not yet been analyzed empirically, and the theoretical effects on distribution are not clear. Adjustments to the reform in advance and in the first years of the reform, may complicate empirical analyses of these effects. 
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� Payroll tax is not included, as the payroll tax does not affect the worker’s marginal tax.  


� The effective marginal tax rate can be defined as the change in taxes and benefits as a result of a small income change, as a fraction of the income change.


� The transitional benefit is intended to secure income for those who live alone with and provide for children. There are both time-limits and limitations on the age of the children. Activity requirements (at least half-time work or education) are imposed if the children are at least 4 years of age.


� This is defined as the fraction of the employers wage cost not gaining the employee, as fraction of the total wage cost. 


� Equivalent incomes are computed in analyses of personal income distribution in order to compare household incomes when households have different size and composition, taking into account that there are certain economies of scale connected to living together in households.
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